
REVENUE ACT OF 1938

Would stopping the turbines and generators in
all of the hydro-electric plants In the United
States make business worse? Certainly it
would. The 20 million horsepower dammed up in

What happens to business when prohibitive
taxes on funds locked up in personal holding
and investment companies (15% tax paid by
the corporation plus 70% or more, in many cases,
paid by the stockholders) stop capital transac-

hundreds of miles of rivers and lakes-and the
three billions of invested capital-would become
useless if the wheels were not permitted to go
round and round.

tions and freeze present Investments? Almost
twice as much capital is tied up in personal holding
and investment companies as is invested in all
of the hydro-eleoctric plants in the United States.

Why not remove the bars and padlocks of prohibitive taxes from all corporations and
let the wheels of active capital go round and round?
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REVENUE ACT OF 1938

THURSDAY, MARCH 17, 1938

UNITED STATES SENATE,
COMMITTEE ON FINANCE,

Washington, D. 0.
The committee met, pursuant to call, at 2 p. iml. inl the District

of Columbia Committee room, Capitol, Senator Pat Harrison (chair-
man) presiding.

The CHAIRMAN. May I say to all of tie witnesses who are in the
room that the time limitation placed on their testimony may appear
to be harsh, but the committee has available to it the hearings held
before the House Ways and Means Committee. We want to expedite
this bill just as much as we can, and we will ask all the witnesses
to be just as brief as possible. We have requested that briefs be sub-
mitted, so that they may be placed in the record, and when these ques-
tions come up in the committee, in executive session, we can then take
the various suggestions up for discussion.

All right, General Fletcher.

STATEMENT OF R. V. FLETCHER, WASHINGTON, D. C., REP-
RESENTING THE ASSOCIATION OF AMERICAN RAILROADS

Mr. FLIrcirEn. My name is R. V. Fletcher. I am a lawyer and
live in Washington, and represent the Association of American Rail-
roads. That association comprises practically all of the class 1 rail-
roads of the United States.

I was given the privilege, Mr. Chairman, of appearing before the
House committee, and my testimony is found in the published pro-
ceedings of the Ways and Means Committee of the House. I would
like to show in the record just where that is, if I may. Page 219 of
the House hearing, a statement by myself, and page 345 of the hear-
ings, a statement by Mr. Trottman, who is a representative of the
Chicago & North Western Railroad and who spoke particularly for
railroads in bankruptcy, and Mr. Samuel 0. Dunn, the editor of the
Railway Age. His testimony appears on page 342.

I am mindful of the statement of the chairman as to filing briefs.
There was put into those hearings a statement which we had pre-
pared in the form of a memorandum, and with the permission of the
chair I would like to file that here, without reading it, as containing
the substantial arguments which the railroads are making in favor of
being exempted from the provisions of the surtax on undistributed
profits.

The CHIAIMAN. Very well.
(The memorandum referred to is as follows:)
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MEMORANDUM IN SUPPORT OF TIE PROPOSITION TIHAT RAILROADS 8not'.i) NOT BF

SUIJECTEI) TO THE SURTAX ON UNI)ISTRIITTFID I'.IHNINGR

INTRODUCTORY

The Under Secretary of the Treasury has kindly consented to receive and
review a memorandum submitted by the Class One railroads of the United
States in Sullport of the proposition that railroads should not he subjected to
those provisions of the Revenue Act of 19:36 whih impose a strtax upolln 1i4.
trlbuted Income. The niemorandunt Is the work of a special connittee of rail-
road lawyers and accountants. It Is understood that the ollhvers of tile Treas-
ury are engaged i making a careful and critical survey of the tax laws, with a
view to milking a recoinietihda t iO to tile Presihhe nt 1111(1 to ('ollgres s'oviig
for their possible revision. lit conieetion with this work of ti Treasury
experts, this inemoranduni Is subloitted, in tie hole tlhit, ill atty getieral rv-
vision of the revenue law, railroads witl I be exenited( from i e sirtax on uiidis-
tributed Incoto, Just Its lire nio\% btntiks, Intitratnce conpulils, corporal tiois lit
bankruptcy, foreigiu corol ftoils, and othl'.: mtetioned ill sectilh 14-, sull-
section (d) of tile present Itevenue Act.

In tills memorandum we are not fubtitting tie (draft of tiny partihulir bills
which wouhl aecouh)lislt tile end advocated. We shall content ourselves with
endeavoring to (lelonstrate tile Ini.1tice of the ltw as It staiid. now. There
are a nuttbher of Wills pendinig ili Congress, the pllrlose of wh-i'h is, iii the
case of corporations, to allow credits for amunts expetldd In debt reduction
and lin additions to the property. The railroads apprevhite tite fact tat
ultimately tile recommendations of the Treasury will be ised upon their
accurate aind expert examination of the lived of the Government for revenue
and the effect of tiny tax levy upon business.

This memoranduvi deals only with tile situation of the railroads. While
certain of tlte arguments may have general application, yet they are sulmitted
.lit the light of tile work which the railroads are called upon to (10 atd their
characteristic peculilrlties.

THE ESSENTIAL NATURE AND IMPOaTANCiE OF THE RlAI.ROA) INI)LYTRY

* The railroad Industry Is essentially a business affected with tile public
Interest. Railroads are quasi-public Institutions. Alost all of their activities
are subject to regulation. They are not permitted to expand their business
by tile construction of new lines, except after having been so authorized by the
Interstate Commerce Commission flnti, In many cases, by State regulating coat-
missions. They are not permitted to issue capital stock or sell bonds or other
obligations except by public authority. It is espeeilly Important to remember
that tile rates of railroads are controlled. They are not free, In tie case of
Increased expenses, to advance their charges to the public until they have
applied for and secured authority from tile Interstate Commerce Commission
and front State regulating bodies. Their lines cataot be abandoned, except
a certificate Is obtained from the regulating authorities permitting tills to
be dlone. Their accounting methods are all regulated by the Interstate Com-
merce Commission and tilis fact becomes important it eonsideritg certain
-aspects of the problem. They are thus differentiated from ordinary corpora-
tions by reason of the Intensity of the regulation which Is applied to them.

It is admitted oin every hand that the prosperity of the railroads Is ilex-
trically Interwoven with the prosperity of the country. This Industry conl-

-tributes more than any other directly to tie prosperity of all Industry. In
1936, which still felt the effects of the depression, tie Chiss One railroads of
the United States spent $272,270,000 for fuel, $76,6SU3,000 for forest products,
$273,753,000 for iron 11d steel products, $180,715,000 for miscellaneous Items,
making a total of $903.421.000 spent for materials and supplies. In the same
year, they spent $1,848,035,804 for labor and paid $319,752,721 for taxes. These
amounts may seem large, but It should be remembered that In 1929 $2,896,.
566,000 was expended for labor and $1,329,535,000 for fuel, materials, andi
supplies. It Is easy to visualize the loss to the general business of tile Country
by reason of the reduction In the emlloying and purcha.ing power of tile
railroads. It addition to the value of the railroads as purchasers of mate-
rIal and employers of labor, the economic aspects of the railroad Industry from
the viewpoint of the Investor In railroad securities cannot be Ignored.
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IIAIUIOAIJS ARE~ NOT WITHlIN Tilt, P'URPOSE1 OF THIt SURTAX

Th'le Sutaix oi1 llU(trilbuted ifrofits wvas 1)roIM)8('d by the Presidenft of the
Unhfed States. The Plresidenit's message, dated March. 3, 1113, to Conlgress
said:I

"The acemiiititoi of surplj~us lit coljil ois eoiitiiilled by taxpayers with
large iiomaes Is eticoul'agedi by the preseiit freedom of 11111181riliuted corporate
income from surbtixes. Shim, sttiikhlil' tire thle buienet-iel owiiers of boithi
iistriliited midl 11111iiltedl corporate h'1ilivi, th litii, it.- it mat10ter of rumidaz-
Ilneiital equlity, ,iliiilild lie toi seek ejuaImitly of tulx lii deii oii till corporate iioiie
whether ifstibittlA or wIt lilield fioi thle 1(Lillllli owners. As t ie( law ]low
Htands our corporate ta xes (11ii too deeply in1to (lie sliit' of voiil-plt ezilmigs
gollng to tstoiIk holders whlo iievil Om lielslill-eliii oif dlvidt-mids, while tile slilires
oif stmoliders wVho( c:III Word0(1 to hlii vt'eilli11gs iiid istrilted eseatpe currelit
.surta xes alItoget her.

# 0 All

"A piroper ill\ Oil ('orlfoilti' iieon (Miiiliv tielldeods froim otlier corpiora.
lionls), wiich is nlot di1st ributed as8 eaniled, would correct tile serious twofold
Iiie(Iijiility iii our t axes oi liisliiess profit s If accomai ied boy it repieat of (te
premelit corpiora te iiieOiiie talx, tilei (llitiil'l sock tax, thle related ('xcess-iilltt
tax, and (t( elreseit exemlptilon of (ilvideilds fronm thle niulmia tax oil ildiilial
iiicolmies, Th'ie rate oil 1111d( stiluted corporatec inicomv should lie giatilated and)(
.so lIxedl its to ylehil aliroxi 11111tely the salili' revelilue ats would lit yI-lded if
('orjlorlte ipriiiis welt' ist rlited a io1l taell dIn ti'he Imids of stockliolde :s.''

Leglsla tlonl ill iieconi iee wvit i tilie 'reldeiit 's recoeiiiiiieidtit loll" was Aliitedt(1
by H ouse Hill1 1239i5 of t he 7-Ith IiCogress. Dic Te 4t raileal di ftvuiices of
oplInlon bietweenl the sela e anld tilie Iliouse, a1 eomiipriiiiilso bill w~as t'illled.
whieh di1d liot adopilt mill of te li' 'esldeuit 's reicc it-nltial lolls. Th'ils vonliproinise,
lull retmitbled at limit taix, ca led Mle ''tiornul Itax'' (of 15 her* etit oil corpo~ralte niet
inleoit' lit exess of 91t,MN0 ( withI gradutd lit( intes onl less iiiiotiiits), retn hied
thle caita~ll 5401k ix it it redtle'( late, retied lte excess irtillts tax, hltd
addIed to these taxes lte reconimlidicd gril (Iutll ted surtax oii luldIst rlbuted profits.
The lw, its t'tiitei, foilow(dI t' ie ridtiit's revo(limiieni(litlimi fin subject lag all1
divIdenld itlcomlle of Ilfldividlial tllXpayer4 to full ti X 11111111113'.

Tpie report of tile House C'ominlttee ot iNll ys 1111(1 M.11i18 (Rieport No. 2475 of
thev 74thu Congress) at paige :1 stated the( pltl'poses of tlie 'lilullges 111lide by tle~
h11i'use hill ii tit( mlethiod of taxiiig corplor'ate lieotne ats follows:

The major purposes of tile eliaiige lii the Miethod of taxhig corporate comes
ac(1) to pl'evemit aivoidancee of sur11talx by3 hidli'Iduahs dirough the a('clinillha-

tioa of Icomes biy corjporatloli, (2) to remove serimxs iequities mjil ileqilali-
tie's betwveeni corporal tp, jilrt liership, amid laidi v~dtil forms1, of tiuslniess organ mixa,-
tiln, aiud (3) to remove thle linequIty as lietweenl larigo anld small shareholders
restiltilig frojil the prpselit flt corploraite rates."

The tax Itiw, ats elimeted, abilidonled the purposes mimubered 2 anld 3 Ill tile%
above (ilotatioll fi'(ill tile hfolus Comnilttec report, so tile 01113' purposes of til,
President, or of tile 1-101150 bill for that matter, eiiaeted iiito lawv was that tif
preveittllig the, flteullliftoi of su~rpluls by eorpoi'itltoils, by inleanls of higher
rates of taxafltI oil their mindistributed tiplt Incomle, alld thus elleouiragitig,
If itot foreltig, the (llstriblltion (if lU't Incomlie to the fullest lpractlenble extent
to the ('Iid that It tight be subjected to tile surtax liability of thle idIvidual
stockholders.

Tile railroads were Rnot, at tile 11imip Ot lte Presidet's message, afld had not
beeni withll tue whoilei history' of' the Incomle tax law, "controlled by taxpayers
with large ilfues," who used( the ralioad ec.--poratlou as it mials of avoid.
lug su~rtaIxes by aeclhilatig corporate profits. Whatever mlay be mild of
ffidustrIlll corlporatlolig, It Is iot believed that our sttltenleilt with resplect to
control canl be ehailemiged.

It ay be sa1i1 that tine gelleral statement does not apply to Certaini so-called
short hilies, 801me 1,042 Ii miiinr. While certali short lhues may be owned by
11 'omlpa ra tively few stockholders, yet wi th rare except 10115, these comlpanlies
are not suiffceltly prosperous to have Inicomne bePyond their bare-st ntecessities.
In caseA where these short 111108 are 5ibsidIaries of Industrial corporations, we
assert that they have hiot been used 118 llstrbnummtallitlea for aectiliattig un-'
distributed come. Any Income over amid above tile i11111t of bare neessity
would be needed In the treasuries of tile parent Companies. It seems to 118
clear tha~t these short lines are not within the scope of ,tjie purpose of the
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President or of Congress in enacting the surtax. With reference to subsidiary
companies owned and controlled by trunk lines, under the present law, their
return Is consolidated with that of the parent company and what we shall say
on this subject, therefore, applies to them.

Generally speaking, each of the Class One railroads has many thousands of
stockholders. In a comparatively few cases, there may be holding companies
functioning as large stockholders but even In these exceptional cases, there is
no history of the accumulation of net income beyond tie needs of the railroads.
Certainly there is no account of net Income being withheld from distribution,
either for the benefit of the controlling stockholder or for the benefit of the
thousands of minority stockholders. There could be no such history, obviously,
where the stock of one railroad company is owned by another, because, prior
to the enactment of the Revenue Act of 1930, dividend income of corporations
was not subject to income tax. The statement Is true with respect to Individual
stockholders, because the largest individual stock holdings, in the case of Class
One railroads, are an insignificant fraction of the very large amount of capital
stock which each of these railroad corporations has outstanding.

We have examined, as Illustrative, the common stock holdings of one of thl
most prosperous Class One railroads. The analysis was made as of ApriP 20,
1935. Its largest stockholder was a Dutch syndicate, with headquarters at
Amsterdam, serving as an agency for investment In American companies by
residents of European countries. Our understanding is that these Investments
were In small lots. This Dutch syndicate owned only 2.33 per cent of the out-
standing capital stock of tls particular railroad. No other coiawon stock
holdings of this company approached In amount the holdings of this foreign
syndicate. The larger holdings were generally In the names of stock exchange
houses or the nominis of banks, Indicating, presunably, holdings in beIhalf of
a number of cents in each case.

The common stock holdings of this company, other than its so-called Brokers
Ledgers, were distributed among 30,800 accounts holding 100 shares or less
and 1,742 accounts holding fiom 101 to 499 shares, together aggregating 1,199,-
248 shares. Five hundred and seven accounts of less than 500 shares in the
Brokers Ledgers aggregated 01,696 shares. The holdings of 500 shares or over
wvere distributed among 167 accounts in its Brokers Lxedgers and 380 otber ac-
counts, a total of ,5-47 accounts with holdings aggregating 961,866 common
shares. The last mentioned class of holdings in the highest bracket Included
20 holdings of colleges, schools, hospitals, and similar Institutions, 13 holdings
by life insurance companies and savings banks, 119 holdings by banks, trust
companies, security companies, investment trusts, fire Insurance companies,
,castalty companies, etc., 50 holdings by trustees and 178 holdings of indivluais.

We think the facts disclosed by thip analysis are typical and It is Interesting
to note, in this connection that tile Statistics of the Railways in tile United
States, published by the Interstate Commerce Commission, reports, as of Decem.
ber 31, 1935, that the average holding of railroad stock Is $9,501.

For 1935, the year prior to the President's message, all Class One railroads
together aggregated a net Income, after fixed charges and other deductions, of
only $7,589,000 and for each of the three preceding years, 1934, 1933, and 1932,
the Class One railroads, in the aggregate, showed a deficit. In 1935, 47 per
cent of the Class One railroads operated at a loss. Even at the close of the
year 1936, 33 Class One railroads, having a mileage of 67,800 miles. were in
receivership or in bankruptcy. The railroad industry Is far from prospqrouis
and it Is struggling to meet the competition of new methods of transportation.
At the tine of the President's message and now, the problem of the country
Is how to save the railroad Industry, not how to devise a new tax measure
'which will appropriate a larger share of railroad income.

We are confident that an analysis of the 1936 income tax returns will not
.disclose that individual taxpayers in the surtax bracket have realized any
increased dividend Income as a result of the surtax, or that the Treasury, it
.nny other respect, has been benefited by the application of this tax to the
railroads.

Because of the widespread distribution and the small holdings of the stock
,of railroad corporations, the operation and result of the revised tax legislation
of 1930 was the very opposite of that which the President contemplated, so far
:as railroad stockholders are concerned. The President said:

"As the law now stands our corporate taxes dip too deeply into the shares of
corporate earnings going to stockholders who need the disbursement, of
tdlvldends 0 *



REVENUE ACT OF 1938

By retaining the normal tax on corporations, which the President recom-
mended be repealed, and subjecting dividend Income of Individuals to normal
taxes, the small individual taxpayers have had imposed upon them an Increased
exaction. Any additional tax, either on the corporation's income or on tile
stockholder's dividend income, resulting from the surtax law, imposes on them
a still further burden. This, to be sure, is true as to small stockholders of ill
classes of corporations, but it falls with especial force on the small stockholders
of railroad corporations, because of their general meager realization of any
dividend Income at all.

RAILROADS SHOULD liE EXEMPTED ON ROUNDS ANALOOOITS TO THOSE ON WHIOH DANKS
AND INSURANCE COMPANIES ARE EXhMl rIED

In the report of the House Committee on Ways and Means, Report No. 2475--
74 Congress, 2d Session, page 9, it is said:

':Banks und trust companies are not brought within the new plan, but pay
a flat rate of tax of 15 per cent on their net Income and domestic corporations
in receivership are treated in the san'9 W gA Tis seems to be a wise
public policy, since the surplus of Jlukh must bebufit ul for the protection of
the depositors and because ry*#6rships i the vast InnJoriti of cases cannot,
of course, pay dividends. _,O similar reasons there Is a I at tax of 15 per
cent on the net income o~pll Insurance companies whether donelsfl, or foreign."
Honorable Fred M. Vltn of Kentucky, a tnpmalar of the Comniltte on Ways
and Means, in discussing the bill on the floor of the House (Vol. 80, Pakt 6, page
6215 of the Congreskonal Record) td.: "

"Under section )#4, a rate of J p1r cent "f tie 4molnt of net income of
banks is Imposed - A bank is defined aq a bank or ,trust conilwny Incorporated
under the laws 4 the United States or of gAy 4tate or TerK~ory, a substantial
part of whose business is the recet .af ' 'deposits and tbe making of loans
and discounts. r

' Tie argull t has been used tha i call&, we imak, a flat rate for siwh
corporations, 'lat it Is an admlsstpltithat surplus, should be permitted to
be built tip wit out restrictions. Ilowever, banks an4 trust (qiapanies occlipy
a peculiar situation it olr economic struettiA They are nlider supervisqn
of either the Slire or F'edQral Gover4nenit. They are required by law and 0y
regulations to Uulintain cettaln reserves and because ofsuch restrictions t~oy
are unable to pty out dividends and' consequOntly they would be lnjure(, If
they were subJected to the lluximum rate,.

"Again if they,,were to pay out In dividends their, earnings and proflt$, it
might be only the next day thereafter the bank inspector, either Stuite or
Federal, would require them to strengthen their financial 5iructure In gssess-
ments upon the stockholders involved o .

"There Is another ,#ngle to It-the6.iploslts in most of the bankp of the
country are insured, aug it is thought necessary not only for the bweflt of tile
depositors and stockholdevs, hut for tile Government as well, that tile reserves
provided for by law and regulations be securely and strictly maintained."

One of the exempted classes donlestic corporationsJn bankruptcy or
receivership. This exemption will taI44 care of a largo 4proportionl of the rail-
road Industry at the present time. Hoiw0verj unloea etihmptlon is extended to all
railroad corporations, this surtax will tend to prevent miany railroad corpora-
tions now In bankruptcy or receivership emerging therefrom, a feature which
will be later somewhat elaborated.

It appears that the exemption of banks and insurance companies was granted
as a "wise public policy," In order that they might build up a surplus for tile
protection of depositors and policy holders. The same wise public policy
should dictate the exemption of railroad corporations, in order that they may
build lip a surpl's for the protection of their security holders. State laws
recognize railroad bonds, within appropriate restrictions, as lawful Investments
of trust funds and they are very large and Important class of investments
of saving banks and Insurance companies. We know of no estimate of tile
aggregate amount of railroad bonds held as investments in private trusts
created by wills and otherwise, but the amount is very large.

According to Poor's Manual, the Metropolitan Afe Insurance Company, at the
close of the year 1936 held 695 million dollars of railroad bnds, however
valued, and this holding was the largest of any class of investments of that
Insurance company except 783 million dollars of United States Government
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bonds and one billion dollars of real estate loans-the foregoing out of a total
of 4,026 million dollars of gross assets.

Obviously, there is a very Important public policy involved in promoting the
soundness of railroad bonds as investments, an objective which is of much
greater importance than the securing of such small increase in the Govern-
nent's revenue as may be obtained as the result of subjecting the railroads to
the surtax on undistributed profits. If the railroads call retain filly surplus over
fixed charges and dividends as Insurance of the payment of fixed charges for
future years only at a prohibitive tax cost, the investment standing of their
bonds will be impaired and, to ani extent which cannot be adequately measured.
destroyed. Only those railroads which have a sufficient margin of net income
to pay substantial dividelds will be able to show finy margin of earning (aite-
ily which the investor call consider as affording assurance of the cointinuedl
payment of fixed charges.

If It were possible for railroads with net income to avoid the surtax by
distributing as dividends their entire net hiconie il excess of fixed and other
charges, such action would immediately destroy thle investment standing of
their bonds. It would probably result in the elimination of their bonds frmn
the lists of legal Investments for trust funds under the laws of many of the
States. Should their obligations be removed froin the legal list, railroads
would be barred from an Important source of low cost money for refunding
maturing obligations and obtaining new capital. Inevitably, this would .lead
to Increases in fixed charges, which could be miet only by the public paying
IJereased rates for their transportation.

But it Is not possible, for reasons which will be advanced later, for railroads
to distribute their entire net income, and any income which cannot be dis-
trlltt(d because or tihe neei for ilant improvements and reserves necessary
to maintain a solvent status Is, under the act, "retalIned" and, therefore, sub-
,iected to the graduated surtax, ranging front 7 percent to 27 per cent, and this
Is superinposed ulpon their normal tax of 15 per cent, their caltal stock tax
and their excess profits tax.

Banks and insurance cotnmanles, which, its it matter of wise public polled,
are exempt from the surtax, have no such standing as ptllle servants is have
the railroads. This fact differentiates the railroads from ill other corporations
an|d puts them, so to speak, lit a class by themselves. President Roosevelt, In
his pro-election speech delivered on September 17, 1932, at Salt Lake City, said:

"The railroad, that was first a miracle, next a sinister threat, ias now be-
conie a part of our national economic life. We are now concerned about tleir
preservation. The problem of the railroads Is the problem of each and every
one of us. No single economic activity enters into te life of every Individual
as much its do these great carriers."

We cannot regard it as other than an oversight that tile investment standing
of railroad securities was Jeopardized in tile enactment of the 1936 tax law by
subjecting railroads to tlte surtax on undistributed profits.

TIlE NEED FOR DEBT RIEU(,TION

Section 14 of the Revenme Act of 1936 provides lit paragrailh (a) (1) for
tite ascertalnment of "adjusted net Income" by tite deductio from net income
of the normal tax ont corporations fid Interest oil certain obligations of tile
United States and Goveriinent corporations. No other adjustments are per-
mitted, so far as railroads are concerned. Paragraph (a) (2) provides that
the "undistributed net income" to be subjected to the surtax is tile adjusted
itet income, ininus tile dividends paid and minus the credits provided iii
Section 25 (c). This section defies as credits, in Its sub-paragraph (1), any
amounts of Income whieh cannot be distributed as dividends within the year
without violating a contract made prior to May 1, 1936, and in its sub-para-
graph (2), any amounts of income required by a contract made prior 'to
May 1, 1930, to be paid or set aside within the year for tite discharge of
a debt.

The relief afforded by Section 20 (c) is negligible, because such contracts
have not, in the past, been made to any considerable extent. As a matter
of fact, the few existing contracts requiring payments lit reduction of debt do
not, in all cases, afford relief from the surtax for the amount of such payments,
because of the harsh terms of tile Act and regulations applying it.
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Probably there Is no Industry about which there has been so much Comment
with respect to capital obligations and fixed charges as the railroad industry.
In the Salt Lake City speech of the President, heretofore referred to, Mr.
Roosevelt said:

"Concretely, I advocate:
"First-That the governmentt announce its intention to stand back of the

railroads for it Slecifled Iperiod; Its 1ell) ieing definitely conditioned upon
acceptance by the rallroads of such requirements as may in individual cases
be found necessary to readjust topl-eavy flinanclal structures through appro-
priate scaling down of fixed charges."

In the same sIleeeh, at another plie. it is said
"Tile railroad nit;sh Is the warp on which our economic web is largely

fashioned. It has made a continent into a nation. It has saved us from split-
ting, like Europe, into small, clashing nlts. It made possible the rise of the
West. It Is our service of supply. These are not matters of private concern;
they have no place in the excesses of speculation, nor call they be allowed
to become springboards of financial ambition. Such readjustments as must be
made should be so made that they will not have to be done again; and the
system aoist become, as It shoul he, secure, serviceable, national."

The Interstate Commerce Commission has adopted and is enforcing a firmi
policy of requiring sinking fund provisions in all new railroad bond issues
which It approves, which will, over the life of the lssue, retire a substantial
part of the debt. In its 47th Annual Report, dated December 31, 1933, the
Commission, mentioning the practice long Indulged by railroads to refund
maturing bond Indebtedness, referred to tie consequent gradual increase in the
aggregate of funded delit and eoncltled as follows:

"We are giving consideration to inethods of bringilng about a reversal of
tile present Ireud lit railway limnenig. We Ielieve that the desired results
call be obtained, in part at least, through the provision of slukitig funds to
bv set up by the railway collipmmlies out of inlt Income for the inrmose of retir-
ing a part of their funded debt before inatmirity. If such funds are not volu-
tarily established by the railway conipanics, their establishment tlay be re-
qItih-ed as 11 condition to our authorzatlon of further bonld Issues under tlte
provisions (if Section 20a of the Interstate Commerce Act."

In accordance with the policy thns declare(], its to the sounditess of which
11o opinion is expressed itn this memorandutt, tlte Commission has been and is
now repiultitng, as a regular practice, provision for sinking flnids il mortgages
and I rust Itldentures covering new issues of funded debt, other than eNqtipmueit
trust Issues which mature in yearly Installments. Lehigh A New England
Railroad Co. llowhdi, 207 1. (. C. 106. Ih(Weip; (f Lake Erie Railrall Co. Bonds,
207 I. (. C. 479. Louisville f Nashville Railway Co. Bonds, 212 I. C. C. 415.
Virginian Railwall Co. ,Sccuritic, 212 1. C. C. 433. Neto York Ocntral Railroad
Co. S'erities, 212 1. C. C. 495.

Il Its test annual report, dated November 1, 19:16, the Commission again
discussed this matter and, after referring to Its commtents oil this subject
in Its report for 1933, said:

"Il all cases where we have beett called upon to approve tie actual issue
of bonds we have insisted that the applicant make provision for tile retire-
meit of all or a part of the bonds before maturity fn1(1 have required that
sinking funds be provided unless good and sufficient reasons appeared for not
hoilig so."

Following the enactment in 1936 of this undistributed profits surtax, the
interstate Commerce Commission Iad several occasions to become acquainted
with tite new tax and to consler its application. It its annual report of
November 1, 1930, it saild, regarding this tax:

"lceontly our attention has been called to certain provisions of tile Revenue
Act 'of 1936, namely, those Imposing a surtax on undistributed profits, and to
tile effect that these provisions will have upon sinking funds ald additions and
betterments funds to be set up out of Income. For Illustration, It Ies been
represented to its that a siuking-fund payment of $.35,000 a year required iIl
connection with thie Issue of certain bonds of the Chicago Union Station Co.
authorized by our order of August 26, 1936, in Finance Docket No. 11302, will
necessitate tle payment of a tax of approximately 21 per cent on the amount
reserved, which would be avoided If the company distributed as a dividend
the amount required to be reserved; and that to provide a sinking fund of
$1,000,000 a year, as contemplated in tile plan of the Chicago & North Western

64885-88---2
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Railway Co. would, if there were no 'dividends received' credit or other allow-
able deductions, require a net income of approximately $1,478,470, of which
about $257,860 would be required for surtax, which would be avoided if the
hiking fund were not required and the net income remaining after the pay-
ment of normal taxes, in this case about $220,610, were distributed as a
dividend.

"'The Revenue Act exempts from the surtax amounts paid out or reserved
for retiring funded debt, or withheld from stockholders under written contracts
of a certain kind executed prior to May 1, 1936. The exemptions do not apply
in such cases if the contract was entered into subsequent to April 30, 1936.
This means that the amounts used or irrevocably set aside under contracts
entered into after the date last mentioned will be subject to the surtax
and that companies that do not so use their Income or set up such funds but
distribute all their net income will not le subject to the tax. This also means
that those companies which have weak financial structures and should use
their Income to improve their property, retire funded debt, and build up a liquid
surplus against a day of future trouble will, If they undertake to (1o so, be
subject to a penalty, whereas railroad companies with strong financial struc-
tures, and able to finance their requirements through the issue of stock,
may distribute all their net income and this escape the surtax.

"It Is our view that railroads with weak financial structures, and those just
emerging from receivership or reorganization proceedings under Section 77 of
the Bankruptcy Act, should lie encouraged to use their earnings, to the extent
authorized or approved by us, to build i) and improve their property, retire
their funded debt, and create corporate surpluses in amounts sufficient to meet
their emergency needs, support their borrowing powers, and afford insurance
against obsolescence. We suggest that the situation of the steam railroads
u, der the Revenue Act of 1936 should have the further consideration of the
Congress."

This statement by the Interstate Commerce Commission, having had fifty
years of experience in dealing with railroad problems and Informed by that
experience to a greater degree than any other agency of the Government, can-
not be strengthened by any language which we could employ. Certainly Con-
gress should give heed to the recommendation of so expertly informed a body,
eiijoying as it does the unlimited confidence of the country.

A special word may very well be said as to short time loans. What we
have said heretofore applies particularly to reduction of funded debt. At the
present time, the railroads have outstanding short term loans obtained from
the Reconstruction Finance Corporation and other Government agencies, in an
amount aggregating more than $350,000,000. Except to the extent that tile
terms of such loans entitle railroad borrowers to credits under Section 26 (c),
the ability of the railroads to repay the loans will be seriously impaired by
their subjection to this surtax. It is nothing short of absurd that a railroad
with indebtedness outstanding to Government agencies should be subjected
to surtax liability, ranging from 7 per cent to 27 per cent on the funds which
It withholds from dividend distribution and pays to its Government creditor.
Elaboration of this point would seem to be unnecessary.

ExrENDITURES FOR ADDITIONS AND BETTERMENTS

During the current depression period, the railroads have been obliged to
reduce to an absolute minimum expenditures for additions and bettermentk.
The Interstate Commero' Commission, In the Fifteen Por Cent Case, 1931, 178
I. C. C. 539, said, at page 583:

"The railroads, as cities expand and public highways multiply In number
and use, have been and are being called upon to invest great amounts of
capital in alterations of their properties which are often, from a strictly
railroad point of view, very largely nonproductive."

The operating revenues of Class One railroads in 1929 amounted to $6,279,-
000,000. In 1933, this figure fell to a low of $3,095,400,000. It recovered in 1935
only to the extent of $8,452,000,000. In 1930, the figure amounted to $4,052,-
784,000. Such shrinkage of revenues was necessarily reflected in the reduction
of expenditures for maintenance of way and structures and for maintenance
of equipment. The result Is perhaps most marked in respect of equipment.
At the end of 1929, the railroads owned 57,571 locomotives and at the end
of 1935, 40,594. At the end of 1929, they owned 2,277,000 freight cars and at
the close of 1935, 1,835,000. Heavy retirements of equipment have resulted in
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net decreases, it the depression years, of the aggregate of investment in road
and equipment. For example, in 1035, while the gross charges to property
investment amounted to $188,302,000, there was a net decrease of the aggregate
property investment accounts of $87,954,000 at the close of the year, as com-
pared with the close of the year 1934, aid the net reduction of investment In
,equipment for that year was $121,564,000. The figures Just given show (by
subtracting the $87,954,000 from the $121,564,000) that the Class One railroads
invested an aggregate of $33,010,000, net, in roadway and structures. The
.figure last given is interesting in that it may fairly be regarded as representing
substantially net additions and betterments which were conipulsory. The rail-
roads are at all times obliged, to a great extent, to make additions and bet-
terments. The compulsion is of two sorts, viz.: First, compulsion by public
authorities, as, for example, separation of grades, removal of tracks from city
-streets and building of new stations. The three railroads serving Los Angeles
-are now engaged in the construction of a new union passenger terminal In
that city, which will cost about $9,000,000, the construction of which was forced
on these railroads by public authority after protracted litigation. In another
instance, a single railroad was required by public authority to construct a
new station at Houston, Texas, at a cost of approximately $2,600,000. These
are by no means the only cases that might be cited. They are typical of
demands made upon the railroads by public authorities for improvements to
gratify civic pride.

Again, tile railroads are compelled by slicer necessity to make many replace-
ments which cannot safely be longer postpone(. While tile replacement may
involve a large cllarge to operating expenses, through tie process of writing
out the cost of the property replaced, the cost of the new structure charged to
property investment accounts, whether because of increased material aind labor
prices or because of a better structure, may exceed the cost of tile original
structure written out and thus result il a inet increase il property investment.

There are also the so-called "mailntenance betterments," which result i sub-
stantial charges to capital accounts. For example, when confronted by tile
necessity of relaying the rail in i section of track, the railroad may feel that
changed operating conditions require heavier rail, and in that case the cost of
the excess or additional weight of the new rail is charged to property investment
accounts and constitutes a net increase thereof.

From 1922 to 1930, inclusive, tIlt(- net income of all the Class One railroads
amounted to $5,873,000,000. During the same period the net additions and
betterments (after deducting tile net increase il tile depreciatiol reserves)
amounted to $4,537,000,000. The constant increase il tile property investment
accounts ill normal times is due to the fact that the aggregate railroad plant
of the country is necessarily constantly growing, in recent years not il new
mileage but im tile improvement of the plant.

During the period from 1922 to 1930, Inclusive, the increase in funded debt
was $1,071,000,000. There was therefore lln aggregate of $3,466,000,000 required
during the period for the net additions and betterments from other sources than
the sale of bonds. Part of this amount was raised by tile sale of stock, but a
large amount of the net income was used for the net increase in tile aggregate
property investment.

It is important fi this connection to bear il mind that the railroad industry
is now in an era of change, conspicuously in respect of equipment. New types
,of locomotives are required and are being developed. Light-weight, stream-
lined passenger trains and light-weight freight cars are il their infancy. The air
-conditioning of passenger cars is already recognized as a necessity. There is no
reason, therefore, to believe that future expenditures for property investment
will be less than those of the past; the contrary would seem to be the sounder
prediction.

Tie foregoing facts demonstrate the unfairness and the unwisdom of subject-
ing railroad net income to tie undistributed profits surtax. It is imperative for
the railroads to withhold from dividend distribution a substantial proportion of
their net income for investment in additions and betterments. The additions
and betterments cannot be avoided.

It should be pointed out that if the railroads are permitted to set aside a
reasonable amount of their earnings for improvements, tie sums so expended will

'be of tremendous advantage In the field of private industry. The money will
be spent for new materials, thereby adding to the employment of labor and to

-wholesome activity in tMe mines, In the factories, in the forests,, and everywhere
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where are produced the Innuinerable Items which are Included In the elassillea
tlon of materials nind suiplhles purchased by the railroads.

There would have eca a far less serious depression inild far less need for
extensive progranils of relief if the purchashig power Of the railroads could
have been maintained throughout the period of the depression. This is not an
extravagant statement when It Is remembered that the operating expenses of
the railroads iln 1829 amounted, in rouid figures, to $4,500,000,000, and that If
this figure had been maitained through tile deprvisslon years the railroads
would have poured Into the channels of trade amd commerce more than
$10,000,000,000 in excess of what they expended for operating expenses alone.

Congress has Indicated by its exemption of baiiks an insilran(.e companies
front tile operation-of the undistrihuted profits surtax the necessity of maintain-
lng, without unduly burdensome taxation, these very Important adJuncts to credit.
We submit that the same considerations apply lit the c.ase of the railroads, public
agencies essential to the welfare of the country, with their tremendous spending
power. The Administratlon Is on record as wisely interested In the welfare of
the railroads and In their restoration to a condition of n:'mal health. (er-
taily nothing can contribute inore effectively to the restoration of prosiwrity
than for the railroads to be allowed to expand theIr purchasing power, In the
way of additions and betterments to their property, so that they may meet more
adequately the needs of commerce anid particularly the needs which have come
about through recent developinits in the field of competition as a result of
the demand of the mublie for increased speed and for facilities which are
adapted to modern conditions.

Our appeal, therefore. Is for such a modification of tl(, tax law as will Iermlit
the railroads to go forward with ai expanding program, without having it
checked. if not entirely destroyed, by a tax upon all sums which are expeiided
for lil)rovemeits to the property.

In tills conflict ion we desire to refer to the Inporta ice of pernift ilg railroads
to retain any surpllus earlngilgs for a certain year to offset inevitable losses which
may occur in other years. Tle law sould deal with ietialities. A eoipamny
whlch ias hell operating lit a Iloss for a number Of years m11i Ilien lit one par-
ticular year earns a net inmile insufiilent to repair the losses should not be
regarded as having lilt uflstrilutcd iet income. There is no reason why the
astronomictlal imheiionieion which we call a year should have at controlling lit-
fluence n)pon financial management. It Is true, of course, that taxation is a
periodic affair; we must have tax periods. But there Is no nmigle in connciol)
with any particular period which would require Its being adln'red to for all
purposes of taxation.

For the Information of those who are examining tills question, we should like
to iippen(i, as Exhlblt A to tisl emoraiandm. it table deal ilg with Class One
railroads and showing for the years 1923 to 1935, inclusive, their fixed charges,
their net Income or deficit after fixed charges, their cash dividends, and their
gross expenditures for additlos and betterments. We call attention to flie fact
that for titis series of years .7,775,783.C?00 was sent for additions and better-
mients, which Is almost twice as much as wits exlpn(hed in ('ash divihels.

TilE I NAr)EQ TTA('Y OF PRESENT REMEI)IES

As we have previously stated in a somewhat different connection, under Sec-
tion 26 (c) (1), credits tre allowed equal to the excess of the adjusted net income
over the aggregate of the amounts which can be distributed within the taxable
year as dividends, without violating a provision of a written contract executed
by tile corporation prior to May 1, 1936, )rovided this provision expressly deals
with the payment of dividends. We have referred briefly to the fact that this
credit is far from being productive of beneficial results. On principle there would
sfen to be no reason wily the relief should be limited to contracts made prior to
May 1, 190. Time date was inserted, of course, in order to prevent corporations
from making contracts the sole purpose of which Is to avoid taxation.

However, in the case of the railroad Industry, it should be remembered that
every Issue of railroad securities made after May 1, 1036, or before that date, if
made subsequent to February 28, 1920, is necessarily made with the approval of
the Interstate Commerce Commission. The Commisslon has tite right, In au-
tborizing the issue of securities, to Impose terms and conditions. Therefore every
contract providing for a sinking find and every contract having any Iearing
upon the question we are considering must have the approval of the Interstate
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Commerce Commissioi. Sinking funds created prior to May 1. 1030, should not,
therefore, be in any different category from those created subsequent to that datV.

Since Congress has declared tile principle that certain sinking funds may- be
deducted, there is no reason why this principle should not be given universal
application iln any ease where the quantum of the sinking fund has been ap-
proved or has bei acquiesced in by the governmental body which Congress Itself
Ir1s endowed with Jurisdiction In such matters.

There should be eliminated the requirement that the contract itself should
provide that the sinking fund must be paid out of earnings of tile particular
taxable-year int which tile deduction is claimed. A railroad may have two loans.
both providing for sinking flnids, one which happens to contain tile exact pro-
vision required, and the other may happen not to contain such a provlcion.
There would seem to be no basis for different treatment of tie two sinking
funds.

It may be said, however, that railroads may secure the desired relief by
adopting the suggestion contained in Section 27 (e), which provides for credits
in case of a stock dividend or stock right, which Is a taxable dividend in the
lands of shareholders under Section 115 (f). We submit, however, tiat it is
not lit tile public interest that expenditures for additions and betterments should
all be capitalized. In view of the present policy of the Interstate Comnmcrce
Commission in favor of tile reduction of funded debt, It would not be likely to
sanction the adoption of a fiscal policy by tile railroads of issuilg additional
stock for the cost of additions and betternlents.
. In Stock of D lawarc, Lackawainna d Westcrn R. R. Co., 07 1. C. C. 426, tile
Commission's approval wits sougilt for tile capitallizatiol by i stock dividend of
the entire surplus of tile applicant, computed by it as $90,000,M). The Com-
mission al)proved a stock dividend for only one-laif of that amount. It said at
page 433:

"To render tile proposed Issuance 'Olillatibl witl tile pilic interest,' within
the meaning of the statute, we are convinced tilt it substantial surplus should
remain uncapitalized its a support for tile applicant's credit, providing for emner.
geney needs, offsettig obsolescence mid necessary investments in lon-revenlue
producing property, and servillg as a general financial balance wheel."

It must be remembered it railroads cannot issue securities lit any time
they see fit to do so. The.\ aust obtain permission from the Interstate Com-
merce Coinissloil. This requires tile slid, furthermore, places under tile con-
trol of the hiterstate Commerce Colmlission tile question of whether it is alto-
gether desirable to have capital structures created of tile type which must
result front the issuance of taxable stock in order that the railroads may rehinli
cash for improvement purposes.

There is another consideration. Tile continued Imposition of the tax may
result ill tie market being flooded with stocks of doubtful value. Tile rail.
roads may conceivably distribute stock in lieu of a cash dividend, but as time
goes 011, tile constant issue of securities ill order to protect the cash position of
tile railroads will bring about so large a stock Issle as to render them of
doubtful value, resulting Ill tile impairment of railroad credit. This will result
in topheavy cal)ital structures, unless, as is probable, tile tendency is checked
by the orders of regulating commissions, which cannot be expected always to
ratify tile issuance of stock for tile sole purpose of avoiding tax payments.
Eventually a cinotic condition will be created.

Ill tile decision in tile case entitled The Grelyhound Corporation-3sualce of
Preference Stock, rendered on l)ecenmber 28, 1930, tile Commission said:

"Apart from tile Revenue Act of 1930, it would be difficult to Justify the
issunice of preferred stock as a dividend, 1nd it does not appear that applicant
would seek such authority."

It must be reeinm ered that amounts distributed to tile common stockholders
il tile form of stock dividends are taxable il the hands of tile stockholders,
Just as If cash had been paid to tilem. It might well conic about that the
common stockholders would have to borrow money to pay the Income tax umn
preference shares, represented by cash retained in tile treasury of the issuing
company, which casl Is retained for the purpose of improving tile property.
Tile stockholder migit very well be called upon to sacrifice his dividends in
the interest of extending and improving tile property. However, to impose
upon him, in addition to the deprivation of a cash dividend, tile burden of
paying an Income tax upon preferred stock would represent a hardship which
the common stockholder, under ordinary cireunstances, would be slow to
approve.
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SPECIAL SITUATION OF RAnMOAD COMPANY m UNDERGOINO RFAOROANMZATION

Attention should be called to the situation which confronts 27 per cent of the
railroad mileage of the country, which Is now in the hands of the courts, either
in the form of receiverships or bankruptcies under Section 77 of the Bankruptcy
Act. It Is true that railroads and other corporations, while they are actually
in the hands of the bankruptcy courts, are, under Section 14 (d) of the Revenue
Act of 1936, exempt from the undistributed profits surtax. We are considering,
however, the situation of railroads which are struggling to emerge from bank-
ruptcy and to resume normal operations on a reorganizel basis. It was the
avowed purpose of Congress, in enacting Section 77, to facilitate the reorgani-
zation of railroads where It was found impossible for them to continue as
solvent concerns with their burden of fixed charges. The plans which have
been set up by trustees in bankruptcy and receivers of railroads for a reor-
ganized and rehabilitated capital structure will be, in many cases, defeated
if these railroads are subject to the undistributed profits surtax.

At the hearings which were had before the Senate Committee on Finance in
1930, the chief operating officer of the Chicago and North Western Railway, now
in bankruptcy under Section 77, pointed out very clearly how this tax would
operate to prevent the reorganization of his company and Its emergence from
the status of a bankrupt. It was there pointed out that the North Western
was endeavoring to create a sinking fund to secure payment of interest on the
bonds which it expected to issue under the new plan and to pay off obligations
amonnting to $42,000,000 due to the Reconstruction Finance Corporation. Tile
plan contemplated that when the railroad emerged from bankruptcy, the cash
reserve of the company should be built ill so as to make reasonably certain the
payvinent of interest on such first mortgage bonds ts the court and the Interstate
Commerce Commission might authorize. These reserves would, of course, be
taxable under tihe present law, so that it would be impossible to go forward
with this or any sinlar plan unless the law is modified to meet the needs of
this class of railroads. Mr. Sargent stated (p. 467, Senate hearings):

"If we are to cone out of bankruptcy proceedings under aly reorganization
plan that will enable us to reestablish our credit and meet those items of ex-
pwense chargeable to capital account for ordinary maintenance of the property
and undertake to stabilize employment and have a reasonable working cash
fund, we will be most seriously handicapped for a number of years to come if we
are compelled to pay 421/2 percent of our net by way of taxes. As I see It this
percentage will be a disastrous blow to those railroads that have not been able-
to weather the storm but could build themselves back into a sound and stable
position with the return of reasonably prosperous times.

"It occurs to me that the committee in charge of the bill )robably intended
the 15 percent provision to help companies in receivership, but It only helps
them so long as they stay in receivership. The minute they attempt to come
out or do come out under any plan of reorganization they are immediately met
with an almost impossible situation, siice they would be unable to pay dividends
until they have reestablished surplus cash reserves and working capital, and'
while trying to do so would have to pay 42 § percent of their net earnings in
taxes."

This statement by an officer of a road in bankruptcy Is typical of roads in
that class.

In the case of another railroad, to wit: the Chicago and Eastern Illinois,
which is now undergoing reorganization, a careful examination of tile rail-
road's financial structure indicates that as of January 1, 1937, the principal
amount of the company's fixed interest bearing debt was $42,940,353. This,
sum included $30,709,036 of general mortgage 5 per cent bonds, which were a
junior lien on the property.

In order to meet the requirements of subsection (b) of Section 77 of the
Bankruptcy Act that the plan must provide fixed charges In an amount that
will be covered by probable prospective earnings, it was necessary In the
light of the past earnings experience of the company, to replace the general
mortgage bonds with securities, the return upon which would be contingent
upon earnings. The debtor's amended plan of reorganization, which has the-
approval of the major parties In interest, provides for fixed charges, including
rent of leased roads, in the amount of approximately $660,000. The general
mortgage bonds are replaced with non-cumulative contingent income bonds,
on which the annual interest requirement Is approximately $708,000, non-
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cumulative contingent preferred stock, on which the annual dividend require-
ment Is approximately $768,000, and common stock.

In order to meet the requirements of subsection (d) of Section 77 that the
plan must be compatible with the public Interest, it was absolutely necessary,
li the judgment of tie major parties iln interest, to create reserves out of
earnings, for th6 purpose of financing future additions and betterments and,
providing for debt retirement. The reserve for additions and betterments is
an amount equal to 2 per cent of railway operating revenue and Is expected
to amount to from $300,000 to $400,000 annually, on an average. The reserve
for sinking fund is $150,000 annually. These reserves are appropriated only
to the extent earnings are available after fixed charges.

It was also necessary, in order to meet the requirements of Section 77, that
these reserves be appropriated out of earnings before payment of interest on
the income bonds. The surtax will, of course, penalize the company for set-
ting up the reserves for additions and betterments. The tax is imposed be-
cause that part of the earnings is set aside as a reserve, rather than being,
distributed In dividends.

Another curious fact is that until earnings are sufficient to pay dividends
on the preferred stock, the highest rate of tax specified in the statute applies,
The effect, therefore, of tile Act is to impose the highest rate of tax upon
railroad companies least able to bear it. If a railroad company has sufficient.
earnings to pay liberal dividends, the surtax on undistributed income dis-
appears, or at least grows less. However, during its struggling period, when
it Is endeavoring to get ip on its feet, when there is the greatest need for
reserves to meet its expanding requirements, the tax so penalizes it us to make
it Impossible for it to discharge its duty as a useful public servant. This
situation may be in accord with certain purposes sought to he accomplished.
by this special tax, but It makes it impossible for a railroad company to em-
bark upon an orderly rehabilitation policy.

In the case of the New York, New Haven and Hartford Railroad Company,.
the principal features of its proposed reorganization plan, in so far as they
are affected by this tax, are provisions that the Board of Directors ay expend
up to $1,000,000 iln eac'h year for capital improvements before the amount Is
determined on which the sinking fund requirements for the fixed interest bonds
are computed. Payment into the sinking fund of 10 per ent of tile balance
after such capital expenditures is required before payment of contingent
interest on the income bonds or dividends on stock.

It was necessary, of course, for those proposilg reorganization to estimate
the earnings available for fixed charges. They have, therefore, constructed a
so-called prospective year. In this prospective year, allowance has beei
made for the present undlstrihuted earnings tax, and it has been assumed that
$130,000 would have to be paid to the Government on account of maximlmn
capital expenditures of $1,000,000, to which lie have referred, and the sinking
fund payments. Tills sum, therefore, measures the estlinated effect of tile
present tax upon the reorganized corporation under the proposed plan. We
submit that it is not sound public policy, in the case of this bankrupt railroad,
to require It to pay this $130,000, in order that it may set aside $1,000,000
a year for capital Improvements. This Is a penalty which should not be borne
by a railroad honestly endeavoring to meet his public obligations.

In the case of the Rock Island, another railroad undergoing reorganization,
the maximum reserve for additlofis and betterments under its plan Is
$2,500,000. This amount is stated, however, only as a part of the fornmla for
ascertaining the amount available for Interest on the proposed income bonds.
The actual expenditures will undoubtedly be greater. All of these addition and
betterment expenditures would be taxable, except those which arc made directly
from the proceeds of borrowed money. Many of these expenditures are In
realityV operating expenses. They are taxable, however, under the peculiarities
which are found in the Interstate Commerce Commission's classification of
accounts. These expenditures must he made in order to keel) the property
abreast of developments in the railroad world, such as the purchase of stream-
lined trains, the laying of heavier rails, additional ballast, and the like.

This railroad, as others, must go forward; It cannot stand still. While this
observation is true of all railroads, it Is peculiarly applicable to railroads
emerging from bankruptcy. Many of them have fallen behind in their main-
tenance programs and the amounts of deferred maintenance must be made up.

In the Rock Island case, there is a provision for a sinking fund, which would
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be 10 percent of the balance of Income remaining after certain Interest pay--
meats have been made. No one can say, of course, Just how much this will
amount to, but If the law is not aniended, there will be a heavy tax on this
sinking fund, which will be a direct blow at conservative financial principles.
Furthermore, its effect will be to Impair seriously the credit of the new com-
pany, even before the plan becomes effective. Junior securltlies, tile value of
which depends upon future earnings, will be Injuriously affected In a very
special sense.

These observations, applicable to railroads now undergoing reorganization,
may be summarized by saying that the tax has a tendency to cripple serhisly
all such corporations as they emerge from bankruptcies or recelverships.
Usually they have barely enough capital to provide for immediate needs, with
no safe margin for such expansion as a new company should nornually expect
through future operations. They are barred, except at heavy cost, from using
future net Income li the upbuilding of the business until such a time as they
are on such a sound financial basis as to permit distribution of earnings In
dividends.

RESTRILrION UPON TlE OROWTIT OF CORPORATIONS

It has been said also that It is wise ptiblic polley to limit the growth of corpo-
rations through the mediun of a surtax upon undistrilbted profits. Jt is
thought that wise Iblic policy deniands the protection of small corporations
front the overwhelming power and authority of tite their larger cotilluetitors.
It was considered that great corporations may become greater an(d more power-
fuil through tile accumulation of huge surpluses built up out of profits.

Obviously banks ald insurance coitipaiies cannot (ontribute to tills threat
and, by the same token, neither can the railroads. A railroad cannot invade
the territory of Its competitor except ri1en t showing to tite Interstate Com-
merce Conmnission of convenilence and iecesstily. Its expantsiont is completely
controlled. Nothing can be done, as we have lieretofo'-e observed, with reserves
or surpluses, except to improve the plant and pay Its debts, both of which are
wholesome ends, clearly In the lblic Interest.

It is often argued that this tax operates as a brake upon overexpansion,
especially In the capital goods Industries, during periods of business acceleration.
It is said that as a result of tills acceleration the market becomes glutted and
that with the disappearance of shortages the durable goods Industries slacken,
men are laid off, general purchasing power is reduced, and a downward cycle
sets in. It has been said that if all earnings are distributed this expansion
would not be possible, with tile consequent evil effects which have been 1na-
tioned. It Is clear, however, that railroads do not fall in this category. They
cannot exI)alnd except with tlte consent of the Interstate Commnerce Commission.
No brake upon undue expansion Is necessary except tile supervisiing authority
of tile Commission.

CONCLUSION

In conclusion we may mention a situation or two which are illustrative of tile
hardship Imposed by this tax. Iln the ease of the Orcat Nothern am examia-
tion of Its financial structure and Its earnings record .,hows that If tills law had
bcen ili effect In recent years and if, as a result, the entire net income fiad been
paid out to stockholders in the form of dividends, the effect would have been to
make It necessary it tie' lean years for the railroad to borrow large stlims to
meet interest requirements and pay unavoidable amounts for additions and
betterments. In the year 1930 there wouldhl have been all Inerease of 31.4 per
cent Il tile interest reqilreilnents nimde necessary by the distribution of the
entire Income as dividends. Furthermore, the capital structure wotlid obviously
have been greatly distorted If tills law 1ad been In effect over a long period of
years. It Is sufficient for our purposes to point out that the long term debt of
tile company woul have been increased about $100,000,000 more than It stands
at present, with a consequent reduction itn surpls from $152,000.000 to $52,-
000,000. This Is In illustration of Junt what practical harm will follow from
continuing this tax over a period of years and nlaking it applicable to railroads.
Another illustration may be thus stated: As illustrative of tile inequities of
the surplus tax oi railroads, consider for a moment tile position with respect
to separate corporate entities organized to operate large terminals In the interest
of efficiency and better service. These terminals have outstanding mortgages
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securing bonds containing a tax-free covenant clause. The users of the terminal
agree to pay to it the costs of operation, all taxes and other charges, interest
on the ouLstanding obligations, and a nominal return on the stock, tll of the
latter of which is customarily owned by the users.

In a particular case of record, the termnhr.l was obliged to assume, by reason
of the tax-free covenant bonds, a charge of ",1400). Thiis sum was paid into
the terminal company's treasury by the users '%nd by It paid over to the Treas-
ury of the United States. Nevertheless, in the statement of income for tax
purposes, the terminal was not Iermlitted to deduct front its rental receipts this
assiinei tax. It, therefore, hald in theory, but not Iln fact, an iundlist rlblited net
income or some $14,0O0 upon which it was obligailed to pay a surtax of sonc
$2,000. Of course, it did not have the $2,000 and had to go back to the rail-
roads, Its owners, to get tihis stim.

We think we have demonstrated here that this tax is one from which the
railroads should be ixlieved. We are not nindertaking to suggest the exact forai
which this relief should take. We think railroads should he exenipted, Just as
are banks and insurance companies. If this is not J)raetlhable, we feel sure
that they should be allowed further additional liberal credits for amounts ex-
pended In debt reduction a nil i additions and lutternuents.

We call attention to what was said by tile Interstate Commerce commissionon it
the Greyhound case, decided l)ecember 28, 193(6:

"Apart fromn the Ilevenue Act of 1931, it would be difficult to Justify tile
Issuance of preferred stock is a divhdiid, and it does not appear that appli-
cant would seek stich authority. Its prior policy of financing additions and
betternents largely (lit of earnigs wotld, moreover, taking all lie circuni-
stances into (onsideration, be consistent with time views which we have hereto-
fore expressed, as in the above-quotld statement from Stock of Dclu'rare, Lacka-
tvatna if Vestern R. hU., 07 I. V. C. 426, in regard to the desirability of a sub-
slantial uncapit lized surplus 'providing for emergency needs, offsetting obsoles-
cen(c anld necessary lnvestnitiits i iioi reveiiii-pi-d(il(cig property, and serving
as a general financial halaneewheel.' However, the Itevenie Act makes it lin-
possible to conitinue this prior policy, except at a severe penalty, and was ap-
pmr-ntly designed to i1lpel tite (listrilbutio of a larger proportion of current
eanIngs to stockholders.
"The question, therefore, is the practical one of determining the course which

is 'comltible with the public interest' in these circumstances. The( choice Is
between a course which imposes a severe financial pentilly and one which car-
ries with it certain other disadvantages. After careful consideration, our con-
clusion is that these other disadvantages are of lesser consequence, in the public
Interest, and that the proposed issue of preference stock should be approved."

We think that the following quotation from Poor's Manual, 1930, page 110,
Is Justified :

"Equally embarrassing to rail finances, is the Revenue Act of 1936, Imposing
a 27 per cent tax upon undistributed earnings. For the stronger roads It will
penalize their refunding is sinking fund bonds probably must be used and the
tax must be paid on (lie sinking fund monies. As for the weaker roads, inany
of them stand In dire need of relabilitation. Were this to be accomplished
through the appropriation of surplus earnings, the latter would be severly
penalized. For example, the Chicago k- North Western estimates that to obtain
a $6,500,000 fund for betterments It nuist set aside $11,0(0,000 from earnings."

Respectfully submitted.
ASSOCIATION OF AMERIOANI RAILROADS,

By HENRY WOLF I3IKLfC,
SAMUrt H. CADY,
IIENRY W. CLARK,
W. T. JoYNMui,
F. M. RIVINUB,
WM. H. SWIOAar,
R. V. Fiwvrcuzs,

Special CommIttee.
JuLy 15, 1937.
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EXHIBIT A.-Railivays of class 1
(000 omlttedJ

Net In- Oross ax-
oo ri or penditutes

Year Fixed deficit Cash divi. for addi-
charges after dends tons and

fixed better-
charges ments

1923 .................................................... $87,838 $554,995 $290, 127 $1, 059,149
1924 .................................................... 884,559 558, 46 320, 429 874, 744
1925 .................................................... 588,387 700,831 342, 020 748,191
192 .................................................... 701,965 809, 054 399 243 85, 088
1927 .................................................... 700,284 872,900 411,581 771,552
1928 .................................................... 70, 052 780, 824 430,877 676, 85
1929 .................................................... 714, &38 898,807 490, 125 853, 721
1930 .................................................... 700, 84 623, 908 497,024 872,8 0
1931 .................................................... 896,463 134,762 330,150 381,912
1932 .................................................... 690,050 1 139,201 92,354 167,194
1933 .................................................... 691,169 8883 95, 725 103.947
1934 .................................................... 682,805 110, 887 133,418 212,712
1935 ... ......................................... CM,004 7,539 18 ,2S2 188,302

Total .................................. 9,013,858 5,484,132 3, 95,155 7,775, 783

I Deficit.

With one brief exception, that is the only subject that I have in
mind to mention. That tax has proven to be a very serious matter,
particularly in the effort which the railroads, that are now in bank-
ruptcy, have been making to emerge from bankruptcy. I think the
committee was favored with the views of Mr. Sargent of the North
Western at a previous session of Congress on that subject, aiid that
statement is available to the committee.

The CHAlMHAN. That was at the tino that first draft on undis-
tributed profits was drafted.

Mr. FLMUCR. That is right, Mr. Chairman. There is just 0110tiing I would like to say. The Houe has left out of this bill a pro-

vision that we found to be of some help and that was, in substance,
this, that if there was a contract entered into in good faith prior to
Miay 1, 1936, under which it was made impossible to distribute profits
in the form of dividends, tie aniounts which they were not permitted
to distribute in the form of dividends under these valid and bona fide
contracts should be taken as a credit in computing the amount which
would be the basis of the tax. That has been left out of this' lou.s
bill. I think if the committee is going to retain that provision deal-
ing with the tax o1 undistributed profits that section should be
restored to the bill, because its omission puts tie taxpayer in a posi-
tion where he cannot hel) himself.

The CIAIMAN. If there was a fiat corporation tax it would elim-
inate a good deal of your argument and objections to the penalty
tax?

Mr. FLETCHFR. On the penalty tax itself, which now amounts, as I
understand it, to substantially 4 percent, the position of the railroads
is that they are in a position where they are hurt by that tax much
more so than any other kind of industry, because they are burdened
with debt. It is the public policy, as announced by the PreSifient
of the United States, by the Interstate Commerce Commission, and by
the Congress, insofar as Congress has dealt with it that the rail-
roads, instead of distributing their rofits, when they make any
profits, in the form of dividends, should apply them to the retire-
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ment of their debt. These railroads are quasi-public institutions
performing a public service. Now a special tax upon distributed
income ma kes that virtually impossible. On the one hand you are

told you must spend all of your profit to retire your debt a?(1 on the
other hand you are told if you do do it you will be taxed by this
special tax.

The CHAIRMAN. Your organization favors a flat. corporation tax?
Mr. FLrmTCH . Rather than this special tax on undistributed in-

coie.
There is one more thig I want to say and then I have finished. I

call your attention to the fact that railroads in bankruptcy would
like to see an amendment to this law which would permit, in connec-
tion with the capital-stock tax, a declaration of the value of the cap..
ital stock mnore fiquently than is provided in the bill as it. passed
the House. You Senators un(lerstand l)erfectly all about this capital.
stock tax.

The CHAIRMAN. How frequently would you suggest?
Mr. FjXTCHIFR. I think it oUn i to ho provided that, any railroad

coming out of bankruptcy shou 1( be permitted to make a declaration
of the value of its capital stock when it starts on its new capital
basis.

The CHAITRMAx. And then make a new declaration every 3 years?
Mr. FL:TrcR:n. Then make a new declaration certainly as' often

us 3 years. May I file a little memorandum with the coinuittee bear.
ing on that thing? It will save me the trouble of taking up the
time talking about it.

The CHAIRMAN. Yes.
(The memorandum referred to is as follows:)

MEMORANDUM COVErINo POIN)rOSED AMENDMENTS OP SECTION 105 OF TI119 RKVENU
AcT OF 1935

In order that corporations reorganized under the i)rovisions of tie net of
July 1, 1898, entitled "An act to establish a uniform systeW of bankruptcy
throughout the United States," as amnded, shall be given the right to make a
unew declaration of value on their capital stock for Federal tax )urposes, the
following amendments of section 105 of the Revenue Act of 1935 are proposed.

(a) Subsection (f) of section 105 of the Revenue Act of 1935, as amended,
shall be amended by striking out "which declaration of value cannot be
amended," and inserting in licu thereof "which declaration of value cannot be
amended except as i)rovildel In subsection (J) hereof," and

(b) There shall be added to section 105 of the Revenue Act of 1935, Ns
amended, a new subsection as follows:

"(I) Notwithstanding the provisions of subsection (), any corporation
adjudged bankrupt or entitled to relief under the act of July 1, 1898; entitled
-An act to establish a uniform system of bankruptcy throughout the United
States,' as amended, shall, upon the termination of the proceedings and entry
of final decree, have the right to declare the value of its capital stock, which
said declared value, as reflected in its first return thereafter filed, constitutes
the original declared value of such corporation. For any subsequent year
ending June 80, the adjusted declared value of such corporation shall be such
-original declared value adjusted as provided in subsection (f).'"

Mr. FLIV'IIER. Pardon me, Mr. Chairman. May I put into the
record what the Interstate Conmmerce Commission has said about this
undistributed-income tax as applied to railroads?

The CHAIRMAN. Well, if you have it there, we will have it inserted
in your remarks.

Mr. FL, mrnm. This is the report of the Interstate Commerce Coin-
mission, the Fiftieth Annual Report. This report is to the Seventy-
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fourth Congress. In discussing sinking funds and other reserve
funds, they had this to say:

Recently our attention has been called to certain provisions of the Revenue
Act of 1930, namely, those imposing a surtax oil undistributed profits, and to
the effect that these provisions will have upon sinking funds and additions-
and-betterinents funds to be set up out of income. For illustration, it has been
represented to us that a sinking-fund payment of $35,000 a year required in
connection with the Issue of certain bonds of the Chicago Union Station Co.
authorized by our order of August 26, 10:36, in Finance Docket No. 11302, will
necessitate tile payment of a tax of approximately 21 percent on the amount
reserved, which would be avoided If the company distributed as a dividend tile
amount. required to be reserved; and that to provide a sinking fund of
$1,000,000 a year, ias contemplated In tile plan of tile Chicago & North Western
Railway Co. would, if there were no "dividends received" credit or other allow-
tible deductions, require a net income of approximately $1,478,470, of which
about $257,860 would Ie required for surtax, which wouhl be avoided if tie
sinking fuind were not required and the net income renmining after paynlent
of normal taxes, in this case about $220,610, were distributed as a dividend.

The Revenue Act exempts frol the slirtlax anlolnts paid out or reserved for
retiring funded debt, or withheld from stockhohlers, under written contyacs
of a certain kind executed prior to May 1, 1936. The exemptions do not apply
it such cases if the contract was entered into subsequent to April 30, 1930.

This means that tIle amounts used or irrevocably set aside under contracts
entered into after tile (late last mentioned will be subject to the surtax and
tblat companies that do not so ise their income or set up such funds but
distribute all their net income will not be subject to the tax. This also means
that'those companies which have weak financial structures and shoul use their
Income to improve their property, retire funded debt, and build ulp i liquid
surplus against a day of future trouble will, if tiley uindertake to do so, be
subject to a penalty, whereas railroad comlnifles with strong financial struc-
tures, and able to hince their requirements through time Issue of stock, may
distribute all their iln e and thus escape tile surtax.

It is our view that railroads with weak financial structures, and those Just
emerging from receivership or reorganization proceedings under section 77 of
the Bankruptcy Act, shohld ie encouraged to use their earnings, to tile extent
authorized or approved by us, to build up and improve their property, retire
their funded debts, and create corporate surpluses il amounts sufficient to
meet their emergency needs, support their borrowing powers, and afford in-
surance against obsolescence. We suggest that the situation of tle steam
railroads under the Revenue Act of 1930 should have tile further consideration
of tile Congress.

The CHAIRMAN. Thank you, very much.
Mr. Henry H. Heimann, representing the National Association of

Credit Men.

STATEMENT OF HENRY H. HEIMANN, NEW YORK CITY, REP-
RESENTING THE NATIONAL ASSOCIATION OF CREDIT MEN

The CHAIIMAN. Have you a brief to file?
Mr. H11EIANN. Yes, Mr. Chairman, I would like very much to file

it, if I may, and then I will use part; of it, as a memorandum and
skim over it rather hurriedly.

First of all I may say I represent 4n organization that has approxi-
mately 20,000 individual members. Most of these concerns are the
smaller business concerns, but we have a rather large representa-
tion of the larger size organizations.

Next let me say that we have no particular interest in the bill other
than the general interest of credit. That is, we are representing no
particular industry. Our interest is in a tax bill that will be for the
general welfare.
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First let ine say this, to give you some idea of the size of our or-
ganization. Our gross turn-over, on a nonprofit basis, is about
$40,000,000 a year.

I want to begin by saying that we feel very much encouraged by
tile action of tie House. We feel that the bill represents a distinct
improvement, and we are very grateful for that.

We were quite concerned over the so-called penalty tax, but now
that that has been eliminated I will not discuss that any further.

The CIAI IMAN. Do you approve of the action of the House.
Alr. HIAIANN. I certainly (, in every respect.
Senator TOWNsEND. Do you approve of the bill is written by the

House?
Mr. HEIMANN. I approve the House action with respect to the )0*n-

alty tax, but I (10 not approve it with respect, to the retention of the
undistributed-profits tax. We thiink that the present undistributed-
profits tax will not constitute the menace, the penalty thlt. it has in
the past, but nevertheless we still believe the p)rinciple of the tax
is dangerous, and there is no assurance at any time that the law may
not be changed with respect to rates so that the same danger that was
inherent in the 1936 bill will again become included in the bill.

h'le CHAIR.IAN. You think that is an improvement over the pres-
ent law ?

Mr. LIJHMANN. We think it is an improvement, but we prefer that
the revenue that is lost out of the repeal of the unldistributed-profits
tax, which we advocate, be secured through direct taxes.

The CHAIRMAN. Are you suggesting in your brief any particular
flat rate?

Mr. HEIMANN. No; we think that the flat rate is a matter for
your determination, having in mind the revenue that will be lost
from the outright repeal of the tax.

'he CHAIRMAN. Your organization favors a flat rate?
Mr. HIEIMANN. We favor a flat rate. We also favor the flat rate

expressly on the capital-gains tax. We believe that is advisable
from the stan(]point of providing more revenue an(, from the stand-
point of actually promoting trade and commerce. We believe that
tle capital-gains-tax rates are such as to restrict commerce and trade.

Senator TOWNSEND. 1HaVe you in mind the rate that you would
suggest?

Mr. HEIMANN. I would suggest a maximuni rate of approximately
15 percent. I am quite convinced that that type of rate would bring
in more revenue for the Gover'nment. I do not contend it would
bring in as large a proportion of the Government. revenue as did the
old act., for the simple reason that the capital-gains tax may have
capital gains to work upon,. because we are not in so prosperous a
period of time. I am convinced that a 15-percent flat rate would
yield much more revenue, than the proposed capital-gains provision.

The CHAmnMTAN. IS it the view of your organization that it would
free some of their frozen credit?

Mr. HEmvrAN. That is exactly the view of the organization.
Senator HERRINO. Fifteen percent for the firstyear?
-Mr. HEIMANN. We believe in maintaining the hat rate throughout

tie years, 15 percent,
The CHAIRMAN. Would you start that at 1 year, 2 years, or what?
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Mr. HziMANN. We would start that at the end of the first year.
The CHAIRMAN. You think that ordinary investment during the

first year ought to be paid from the incomes?
Mr. HEiMANN. That is right, and then on the second year the 15-

percent rate.
The third thing I want to call your attention to particularly, and

one which refers to a matter in which we are highly interested, is
that which refers to section 13, 1 think it is, which (leals with taxes
on corporations in bankruptcy or receivership. There is an inequity
in that situation that I particularly want to call your attention to.
We have many concerns that are in an insolvent condition, but by
reason of the creditors' cooperation they are maintained in business
it being our policy at all times to preserve a business organization
where we possibly, can. Those organizations that are maintained
through the cooperation of creditors are, nevertheless, penalized by
the undistributed -profits tax.

Let me illustrate: Suppose you have a concern that has liabilities
of $100,000 distributed among 10 creditors, and the total assets are
$70,000; it 'is insolvent. Now, if it goes into bankruptcy, or
receivership it, is free of the undistributed-profits tax, but if
those 10 creditors would get together and through a cooperative ar-
rangement agree to maintain that organization and free it of its
indebtedness and] hell) carry it through the struggling period of
that corporatioii, nevertheless, on account of any earnings that might
arise during that period of time it would be subject to the tax. We
think that is wrong in principle and we think the law should be
so amended as to make possible the continuation in business of that
type of organization, where the creditors are willing to underwrite
the load. That refers to section 13.

With respect again to the undistributed-profits tax, we hold no
brief for the tax evader. We believe that the tax evader should
suffer a penalty and should be made to pay the tax, and we believe
there are men here ingenious enough to write the type of section 102
which would catch the tax evader.

The CHAIRIMAN. Have you any suggestion?
Mr. HEIMANN. Merely that it be placed in the hands of those most

skilled to draw that type of legislation.
The CHAIRMAN. We have been with the experts for quite a while

and have not been able to agree on anything. I thought probably
you ,would like to make a suggesLion.

Mr. HEIMANN. It is hardly within my province, Mr. Chairman.
The CHAIRMAN. It is a very diffiouIc proposition.
Mr. HErMANN. Yes; it is. There is one other fact that I want to

call to your attention, which explains the reason why we are so in-
terested in this tax. That is the fact that the average credit execu-
tive, and the concern lie represents, are always faced with a double
taxation barrel. Not only ci(es the corporation pay its own tax, but
every time it has an account that goes into liquidation it finds a tax
against that account constituting a preference, with the result that
its assets in that liquidated account are eaten up by taxation meas-
ures. Therefore, we are very much interested in having a tax bill
which will be most eqiutable and for the good of the general welfare.

You might be interested in knowing that in recent years, while it
may not bear particularly on the tax bill, many credit representatives
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have been concerned about the expenditures of the Government.
There has been put in process a considerable study with respect
to the possible limitation of congressional expenditures by constitu-
tional amendment, somewhat as the expenditures are limited in school
districts upon a certain basis of assessed valuations. To illustrate,
the basis is that one might determine the income of the Nation through
forcing everyone to file a return. Whatever that income might be,
there might be a ratable maximum limit which could be appropriated
by the Congress, having that maximum limitation aTived at through
a constitutional limitation, and providing a reasonable surplus to
meet emergency periods.

It has been suggested, for instance, that if the national income was
about $75,000,000,000 and you have an 8-percent limit, you have a
$,000)(O0000 ap )ropriation. In normal times you might reserve
from that, we will say, 10 percent, which is $600,000,000, until you
have accumulated approximately six or seven billions of dollars, and
that accumulation would be useable for emergency purposes. I am
merely giving that to you as a suggestion to indicate the type of
thought that is in the mind of the credit executive, who is very
anxious to see not only that the tax bill provide sufficient revenue, but
that there be some method or program toward the amortization of
the debt that is now outstailding.

Finally, let me say with respect to the bill that credit executives
feel that the individual surtaxes are not as l)roductive as they might
be, und that they restrict and somewhat hamper trade. They want
the base of the l)resent tax program broadened, broadened to a con-
siderable extent.

A great many people think that we should have a law requiring
every man with an income of over $500 to file a tax return, not neces-
sarily pay a tax, but possibly pay a filing fee of 50 cents. They think
that the tax should be broadened so as to bring tax-consciousness to
every citizen.

The CHAIRMAN. Are you in favor of the publicity provision re-
quiring officers or employees that get over $15,000 salary to have it
published?

Mr. HmMANN. I personally am not. That is a matter that was not
put up to the membership of my association. I would be very much
opposed to it but I am not expressing that opposition in behalf of the
membership.

The CITATRMAN. Thank you very much.
Mr. HEIMANN. I would like to submit my brief here.
The CITAIRMAN. Very well.
(The brief referred to is as follows:)

BRimy oF HESNRY H-. HEIMANN, EXIICUTrVE MANAOEP, NATIONAL ASSOCIATION OF
CRIEIT BIEN

I appear in behalf of the membership of the National Association of Credit
Men, a nonprofit organization comprising approximately 20,000 manufacturing
and wholesaling concerns located in every State of the Union, Hawaii, and the
Philippines.

The national association has been in existence for 42 years. A substantial
part of its membershipis composed of smaller business units, though the coverage
is rather complete and is, therefore,, representative of both big and small busi-
ness. Its member representative in each of the concerns Is the credit executive,
treasurer, or financial executive of the company.
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The Interest of our members In taxation legislation Is a broad Interest. Credit
Is the common denominator of all business. Our recoiniendations, In their
entirety, are based upon our desire to help develop a sound taxation policy for
business in the interests of the general welfare. We represent no specific
industry and have no particular "iron In the fire." Our sole objective is to
maintain sound credit conditions which admittedly atre essential factors In the
promotion of the Nation's business activity and the restoration and ilainienance
of Its general prosperity.

Taxation problems hear heavily upon the credit executive of a company.
Injudicious taxation legislation, Inequitable and excessive taxation rates, In
many instances, Impair the credit acceptability of a customer. Uncertainty or
ambiguities lit tax legislation make more difficult of appraisal the credit of a
concern.

The credit executives of the Nation at the outset wish to compliment the House
oit the very constructive amendments to the in(listrlbute(-)roltts-tax section of
the proposed law. We atre also deeply grateful for tile elimination of tile so-
called "third basket" tax which caused considerable alarm atoig our people,
amnl which we felt would have been even more harmful lit Its effect than tite
und istributid-profits-tax law of 1930.

Since apparently the "third basket" tax has been definitely eliinated it is
not our desire to take up the committee's time with testinony bearing on time
adverse effects to business of this type of legislation.

Since the undistributed-profits tax has been reduced, it cannot farirly be sail
that the penalty for retention of earnings, event though it nmximnum it amounts
to a 25-percent penalty, constitutes the menace that It (lid lit the 1936 law.

But tite uneconomic principle of taxing thrift, of penalizing those who would
save for a rainy day, of injecting a taxation principle that diverts us from the
objective of stabilizatioi of employment iand earnings, remains a menace. Sutch
a principle, in our opinion, violates the tested rules of sound ecoinoinics.

We recognize that the uses to which some corporations put their surpluses In the
twenties were, tit least, questionable. However, we (1o not believe that such
abuses as did exist In sonte cases justify general penalties which discourage
tle accumulation of needed surpluses. Without the surpluses which business
was able to build tip during years of property, the collapse of our economic
structure would have been far more serious than that which we have ex-
perienced during the past few years, and our unemployment problem would have
been greatly Increased.

As long as the possibility of future recessions in business exist, care should
be exercised that our taxation measures do not discourage the accumulation of
surpluses which are needed for the general well-being lit time of slackness In
business income.

Day by day, evidence comes to hand of distribution of earnings under the
present law of such large proportion that the company, seeking to escape the
hardships of the undistributed.profits tax, has made Its credit less acceptable.
In some Instances, tle very Injudicious practice of paying dividends with notes,
thus adding to future liabilities, has been resorted to. While primarily it is
true that a directorate which resorts to these practices must answer for its
actions, the fact nevertheless remains that such action would never have been
taken had it not been for the undistributed-profits tax.

The wide distribution of earnings by way of dividends In 1937 in Itself Indi-
eates the abnormal situation and, In our opinion, prolongs tile present recession
Inasmuch as It prevents an even flow of dividend distribution. Funds that
would have normally gone Into surplus for divideihd-stabilizatioll purposes have
been 'distributed and present business will make available a greatly reduced
sum for distribution by way of dividends during the current year.

The higher distribution of dividends In 1937 simply meant an increase of
purchasing power In that year at the expense of the current year. Thus the
undistributed-profits tax could not help but have a tendency to accent recovery
artificially and emphasize a period of recession. Under the undistributed-
profits-tax law we have promoted "feast or famine" conditions.

Since this tax, In our opinion. is wrong ili principle we urgently request the
consideration of Its entire repeal, having in mind that as long as the principle
remains it part of our taxation program there is no assurance that rates may
not again be established which would prove as uneconomic as those found In
the present law.

Our members recognize that the repeal of this net Involves an Increase, lit
other taxes. Tite loss In revenue from such repeal could be recaptured partially,
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at least, through an Increase in the normal corporate tax. They, In keeping
with other citizens, feel the tax bill Is inordinately high. But since the ex-
penditures have been made, they are willing to meet tile taxation program
Congress may legislate. They respectfully urge, however, that the bill be
simplified and that the principle of the undistributed-profits tax be eliminated
through outright repeal.

With respect to the proposed tax law, however, there are several items which
credit executives feel need more equitable treatment. They feel some Improve-
ment could be made In providing certain considerations for these corporations
that have an accumulated indebtedness. They believe the present system of
limiting deductions for capital losses establishes, in effect, a gross income tax,
rather than a net Income tax.

One Inequity in the present law they would particularly like to call to your
attention. It is found in section 13 which deals with corporations in bank-
ruptcy or receivership. In effect, it provides for corporations in bankruptcy
or insolvency, or those In receivership, an exemption from the proposed
undistributed-profits tax.

If the undistributed-profits-tax provision is not repealed outright, it would
seem to be in order that this same exemption should apply to these concerns
that are, in effect, in an Insolvent condition but which, through friendly
cooperation of creditors, have been saved from bankruptcy or Insolvency
through out-of-court agreements.

Credit executives generally use every means at their command to keep a
distressed business alive if through their helpfulness they foresee any possi-
bility of that business reestablishing itself on a sound basis. The present law,
in effect, grants imnnity from the surtax to corporations which have taken
the legal step of going into bankruptcy or receivership. But it penalizes cooper-
ation of creditors, endeavoring to work their way out of difficulties and continue
in business.

Let ine give all Illustration to make my point clear. A manufacturing con-
cern owes 10 creditors $10,000 each. It has a total liability of $100,000. It
possesses assets of but $70,000. It Is Insolvent.

If this concern goes into bankruptcy or receivership, and In the course of tile
liquidation or receivership operations earnings are realized, such earnings
under the present law are exempt from the undistributed-prollis tax.

Now, assume the same concern faced the same situation. Assmne that the
10 creditors met with the management of that concern and agreed not to press
their claims but, as is often the case, agreed to freeze their obligations and aid
in the conduct of the business until the concern could reestablish itself. In
this latter case, If any earnings arose out of the operations the concern would
be subject to tile undistributed-profits tax. Under these conditions creditors
frequently feel the first loss is the least loss and make no effort to salvage the
concern and keel) its doors open.

This premium which the present law puts on liquidation or going out of
business is wrong in principle. It contributes to further unemployment.

Admittedly, one of tihe difficulties of carrying the exemption over to these
concerns that are trying to reestablish themselves through out-of-court liqui-
dations is the difficulty of administration. However, the collector of Internal
revenue could be vested with discretionary powers to rule on each case. Ills
office in turn could draft a paragraph protecting the Government from the tax
evader who might seek to use' this nmans to evade taxes, the collector of
Internal revenue requiring that such paragraph be made part of every creditor's
agreement as a condition precedent to exemption. The exemption would hold
until the return to solvency.

The penalties in the present undistributed-profits tax are insufficient to check
the willful tax evader. The credit executives hold no brief for him and they
recognize the unfairness, both to stockholders and the Government, of unneces-
sarily accumulating earnings within a corporate structure for individual tax-
evasion purposes. They suggest that the tax evader be dealt with under section
102 and that all corporations improperly accumulating surpluses be called to
account under that section. They feel section 102 could be strengthened-and
see no reason why it should not be-to deal with the so-called tax slacker.

The credit executives, having in mind the need of additional revenue, further
suggest tihe adoption of a flat rate to replace the present capital-gains and losses
tax. It Is their firm conviction that, with respect to this section of the pro-
posed tax law, the adoption of a flat tax rate would not only yield more revenue
than the present law-which has put Into effect the inevitable law of diminishing

54885-38-3
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returns-but that a flat rate would do much to stimulate trade and commerce
and, consequently, rdemployment.

They suggest a flat rate not in excess of 15 percent. Previous experience
with the capital-gains tax Indicates that a flat rate, If reasonable, is actually
a stimulus to capital gains, thus permitting a greater capital-gains tax harvest
by the Government. The credit executives feel that tile yield from a capital-
gains tax, If a flat tax of 15 percent were liut into effect, would exceed receipts
under the proposed law.

Aside from the added revenue there would be some comfort to the average
taxpayer using a simple tax form as against tile terrifying cross-word luzzle
he must now solve In reporting his capital gains and losses.

We are convinced that the present high surtax rates in the upper brackets
are Ineffective because they restrict trade too severely. We believe a reduction
of these rates would be stimulating to trade and would insure greater tax
receipts. We also favor broadening the income-taxation base so tlt every
citizen will be require(] to do hIs part.

The credit executives of tile country believe they represent business as a
whole accurately, when they say business is willing to absorb a heavy tax If
the end Justillies the means. They would like to see present Government
expenditures reduced, however.

The committee may be interested in the fact that many credit executives of
the Nation feel that if present expenditures continue to increase year by year,
it may eventually be necessary to attempt to limit expenditures through consti-
tutional amendment, if such a procedure is possible. Such limitation, they feel,
might well be based upon the total national income of previous years, expressed
it percentage, Just as school-district taxation, iii many instances, is now limited
to a certain percentage of assessed valuation.

To Illustrate what is in the mifids of many credit executives, let us assume
tile existene(- of a constitutional amendment limiting annual Federal taxation of
all kinds to 8 percent of our annual national income.

Under this plan there would first be a requirement that every Individual
and(1 organization, whether subject to tax or not, file a report of income. This
would then establish the total Income of tile Nation.

Assume. tis to be $75,000,000,O00. If the constitutional mnximumi tax limi-
tation of 8 percent prevailed, appropriations in the following fiscal year could
not exceed $6,000,000,000.

Of this six billions of taxes collected, 10 percent, or $600,000,000, would be
set aside as an emergency reserve. A limit to such reserve would be estab-
lished at $0,000,000,000. Such reserve would be subject to disposition by
Congress.

If, in years of severe depression, our national income dropped to a figure
under which the maximum appropriations under tie 8-percent clause would
prove inadequate for necessary expenditures, Congress would have power to
declare an emergency and draw necessary additional appropriations beyond
tle 8-percent maximum from the reserve.

In closing, may I repeat that credit executives are very much encouraged
by tihe evident desire of both the Hlouse of ItepresentatIves and the Senate
to make more equitable the present tax laws. They sincerely believe all out-
right repeal of the undistributed-profits tax and the adoption of a flat rate for
capital gains would be a most potent Influence for the immediate restoration
of confidence and the resumption of recovery.

Not only Is the credit department of each organization faced with the tax
problem of its own organization, but in more recent years it has, in fact, had
to face a pyramided tax cost. Bad-debt losses have returned a steadily dimin-
Ishing amount through bankruptcy, receivership, or friendly liquidations bc-
cause the assets of the concern involved have largely Ieen absorbed by the
preferential-tax levies and tax obligations of the Federal ani State Goveun-
ments and political subdivisions. The firm, therefore, not only pays Its own
tax but, indirectly, helps liquidate the tax bill of its distressed debtor.

I have discussed the position of the credit executive and his problem in such
detail so that the members of the committee may know the reason for the
credit executive's interest In an equitable and constructive tax bill.

The CHAIM~AN. Mr. C. C. Clayton, from Cleveland, Ohio, repre-
senting the Wellian Engineering Co.
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STATEMENT OF 0. 0. CLAYTON, CLEVELAND, OHIO, REPRESENTING
THE WELLMAN ENGINEERING CO.

Mr. CjAYTrON. Mr. Chairman and gentlemen, the Wellman EngI-
neering Co. is all Ohio corporation of just under $3,000,000 net worthi.

Our business consists of designing and building heavy equipment
for the steel industry, dock equipment for railroads, and special heavy
equipment for the Government and other interests. During the World
War our plants were almost entirely placed at the disposal of the
Government for the manufacture of the heavier war equipment. At
this time several new buildings were erected and equipment purchased
and installed at one of our plants by the Navy Department, later to
be purchased by us from the Government, and we are still carrying
the burden of trying to pay for them, even though we were compelle-
to abandon the 1;iant over 11 years ago due to the forced overexpansion
of war purp'loses.

'We have learned, during the more than 35 years of our existence,
that in good tines we must conserve our resources in order to live
during the inevitable tines of expressionn. As evidence of following
this rule we have paid no common dividen(ls since 1920 and on our
cumulative preferred cal)ital stock, of which there is outstanding
$1,142,400, there are unl)aid accumulated dividends aggregating
$87.50 per share or $999,600 at January 1 of this year.

F ollowiig are figures which will siow you how we prepared our-
selves for the long depression of the 1930As, and after 60 consecutive
months of losses we were able to come back and make new strides
forward in modern and commendable engineering achievements.

After a loss from operations in 1928 we started on January 1, 1929,
with a surplus of $33,281.67. During 1929 our operations resulted in
a net profit of $328,692.63. The total income tax on this very satis-
factory result was only $3,985.80 due to the fact that we were able
to apply the previous year's loss of over $300,000 as a deduction in
accordance with the provisions of the Federal income-tax laws of that
year. In 1930 our net earnings after paying income taxes of $56-
089.31 amounted to $368,779.67. In 1931, although operating at a
loss for several months, we showed a small net gain for the year and
at the end of the year, December 31, 1931, our house was in order and
we vere prepare(l to face any reasonable depression safely. This
was due in a great measure to the fact that Federal income taxes were
reasonable, that we were able to use our previous year's loss as a deduc-
tion, and, in short, retain the major portion of our profits for produc-
tive use in the business.

After paying current dividends on our preferred stock from July
1, 1929, flirough 1931, we had increased our surplus of $33,281.67 o,
January 1, 1929, to $606,557.61 at December 31, 1931. During this
period the peak of our financial strength came on June 30 1931, when
our balance sheet showed cash on hand and on deposit oi $194,705.13
and an investment iii Government bonds of $475,882.09, a total of
$670,087.22 of cash and bonds, with no obligations for money
borrowed.

Then came the year of 1932 with a loss of $210,344.32; 1933 with a
loss of $207,585.67; 1934 with a loss of $157,469.97; 1935 with a loss of
$95,981.34; or a total loss for the 4 years of $671,381.30. At the end
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of 1935 what was once a substantial surplus was now reduced to a
deficit of $63.226.35. Our balance sheet at December 31, 1935, showed
cash of $10,272.82 and no investment in Government bonds, but a
past due mortgage on our plant for money borrowed in the amount
of $220,000 as well as other past due obligations.

Our losses continued for a few months into 1936, but a turn for
the better in business conditions enabled us to finish the year with
better than an even break-a net profit of $4,434.76.

In 1937 our business continued to improve and the results for the
year were very satisfactory. Again we started to prepare ourselves
for safety in tie future. No dividends were declared or paid during
the year, as the management thought that our stockholders' interests
would be better protected if once again we started to accumulate some
working capital instead of paying them a small return on their
investment.

At the beginning of the year our bank mortgage was in the dan-
gerous position of being past due. During the year a total of
•$12,000, plus interest, was.paid on this obligation and it has now
been revamped and placed in a current condition. A year ago there
was past due on our Government notes for wartime buildings and
equipment, an amount of $130,500; during 1937 a new agreement was
made removing this past-due feature.

A year ago our county and State real and personal taxes were
delinquent in an amount'of over $80,000; during 1937 the necessary
payments were made to place this obligation on a long-term deferred
basis under provisions of the Ohio State Whittemore Act. Naturally,
we are justly proud of our accomplishments in a financial way in our
first really 'profitable year since 1930.

However, today we face a problem that is more serious to us
than any of the obstacles which we were able to overcome last year.
Our annual audit report shows that we made a profit for 1937 of
$144,649 28, but after providing for Federal income tax and surtax
on undistributed profits, aggregating some $47,500, our net for the
year is $97,108.28. This profit is not reflected in cash but has gone
into increased receivables, inventory, and a small part into new
equipment. Of the total tax on our income, approximately $26,250
is the amount due for surtax on undistributed profits.

In view of the aforementioned burdensome past due obligations,
it is quite evident that we could not pay any dividends whereby
our income-tax liability could have been redtuced.

Since June 1934 we have operated on working capital borrowed
from the bank and have secured these loans by pledging customers'
accounts receivable as collateral. To meet our first quarterly install-
ment of the 1937 income tax, due March 15, it was necessary to bor-
row funds and pledge accounts receivable.

In November 1937 our sales once again dropped down to "depres-
sion" levels. Unless there is a substantial improvement in business
in the near future, our operations will again become unprofitable and
the gains made in 1937 soon lost, leaving us with no cash surplus to
face an extended period of low production.

From our picture, which is no different than perhaps thousands of
others, it can be seen that a tax on undistributed profits works the
greatest hardship on those least able to pay. On the other hand, had
we been more fortunate during the depression and were able in 1937
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to pay most or all of our profits to stockholders in the form of divi-
dends, we could have made several times the profit we did and not
pay any more undistributed-profits tax than the $26,000 we now owe.

Surely the unfairness of this burden on the financially weaker
companies merits your most serious consideration. If this law is to
continue, should not some provision be made giving relief to com-
panes such as ours where it is found that the withholding of divi-
den(s was made absolutely necessary due to their financial condition?

The future of our company is at stake as well as the continued
employment of over 300 people.

Ihe CHAI MAN. How many people do you employ?
Mr. CLAYroN. From 300 to 600. It is a little over 300 at the pres-

ent time.
The CAInRIMAN. You would rather have a flat corporation tax ?
Mr. CLArroN. Yes.
The CIIAIIIMAN. You (to not like the un(listributed-l)rofits tax?
Mr. CLAYTON. Not very well.
The C11A1R34L%. All right; thank you very much.
Mr. Comstock, of Boston, representing Constock & Wescott, Inc.

STATEMENT OF A. BARR COMSTOCK, COMSTOCK & WESTCOTT,
INC., CAMBRIDGE, MASS.

Mr. Coitsroc1. I am a director and general counsel of this com-
pany, gentlemen.

'The CHAIRMAN. Have you a brief to present to the committee?
Mr. CoixsTocx. I do not have it prel)ared yet. May I file it sonic

time this afternoon? It is being typed.
The CH1AIRM.AN. That is all right.
Mr. Cons'rocx. We come ,tnder, legally and technically, the per-

sonal holding company provisions. Ido not believe that Congress
ever for a moment intended that a company of our type should come
under those provisions. We organized in'1912. Prior to that time
we did business as a partnership , but finding that we could only do
business properly and fully and adequately as a corporation, we
incorporated.

Our business is that of research, consulting engineers or industrial
engineers. We employ from about 115 to 150 trained personnel,
Harvard graduates and1 others, some of whom are, I think, ratherdistinguished men.

We have been responsible for a number of developments, some of
which have been commercialized to advantage to all concerned, others
of which are now just reaching the commercial stage.

My brother is president of the company. He was the principal
inicentor of the Technicolor motion-picture process. Possibly some
of you who have seen Snow White and the Seven Dwarfs willadmit
that it has quite a public appeal. We developed Technicolor com-
mercially and finished it ul), I think, in 1925, and since then we have
had no legal relation with the company, as it has been paddling its
own canoe. I understand it is now dominating the motion picture
industry in England, and I hope it will succeed to the same extent
perhaps in this country. At any rate, that was one of our develop-
ments.
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Another development some years ago was a development involving
the invention and commercialization, patenting, and so on, of a proc-
ess of manufacturing all abrasive, something like carborundum, that
was called by some of the men later a little gold mine.

We are now engaged in three, I think, rather important develop-
ments, two of which we have worked on for about 11 years. One of
them involves a new patented process of extracting from lean ore cer-
tain metals such as nickel, iron oxide, sull)hur, cobalt, and so forth.
We now control, through another company, a very large amount of
lean ore from which we believe we can extract nickel to advantage.
As the United States apparently has very little, if any, native nickel
sulplly, we think that this might well be of interest,'from the point
of view of perhaps national defense as well as commercially. At
any rate, we have a plant about built, and it has been so thoroughly
tested in the last 11 years that we know ourselves that it will work,
and it has worked.. Another development is about at the same stage, and the company
owning it, by whom we have been employed, now lifs a plant in Con-
necticut, involving the use of capita put in by Rhode Island capi-
talists, mostly Providence. It involves a household duplex unit. It
looks like the ordinary modern icebox, and it furnishes all the refrig-
eration you want and at the same time all the hot water you want
for the average household. This can be done, and is now being (lone
at very low cost, and the utilities from all over the eastern part of
the country have already ordered all of the machines we can get out,
and we haven't got any more. Incidentally, they told us to name
our own price. Now, that presumably will deveh) p as soon as we get
thoroughly equi pped; that is, the owning company is building a new
plant down in Connecticut, which will develop a1 new industry em-
l)loying a good many men or women, or both1, and sul)l)lyiig tlhe
household needs at low cost, which it is obvious ought to be of con-

siderable value from many points of view.
Another developmentt 'in which we have only spent about 21/2

years, which is not a very long time for these thuigs, is a still-color
process based on the Te chnicolor 1)ateltts, the still color rights to
which we retained, and that process involves ai production, at low
cost, of still-color prints for use in advertising and ot her fields.

We think it will have a very wide commercial use at low cost in
multiple lots of three or four, perha ps several hundred, not compet-
ig, of course, with newspaper ait(1 magazine color )hotogra)hy,

which is another proposition.
Now we were organized, as I say, in 1912. We have been doing

business about 25 years. We have paid a good deal of money to tle
Government in taxes-not a large amount, because we are a small
coin pany-throughout the years. We certainly are fairly well kitown
in Now England as people of honor. We piay our taxes, The presi-
dent of the-company advanced over $11,000 I'om his personal funds
a few years ago to pay a deficiency tax. He could not afford to (1o
it, the'coinpany could not afford to pay it; but it had to (o it, be-
cause we had to throw up our hands at the last minute before the
Board of Tax Appeals.

Now in regard to the loophole !av, I have estimated that we would
be subjected to the personal holding-company tax on what we hope
will be a substantial income this year-which I will explain in a
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moment-of from 65 to 75 percent. In addition to that we are sub-
jected to the other four Federal corporation laws. In addition to
that we are subjected to the Massachusetts and New York excise-tax
laws, and figuring the tax on a conservative basis, if we are lucky
enough to have any income, from $100,000 to $200,000 this year, iak-
ing 109 percent at least. That is in addition to the State taxes.
Just how that extra 9 percent can be collected and paid I do not
know.

Senator Kio. Out of your hides, possibly.
Mr. Co-.%srocic. I imagine so. I (to not'know of a provision of

the law for the collection of such an excess, and I do not know what
would happen, but that is true; it is a fact.

Now, our type of business, coming down to the tax feature a little
more, involves this: We will take this chlorine process in metallurgy
as al example. A wealthy man in Massachusetts said to my brother,
"If you can invent sone Inethod of extracting from loan ores these
metals there is a gold mine in it for all. Mr. Longycar put in hisVl(ie,, and tie court even allowed them to invest the money of the

estate in that develolment since his (leath, showing perhaps the
confidence of at least the judges and court officials in the possibilityy
of success in Ithis (levelopnent. Now Mr. Longyear put, in money and
Comstock & Westcott put in brains, whatever -e have. At any rate,
we invented and developed, anti are carrying now to the commercial
stage that developmentt. He took stock for his money, for his
investment in a new con)any, several new companies which own tle
process. We took stock for our patent rights, services, and so forth.
We furnish our personnel under contract, engineering contract with
the owiiig company. We (to the same in other developments. I
think it is a rather unique business. We do not know any other cor-
)any, here or abroad, which does this kind of business.

At any rate, we have in our treasury perhaps 100,000 shares of
these development-companv stocks that were not worth a nickel when
we took them in, of course, because it was nothing in the world but
a hopeful laboratory experiment which we carried on. As I say, in
three cases we have' been in tile development u ) to 11 years, and in
sonie other cases a little shorter. Those stocks, for tax purposes, we
had taken in at zero. When wre sell any we return the proceeds as a
100 )ereeimt taxable gain. We are now reaching the stage where some
of those stocks are worth something. We are morally obligated not
to sell any of those stocks in .substantial amomts until the develop-
mnents have reached the commercial stage.

Now we are caught technically under one of the sections-I will
refer to this in my brief, I will'not go into the particular wording
unless you (lesire ie to (1o so-we are caught under this section of
the l)ersonal holding-company law that imposes this tax of 65 to 75
percent of undistributed profits derived from the sales of securities.
Generally speaking, our only income is through the sale of these
stockss, it they are worth anything, and if they are not worth any-
thing, we make no money. We show our faith in those developments
in tbat way.

Now mind you, because of the fact that these stocks when we take
them in are worth zero, any gain from the sale of these stocks is
,e'li,". 1 effect. personal service inconie. There is no question
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The other section of the law, the personal holding company law, I
think it is section 353 (e), if I remember rightly, expressly exempts
personal-service income. So that if these stocks had any value what-
ever when we took them in, and we were then taxed on that value we
would not be taxed at all under the personal-holding-con)any law.

Congress, the Ways and Means Committee, expressly stated, in
their explanation of that law, their belief that the law was so framed
that companies like ours, not by name, of course, should not be taxed
under that law at all. The House bill does not affect this situation
at all, I am sorry to say.

Senator KINo. It leaves you in the dilemma in which you find
yourself.

Mr. COwtsTocK. Yes.
The CHAIRMAN. Would you agree that the consent dividends fea-

ture is a proper feature?
Mr. Co.STOCK. It was suggested that we distribute. We cannot

distribute for the reasons I stated. I wanted to reorganize this
company some time ago and they said no, that we ought to stick to
our moral obligation to hold the stocks until the companies are com-
mercial. I figured the other day that my brother, as president, for
instance, if the dividend credit' were taken lie would be taxed on
what we hope to make this year, periliaps 68 percent.

Any way you take it th taxes on the personal-service group are
still onerous. So you soak the corporation or soak the individuals, it
is exactly the same.

Furthernmore, we have an element of good will here in a personal-
service corporation of course. We are now labeled as tax evaders.
Not many people in New England believe that, but that is what we
are labeled. I do not think we ought to be labeled that.

Congress has already exempted many good old line companies
from this tax, and this is what the Ways and Means Committee, in
its explanation of this loophole law said, just two or three lines:

The )rovision that sonie third party must have the right to designate who
shall perform the services (ontracted for, or that the person to Ierform the
services must be designated in the contract, will prevent this rule from apply-
Ing In general to operating corporations engaged prinmarily in rendering er.
sonal services and which necessarily enter contracts to render such services,
selecting such members of their staff as they desire to render such services.
Thus, corporations which let out the services of architects, engineers, and adver-
tisers would not as a general rule be required to report such Income as personal
holding company Income.

It is believed that the proposed amendment will take care of the
"incorporated talent" loopho e. (Note: Reference to the law ends
here.) We do not feel we are that kind of a loophole that ought to be
plugged up in this way.

Senator KINo. Nevertheless, from the words which you have just
read, and I suppose the spirit of those words was incorporated in the
act, you have been subjected to the taxes?

Mr. COMSTOCH. We have been subjected under another section.
As I say, we are probably unique. I do not blame anybody in fram-
ing this law, all I ask is that you add about 15 words to the law
and I would suggest to you some of the same words that are used
here.

The CHAIIMAN. What is the suggestion you make?
Senator KINo. What section does that refer to?
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Mr. CoisTOcK. That is section 353 (e), personal service contracts.
We are of the general type, of course, of a personal holding comi-
pany, closely held and so on. It is title I-A, section 353.

Senator RTNG. What page is it?
Mr. COMzSTOCK. I am sorry, I do not have the bill, Senator.
Senator GUFFEY. Page 293.
Senator DAVIS. What language did you want to insert in there?
Mr. COMSTOCK. Well, may I just say this section (e) would exempt

us if our development stocks were worth anything when we take them
in. That would be personal income of the type that is exempted
under (e). Now, because these stocks are worth nothing, and our
income is only derived from sales of these stocks, we couie under
section 353 (b), namely, gains from the sale or exchange of stock
or securities.

Now, I suggest a few siml)le words, usiiir the very same language.
It would not open the door to anything (angerous but wouli give
us a little justice, if these words were added. Add to section 353,
subsection (b), these words:

If said stock or securities would constitute mounts received under a contract
under which the corporation is to furnish personal services,

namely the type of personal services that is exempt in sul)section (e),
and if sai( amounts, if of some ascertainable value, would be taxable under
subsection (e) of this section 353.

So that section 353 (b) shall read as follows, and this would take
care of it, I think:

Stocks and securities transactions: Except in the case of regular dealers In
stock or securities, gains from the sale or exchange of stock or securities,

and they are the original stocks-
Senator KINO. Comma?
Mr. COikiSTOCK. Comina-if" and underline that, if you will-

If said stock or securities would constitute amounts received under a contract
under which the corporation is to furnish personal services, and if said amounts,
If of soine ascertainable value, would be taxable in subsection (e) of this sec-
tion 353.

The CHAIRMAN. Mr. Comstock, I suggest you file your brief with
this suggestion.

Mr. omtsoixc. Yes, Mr. Chairman.
The CHAIRMAN. We will give it every consideration.
Mr. Co.rsTocK. Thank you very much. May I conclude in just 2

minutes?
The CHIAIRMA1. Yes.
Mr. Co-MSTOcK. We, of course, are hit by the undistributed-profits

tax. My brief suggestion as to that undistributed-profits tax is this:
I .had an active part, perhaps, in this little-business men's confer-
ence. It was very interesting.

The CHAIRMAN. You had a good time up there.
Mr. CoMsTocK. Well, we did, Senator. I believe, perhaps, that a

consensus of opinion was reached with regard to taxes. We had four
tax planks, which were good. I did not write them, but I wish I
had, because they were good. It wiped out the closely held third
basket; that is, it eliminated it. I hope that would be done.

Second, it wiped out the defect of this kind that I pointed out,
including operating companies under the personal holding company
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law. Next the undistributed-profits taxes, and next spread the base
for more revenue.

I know that that crowd were practically unanimous in their feeling
that the undistributed-profits tax is a very bad thing, especially for
small business.

I do not see any reason in the world why section 10-2 should not
be strengthened, and I would respectfully suggest that you wipe out
all question of motive, and leave it that any unreasonable accumula-
tion of earnings, that is, the unreasonable portion not reasonably
required for the business be taxed. I do not think a businessman
in the country would seriously object to paying taxes, even 75 percent
or 80 percent, on that excess. As I understood Mr. Alvord at the
hearing before the Ways and Means Committee, there were 16 Federal
cases, 9 of which were won by the Government even with this im-

roper motive in them. Courts now have jurisdiction of stockholders,
ills to require directors to distribute dividends, that part of the

earned surplus which is not reasonably required for the business.
The little fellows in that case would get their legal rights, which
they cannot get now because of the expense involved in the litigation.
I do not think l)usiness would object to that at all.

The CHAIKNAN. We thank you for the suggestion and the Com-
mittee will consider the points that you made.

Mr. Co3tsTocc. Thank you.
The CHAIRMAN. Mr. Whalen.
Senator DAvis. In regard to the process you mentioned, do you

think you could extract any low-grade iron ore as well as nickel?
Mr. COWSTOCK. Well, we are doing it. We have got 100,000,000

tons, and we are doing it, and getting nickel out, of it., too.
(Subsequently, Mr. Coinstock submitted the following brief.)

BRIEr FOR TAXPAYER, CO.MSTOCK & AViSCOIT, INC., Rn1*.14CH INDUSTRIAL
ENOINEERS, IN RE PROPOSED REVISION OF THE REVENUE LAWS, 1938

1. The taxpayer, Comstock & Wescott, Inc., organized In 1912, is a personal-
service group of research industrial engineers. The company has been in active
and successful operation since its incorporation. It now employs a trained per.
sonnel of some 115 persons, headed by a number of technical experts of recog-
nized ability and high standing. It has plants in Cambridge, Mass., and Niagara
Falls, N. Y.

2. Under the provisions of section 351 et seq. of title IA of the Revenue Act
of 1936, amended by section 1 of title I of the Revenue Act of 1937, popularly
known as the "loophole law" (which was not changed as applying to this case
by the House bill), the taxpayer will probably realize income from certain
proposed 1938 transactions involving gaits on the sale of securities under sec-
tion 353 (b), taxable at the 65-percent and 75-percent rates provided therein.
It is respectfully submitted that Congress never intended to subject companies
of this type to the onerous tax provisions of this law, and that the addition of a
few simple words to subsection (b) would relieve such a business from a
llardship which now threatpiis its successful operation, if not its very existence.
As the taxpayer is on a cash basis and, therefore, gets no 1938 credits (against
1938 income) for other Federal taxes, it is anticipated that from its 1938
income from this source it cannot even retain in Its treasury sufficient funds
to insure the payment by the company and the collection by the (Government
of Federal taxes without being subjected to a tax on the same at the 65-percent
and 75-percent rates.

Such income may well constitute substantially all of the taxable net income'
of the taxpayer for 1938, and the amount may be suffiient to subject the com-
pany to total Federal taxes-normal surtax, excess profits, capital stock, and
personal holding company--of over 100 percent of Its entire net income in addi-
tion to the excise takes assessed by the States of Massachusetts and New York.
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(This total tax liability may be somewhat less under tile revenue bill as passed
by the House of Representatives.) As to the liability of the taxpayer for an
amount in excess of its entire net income, I will venture no opinion.

8. As more fully described, the type of business conducted by the taxpayer
has been, since its organization, over 25 years ago, substantially as follows:

(a) At the request of some financial group interested in some certain indus-
try, the taxpayer, through Its expert personnel, will devise and invent proc-
esses and patent rights presumed to be valuable in such industry. This finan-
cial group and the taxpayer promote and organize a new company (hereafter
referred to as Y company), which acquires from the taxpayer the processes
and patent rights referred'to, and an engineering contract is made between
Y company and the taxpayer under which the latter, as engineers, agrees to
develop these processes to the commercial stage. This financial group advances
to Y company funds for the expenses of the development work, taking therefor
stock in Y company. The taxpayer likewise takes stock in Y company as com-
pensation for its engineering services and the processes and patent rights, title
to which pass to Y company under tile contract.

(b) The taxpayer at the present time has stock of several such development
companies in its treasury. Such stock obviously has no market value when
originally acquired as the enterprise is for a considerable period merely a tech-
nical, industrial experiment. Such stock (instead of cash) is taken by the
taxpayer so that Y company may conserve cash to the nlaximuni extent and
because the taxpayer Is willing that the value of its conipeasation shall be
largely contingent upon the ultiinate success of the venture. All of these enter-
prises are now, however (after more than 10 years of development work in
several cases), approaching tile commercial stage, and it is hoped that these
development stocks may acquire substantial value. These stocks are taken in
by the taxpayer, for income-tax purposes, at no value and when and if any of
theim are sold from time to time in small amounts the proceeds are returned
100 percent as taxable gains, the Treasury Department having acquiesced in
this practice for many years.

(c) These (leveloplilen t stocks have not been distributed to the stockholders
of tile taxpayer for tile prilmry reason that the directors feel that tile various
financial groups have advanced their funds with the hope, if not the expecta-
tion (although there Is no agreement to tills effect), that the stock of Y com-
pany will, for tile most part, lie ield in the taxpayer's treasury, and that the
taxpayer's top personnel will reiiln stockholders of tile taxpayer, at least
until the development has reached tile commercial stage (except for the rea-
sonable cash requirements of the taxpayer and its stockholders, one of whom,
the president of the company, 111s, until recently, taken practically no salary
whatever in any form for many years), so that the continued active interest
of the most important members of the taxpayer's organization in the enterprise
and their continued professional group service iII the development work may
be assured during the development period. (In oIIe instance the taxpayer
recently became entitled to moderate compensation inl the form of cash rather
than stock, most of which, however, It has refrained from collecting.)

4. May I briefly describe a few of these technical industrial developments
for which the taxpayer Is responsible.

(a) Soiie years ago tile taxpayer completed, to the commercial stage, tile
technical development of the Technicolor Motion Picture process, of which up to
that tinle tile president of the taxpiayer, Dr. 1). F. ('omstock, was tile principal
inventor. (Tile taxpayer has had no connection with tile business or financial
operations of the Tecillcolor Co. for a considerable period, except that it still
owns a few shares of Technicolor stock.) Dr. Comstoek is well known in Bos-
ton and elsewhere as an1 engineer of conspicuous abllity and high standing in
the. field of idustrial technology. This development has proved highly suc-
cessful from both a tecllical and a commercial point of view. The wide public
interest in the Technicolor picture, Snow White and the Seven Dwarfs, Is an
illustration of the popular appeal of tile products of this new Industry.

(b) Another development commercialized sonic years ago by the taxpayer
and/or its former personnel is based on a patented process of manufacturing
an abrasive somewhat reselling carborundum. This company also lhas 1had
a very successful history.

(c) A current technical development of considerable promise has been il
progress for more than 10 years under the Immediate direction of tile vice.
president of the taxpayer, Dr. Ernest W. Wescott, at Niagara Falls, Involving
patent rights and new processes relating to tile cyclic use of chlorine, on an
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economical basis, for the extraction of nickel, sulphur, iron oxide, and other
valuable mineral products from lean ores. As largo ore deposits of this type
within the territorial boundaries of the United States have been made avali-
able for treatment by this process, which it is believed may now be profitably
worked for nickel, and in view of the fact that practically no nickel is now.
derived from strictly American sources a commercialization of this process
might well have a strategic value for national defense purposes, as well as
proving of considerable value In industry. Well-known business and financial
groups In this country and abroad are interested in this development, which

'has now practically reached the commercial stage.
(d) An enterprise of a widely different nature 'developed by the taxpayer

over a period of some 11 years has Just reached the commercial stage, and a
plant of substantial capacity has recently been acquired for manufacturing and
assembling purposes in Plainfield, Conn. The finished product, of greatest im-
mediate value, is a duplex machine, resembling In appearance the modern
household refrigerator, designed to supply the average family at low cost with
both refrigeration and hot water for all household needs. This machine,
among other features, has no moving parts, is absolutely silent, and should
have unusually long life. It may be operated either bj gas or electricity.

(e) Another of the taxpayer's developments now in progress which has
aroused considerable interest in Boston and New York involves experimental
work on a new patented process of producing high quality, low priced, re.
producible, natural color photographs, or "prints" in small-lot multiples.

5. May I venture the opinion, voiced by many of our political and business
leaders, that industrial technology may well prove at this time, as often in
the past it has *proved, of great value in the revival and readjustment of our
national economy through the building up of new Industries, creating and
satisfying new human needs and substantially increasing employment. If
this be true, it would seem that the taxpayer and other incorporated groups
performing similar functions in like manner should be fostered rather than
handicapped, or even possibly destroyed, by tax laws such as the provisions
in question which, I submit, could never have been intended by Congress to
apply to the type of business conducted by the taxpayer-a 25-year-old suc-
cessful operating company of high standing, taking fees for engineering serve.
ices only, or primarily, in the contipgent form of stock in the new enterprise,
holding this stock in its treasury so as better to protect the financial group
and until the stock acquires some appreciable value, selling this stock in
small quantities from time to time for necessary cash requirements and re-
turning the proceeds 100 percent as taxable gains, the company having paid
substantial taxes to the Federal Government during the more prosperous years
and expecting, if granted this tax relief, that the same will be true In the
years to come.

That the present law does not represent the true intent of Congress Is evi-
denced by the report of the Committee on Ways and Means on the Revenue Act
of 1937 (the so-called loophole law) covering a full explanation of the new
provisions, the report of the Joint Committee on Tax Evasion and Avoidance
provided for by joint resolution of House and Senate on June 11, 1937, and
reports of the congressional discussions and explanations relating to the per-
sonal holding company provisions of the 1934 act, as well as the provisions of
the 1937 Holding Company Act, themselves, particularly those incorporated in
section 353 (e). That the administration, congressional leaders and this com-
mittee desire to remove undue hardships and unjust discriminations involved
in the revenue laws as they now exist, particularly those affecting legitimate
operating business companies, would seem clear from a consideration of news
Items and editorials in the daily press and the report of the Ways and Means
Committee recently published.

6. I respectfully suggest that, to remove the hardships and inequalities re-
ferred to herein, the following brief, simply worded amendment could safely
and properly be adopted---add to subsection 353 (b) of title 1-A of the Revenue
Act of 1936, as amended by section 1 of title I of the Revenue Act of 1937, the
following words: ", if said stock or securities would constitute amounts re-
ceived under a contract under which the corporation is to furnish personal serv-
ices, and if said amounts, if of some ascertainable value, would be taxable under
subsection (e) of this section 353," so that said section 353 (b) shall read as
follows:

"Stock and securities transactions: Except in the case of regular dealers in
stocks or securities, gains from the sale or exchange of stock or securities, if
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said stock or securities would constitute amounts received under a contract
under which the corporation is to furnish personal services, and If said amounts,
If of some ascertainable value, would be taxable under subsection (e) of this
section 853."

It should be noted that in the type of business to which I have referred, gains
from the sale of such securities constitute in effect personal service income III
the same manner as would the original receipt of such stock If the nie had a
market value at that time. I sincerely hop(. that your committee will find it
possible to recommend tile above amendmenE or some other change InI tile exist-
Ilg law which, in your opinion and the opinion of the Treasury Dapartinent,
will properly accomplish the desired result. If this Is done, the taxpayer, and
other companies of this type, If any, would still, of course, be subject to tile
provisions of section 102 of the 1936 Revenue Act relating to the Improper
accumulation of surplus, as well as to the other four types of corporate taxes
imposed by existing law.

7. It is no answer to suggest that we distribute these stocks or the proceeds
of their sale or invoke the dividend credit provision. Why should we, if we do
not properly come under this personal holdhig company law, except In a tech-
nical, legal sense? Furthermore, as I have explained, we are under a moral
obligation to retain these stocks for the most part, InI our treasury for the
present. The device of the dividend credit would mean that one or more of the
individual stockholders might well be subjected to an Individual tax as high as
68 percent o1 dividend income actually received by him.

8. In this connection It should be noted that onerous surtax burdens on the
individual members of this personal-service group may be as disastrous for the
business as the application of the personal holding company law to the company
itself. Let me point out, also, that the goodwill of a business of this kind Is a
rather important factor Ill Its success and that, in the present state of the
public and official mind, for us to be classed as tax t'aders under this personal
holding company law might seriously Impair our goodwill. It has been slig-
gested that we might devise some method Involving an increase of capitaliza-
tion or other change InI our set-up to relleve us from some of this tax burden.
Obviously, however, any attempt of this or any similar nature might be very
dangerous as It would subject us to the criticism that we had resorted to these
devices for tile purpose of evading or avoiding just taxes; and, furthermore,
this whole tax situation is getting so complicated that it Is difficult to determine
just what tax avoidance device tile courts would sustain even after perhaps long
and expensive litigation.

9. All we ask is simple and obvious justice. I have consulted with congres.
slonal and Treasury experts oil this question and none of them has even
intimated that my interpretation of the law and Its implications, as applicable to
our coripany, are Ill any degree erroneous. Businessmen throughout tile coun-
try are beginning to believe that this committee and the Senate may well propose
tax legislation along realistic, proper lines. I think you will agree with me
that this attitude will hardly prove Justified unless this committee recommends
some change ill the existing law, along the lines I have suggested or otherwise,
to relieve our company of the grossly upJust and discriminatory burden which
Congress never Intended that we should be required to bear.

10. We hav' no knowledge of any other companies doing a business just like
ours. InI aly event, no budgetary problem, of any consequence, would he pre-
sented If tax relief is granted to us In this manner. On tile other halld, that
our company should be permitted to live and function is of some concern to
these commercial companies soon to get under way. I think it Is a fair state-
ment that we are somewhat In the position of the keystone of a rather Impor-
tant Industrial arch. These three new industries, which we believe will become
of some size and importance, and therefore be a source of tax revenue In the
near future, call hardly funetioll properly, or perhaps even exist If these oner-
ous tax burdens continue to threaten seriously the efficiency or even perhaps
the very business life of our company and our lersolal-service group which
functions in this Incorporated form. I submit, therefore, that we are not a
negligible factor in the industrial life of tle Nation.
While our company Is naturally most seriously concerned witll obtaining relief

from tills 65 to 75 percent tax burden under the personal holding company
provisions, we are, or would be, also adversely affected by the undistributed
profits tax and the so-called third basket. I am sure thlat thousands of com-
panlis throughout tile country would urge you as we do (for we might well
come under It tilis year) not to reinstate this third-basket provision. The



36 REVENUE ACT OF 1038

statement of the Ways and Means Committee that only a few hundred com-
panies would be affected Is undoubtedly based. on the assumption that com-
panies now earning below the exempted amounts would continue in this post-
tion. From that point of view many companies, Includling some in which I am
Interested, now in red Ink, would not be affected by tax rates or other pro-
visions which might be proposed. Of course, executives all over the country
are hoping and expecting that, if general conditions and the tax laws Improve,
their red-ink figures will be converted into substantial figures in black ink.

12. As for the undistributed profits tax, I submit that it, like the "third
basket" provision is based on an erroneous and very dangerous theory and
should be repealed, leaving section 102, in some stronger and clearer form, to
reach that portion of earned surplus which is unreasonably retained, that is,
beyond the reasonable requirements of the business, with even increased rates.
I cannot agree with those in Congress and the Treasury Department who claim
that section 102 is unworkable, and therefore must be Ignored for this purpose.
Motive is often difficult to prove and this feature of section 102 should be
eliminated entirely, leaving as the only criterion the reasonableness of the
accumulation. The rule of reason, while not always easy to apply, runs all
through our laws and court decisions on taxes and other subjects, and it is
to be noted that the courts already have jurisdiction of stockholders' bills to
require directors to distribute as dividends that portion of earned surplus
which is unreasonably retained. If section 102 were amended as I suggest, it
would fulfill a useful business and economic function by enforcing the legal
rights which small minority stockholders already have but upon which they
usually cannot rely because of the prohibitive expense of court action, as well
as be a source of additional revenue. As a matter of fact, I understand that
instead of only the two cases inI Federal courts referred to by the Ways and
Means Committee as having been lost by the Government, there have been in
all some 16 cases involving section 102, 9 of which have been won by the
Government even on the present wording of this section.

13. For many years I have been fairly closely connected in both a profes-
sional and business capacity with many of the smaller companies and recently
I took an active part in the so-called conference of the smaller businesses,
here in Washington. I submit that small business in this country is today in
a very serious situation due in no small part to some of these existing tax
laws which, whether rightly or wrongly, impress businessmen all over the
country as grossly unjust, discriminatory and unduly complex. The great
majority of these executives are honest and hard-working and by no stretch
of the imagination could be termed "tax evaders." They are becoming very
seriously concerned and discouraged over the apparent tendency of Congress
and the administration In this direction andthey are much worried because
they cannot tell when, if at all, this tendency will cease. The House bill, of
course, is a step in the right direction, but why retain, at all, provisions which
so many honest businessmen believe are so unjust, discriminatory, and complex?
Increased fiat rates on some fair, broad principle that we can understand and
respect, would be far preferable, based, in part, on surtaxes, that is, ability
to pay. I know good businessmen today who are seriously considering going
out of business entirely rather than wrestle further with these conditions over
which they have apparently had, in the recent past, so little control. The
great majority of American businessmen are honest and reasonably intelligent.
They know that substantial revenue must be raised by taxes, and that much of
this tax burden must be borne by business. If some of these provisions to
which I have referred could be eliminated, I believe much would be (lone to
restore reasonable business confidence and prosperity without which the very
source of tax revenue may soon be threatened.

14. The Little Business Conference, to which I have referred, recommended
to tile President practically the smne changes in the tax laws which I have
urged upon your consideration this afternoon, that is, the repeal of the un-
distributed-profits tax, the elimination of the so-called "third basket" proposal,
an amendment to the present personal-holding company law so that it will
not apply to operating companies, and inI addition, spreading time tax base for
additional revenue. These recommendations of that conference, I can assure
you. represented the consensus of opinion of the 800 to 1,000 representatives of
smaller businesses from all over the country, who attended the conference
and who, I have no doubt, expressed the views, on tax matters, of a great
many other businessmen who were not present on that occasion.

The late Justice Holmes said, some years ago: "We need education in the
obvious rather than investigation of the obscure." In closing, let me urge upon
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Congress a clearer recognition and application of this principle In the prepa-
ration of laws involving the taxation of business enterprise in this country.

Respectfully submitted.
A. BARR CoMSrocc,

Goodwin, Parker, Raymond, and Comt ock.

The CHAIRMAN. Mr. Ward Whalen, New York City, who is going
to discuss the basis for determining gain or loss front sales of stock,
as I understand.

STATEMENT OF WARD WHALEN, NEW YORK CITY

The CHARMUAN.'Have you a brief that you want to file?
Mr. WrTAL r. Yes; I have.
The CTAIRMAN. All right, Mr. Whalen.
Mr. WHALEN. I appear on behalf of Robert A. Young, and others,

who are trustees of certain trusts who are clients of the office of
Baldwin, Todd & Young, 120 Broadway, New York, a firm with
which I am associated.

These taxpayers find themselves in the very unfortunate position
of the possibility of being required to pay a. second income tax upon
income on which the taxftms once been paid, unless the provisions of
the tax law with respect to the basis for determining gain or loss from
the sale of preferred stock based on surplus inchtded in gross income
by the shareholder and subsequently received as a stock dividend are
clarified. The facts, briefly, are as follows:

The stockholder of a corilporation for several yeirs included in his
individual income-tax return all of the (listril;utive net income of
the corporation, although the income was not actually distributed
in the form of dividends or otherwise. This was (lone tin(ler the
provisions of section 102 (d) of the Revenue Act of 1986, and
corresponding provisions of prior acts which expressly permit a
shareholder to report in his individual return his pro rata share
of the retained net income of the corporation. Such a policy re-
leased the corporation from any charge of, or liability to the surtax for,
an unreasonable accumulation of surplus.

Subsequently this corporation distributed a dividend in preferred
stock out of the earned surplus, on which the shareholder had paid
the income tax when the retained income of the corporation was re-
ported in his individual return. Ti, prior acts expressly provided
that this earned surplus of the corporation, on which the stockholder
had paid the tax, if distributed in the form of cash was exempt from
taxation, and the distribution of the stock dividend itself, as you know,
was also exempt from taxation under the statutes as interpreted by the
Supreme Court in the recent. Gowran decision.

The difficulty is, however, that the basis for determining the gain
or loss upon the sale or exchange, or other disposition of such stock
received as a stock dividend, is not clear in the existing law, or in the
proposed bill, and the Treasury may hold that under the decision of
the Supreme Court in the Gowran case the basis of zero should be
applied to all stock dividends, including the stock dividends which
represent a distribution of surplus on which the taxpayer has once
paid a tax.

Senator KING. Your case is one of double taxation, as you are con-
tending?

Mr. WHALE'. That is right.
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Senator KING. You want to be relieved of double taxation?
Mr. WHALEN. That is right.
Senator KING. Have you suggested an amendment that will accom-

plish that result?
Mr. WHALEN. Yes; I have one here which I would like to submit.
Let us assume that this corporation had an income of $1,000,000

during the year 1934 and that this shareholder had reported in his
individual return the entire million dollars of the earnings of tile cor-
poration. The tax on that, the individual tax would have been about
X$530 000 Assumed that the corporation distributed a preferred-stock

dividend by capitalizing this million dollars of earnings, which is a
reasonable policy because the stockholder had actually paid the tax
upon those earnings. Assume that in the nexL year, 1935, the stock-
holder disposed of that preferred stock. If the basis of zero is assigned
to that preferred stock, the result will be that the million dollars will
be taxed again to the full extent. One hundred and six percent of the
proceeds will be subjected to the tax. If this amount of corporate
income was reported by the stockholder in 1936 and the sale of the
stock occurred in 1937, the tax each year, if the basis of the stock is zero,
would be $670,000, a total tax of 134 percent of the income. For those
reasons I earnestly recommend to the committee that the statute be
amended to provide that the basis for determining gain or loss upon
the sale or exchange of stock that represents a distribution of surplus
on which the stockholder has paid a tax, shall be the face value of
the stock, or its fair market value, whichever is lower. This proposal,
I believe, is in complete harmony with the other provisions of the
propo sed bill, particularly those relating to the consent dividends
provisions.

As I understand the proposed bill, a shareholder who elects to pay
the tax upon net income of the corporation may do so even if it
is not distributed. That is precisely the same principh which the
stockholder to which I refer adopted under section 102 (d).

Now, the proposed bill expressly provides that the stockholder
who elects to take advantage of the consent-dividends provisions shall
have the basis of his stock increased to the extent of the income which
he includes in his individual return.

Our situation is precisely the same, with the exception that we
are not urging that the basis of the ol stock be increased, we are
urging that the basis of the preferred stock received as a dividend be
increased to the extent of the earned surl)lus, the earnings and profits
of the corporation which were returned as income of the shareholder.
The effect is exactly the same.

The CHARMAN. Have you ever brought this to the attention of
the Treasury Department?

Mr. WHALEN. Yes, we have, Senator. We brought it up and
asked tile approval of the Treasury Department, and I am not cer-
tain whether it has the complete approval of the Treasury Depart-
ment. Not being considered by Treasury as a question of major
national importance, Treasury has probably not reached and con-
sidered it.

Senator KING. Is that recent?
Mr. WirALEN. Yes; that was at the time of tile hearings in the

House.
The CHAIRMAN. You must not have gotten very far.
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Mr. WHALEN. Well, I do not know. I also testified briefly before

the House committee, but I notice that this amendment is not in-
cluded in the proposed bill. We are firmly convinced that it is
something that. in fairness and in equity ought to go in.

I am also quite sure that the Treasury Department probably does
not want to tax this income twice, but the fact of the matter is that
the decisions in regard to the taxability of stock dividends, as you
probably know, are very conflicting. The firm with which I am
associated was required to go to the Supreme Court to compel pre-
ferred stock received as a stock dividend by another corporation to
be exempted from taxation. We are not content to rely upon the
action of the Treasury in assigning to this preferred stock the basis
of its fair market value. 'We think that safety requires that it be
put right in the statute. The Treasury-this is not a complaint, I
suppose it was compelled to do so-but to repeat, the Treasury re-
quired one of our clients to go to the Supreme Court to sustain its
position that preferred stock received as a stock dividend is exempt
from taxation under section 115 (f).

The CHAIRMAN. Your client was not the first one that the Treasury
ever compelled to go to the Court.

Mr. WHALEN o sir.
The CIAIRMAN. This committee will give that every consideration.

You file your brief on this feature.
Mr. WHALPN. Yes.
The CHAIRMAN. We will take it up with our experts and go into it.
Senator TOWNSEND. What will be the effect, in your opinion, from

the failure to include the l)rovision which you have requested?
Mr. WHALEN. Well, Senator, one effect will be, of course, that

anyone who has received stock dividends of this character cannot
dispose of them or sell them because of the probability, I might say
or at least of the real possibility that that same income will be taxed
twice; and if the income is at all sizeable, the double taxation will
be more than 100 percent of the proceeds from the sale

Senator KINo. You are not satisfied to deal merely in futuro but
you want to make it retroactive as to the transactions which have
occurred?

Mr. WHALEN. That is correct, Senator.
Senator TOWNSEND. Vow general is this condition?
Mr. WHALEN. Well, I might say I do not really know; but I

know the people for whom I. appear, five trusts, and those people
certainly will be affected. Irrespective of the number of persons
affected we think that it is something that is so manifestly and
obviously right and just that it should-be included in the bill.

Senator KiNa. You think to rob one man is a crime; it is a crime
if .it is only one man.

Mr. WIIALEN. Yes, sir.
Senator TOWNSEND. You think the amendment will cure the sit-

uation if it is put in there?
Mr. WHALEN. I think so, Senator; yes.
Senator KiNG. If we amend the law as to 102 (d) transactions, it

would not affect the future transactions, would it?
The CHAIRMAN. That would cure it in the future.

4885--38-,-4



Mr. WHArxN. About the future, I am not just sure of that; but,
of cour-o, section 102, subdivision (d), as I understand it, has been
repealed. Is that correct, Mr. Star?

Mr. STAM. The consent dividend provision takes care of the
future.

Mr. WHALEN. Yes; as to returning corporate income and the basis
for gain or loss on sales of stock then held, but not as to sales of stock
heldTwhen income was returned under section 102 (d).

The CHATMAN. All right. Thank you very much.
(The brief submitted by Mr. Whalen is as follows:)

MEMORANDUM IN SUPPORT OF AMENDMENTs OF TIE vsxuN' E AcT To AssuRE AN
EQUITABIX BASIS OF CERTAIN STOCK DIVIDENDS WHICH REPRESENT TlE Dis-
TRIBUTION OF "TAX PAID" SURPLUS

The recent decision of the Supreme Court In the case of Hclvering v. Gtowran,
decided December 0, 1937, has changed substantially the rules theretofore ap-
plicable to the determination of gain or loss from the sale or other disposition
of capital stock received as a stock dividend which constituted Income under the
Sixteenth Amendment. The Court held, first, that all stock dividends are exempt
from taxation under the provisions of Section 115 (f)' of the Revenue Act of
1928; and, secondly, that tile basis for the ascertainment of gain or loss from the
sale or other disposition of a stock dividend which represented a distribution of
Income is zero. Tlis decision, of course, is applicable to the corresponding pro-
vision of the Itevenne Acts of 1921 to 1934, inclusive. The Court had previously
held, in the case of Koshland v. Helvering, 298 U. 8. 441 (1930), that a dividend
of common stock on preferred stock was Income under the Sixteenth Amendment.
In the aoicran case the Court extended that principle to include a dividend of
preferred stock on common where other preferred stock of the same classification
is outstanding. It may very well be that under this decision all classes of stock
dividends except common on common (see Elswr v. Macombcr, 252 U. S. 189)
will be held to represent a distribution of income instead of a readjustment of
capital.

This decision, invalidating, as it does, Treasury Regulations of long standing
with respect to the basis of such stock dividends, necessarily will result in un-
certainty, litigation, and hardship when the principles therein announced are
applied to time administration of taxing statutes enacted prior to the decision.
Unless the statutes are clarified to give effect to this decision, tile result in some
cases will be loss of revenue and in others severe tax liabilities which no prudent
person could have foreseen.

The purpose of this memorandum Is to point out a situation where the literal
application of the Gowran decision will be in direct conflict with the underlying
reasoning of Mr. Justice Brandeis, and will result in double taxation of a char-
ficter entirely inconsistent with the spirit and the plan of the income tax statutes.

We refer to the case where the individual shareholder' of a corporation has
reported as taxable Income the entire (listributable Income of the corporation
under the provisions of Section 102 (d)" of the Revenue Act of 1936 or the corre-
sImiding provisions of a prior Revenue Act, with the result that the corporation
had o1 hand a large surplus consisting of earnings and profits which would be
exempt from taxation If distributed to such shareholder in the form of cash or
proplty dividends. Section 102 (d) expressly so provides.

If a corporation so situated had distributed, prior to the year 1930, a stock
dividend from the surplus flnid consisting of earnings or profits upon which
the shareholder had previously paid the tax, the stock dividend would have been
exempt from taxation under the provisions of Section 115 (f) of the Revenue
Act of 1934 or the corresponding provisions of prior Revenue Acts, the same
as any other stock dividend, even though the dividend stock wa.4 of a quality
which Congress might have taxed as income (Helveriig v. Gowran, supra).
The Courts may construe tile decision of the Goiran. rase as holding that tile

basis of all stock dividends constituting Income, Including those which rtpre-
sent the distribution of the aforesaid "tax-paid" surplus, Is zero. Likewise,
Congress at this Session may give- legislative sanction to the decision In tile

"A stock dividend shall not be subject to tax."
s For shilplicity, we have assumed a case of a single shareholder. The principle is

equally applicable to a corporation having several or numerous shareholders.
aQuoted in the Appendix of this Memorandum.
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Gowran ca8e by expressly providing that the basis of all stock dividends con-
stituting Income under the Sixteenth Amendment but not taxable when re-
ceived is zero. If Congress is not forewarned, the statutory declaration may be
In such comprehensive terms as to include a stock dividend which represented
a distribution of the "tax paid" surplus.

Such an application of the Gowran decision or such a statutory provision
would result in double taxation--one tax having been paid under Section
102 (d) of the several Revenue Acts and the other upon the entire proceeds
from the sale or other disposition of the stock dividend. The inequity of such
a double tax Is apparent. It would nullify the express command contained In
Section 102 (d) that "any subsequent distribution made by the corporation out
of earnings or profits for such taxable year shall * * * be exempt from tax
in the amount of the share so included." Manifestly, the Supreme Court did
not contemplate or intend this result The Gowran decision is predicated
squarely upon the proposition that the distribution of Income in the form of
stock dividends had escaped taxation by virtue of the complete statutory exemp-
tion granted by Congress in tile several Revenue Acts. The language of Mr.
Justice Brandeis is perfectly clear on this point. He said:

"Furthermore, unlike Section 22 (b) (3), excluding from gross income the
value of gifts and legacies, Section 115 (f) cannot, in view of its history, be
taken as a declaration of Congressional intent that the value of all stock divi-
dends shall be immune from tax not only when received but also when con-
verted into money or other property. Gain on them is, therefore, to be com-
puted as provided in Sections 111 and 113, by the 'excess of the amount realized'
over 'the cost of such property' to the taxpayer. As the cost of the preferred
stock to Gowran was zero, the whole of the proceeds is taxable."

Clearly, this reasoning is not applicable to the situation under discussion,
because here the surplus distributed in the form of a stock dividend has borne
its full measure of tax the same as if it had been distributed to the shareholder
in the form of a cash or property dividend.

We submit, therefore, that Congress should expressly provide in Section 113
that the basis of i stock dividend constituting Income under the Sixteenth
Amendment which represents a distribution of earnings and profits on which
the tax has been paid under the provisions of Section 102 (d) of the Revenue
Act of 1930, or of a corresponding provision of a prior Revenue Act, shall be
its fair market value at the time of receipt, provided, of course, that the
dividend was received by a shareholder who had reported such earnings or
profits in his individual return.

A precedent for this amendment is found in Sections 113 (b) (1) (D)' of
the Revenue Acts of 1932, 1934, and 1936, which except the distribution of
earnings or profits of a personal service corporation from the class of tax-free
distributions which require an adjustment of the basis of the old stock. The
reasoning underlying this provision Is precisely the same as the amendment
here proposed-namely, that the shareholder of the corporation has paid the
tax upon the earnings and profits of the corporation.

We submit, therefore, the following as an appropriate addition to Section 113
of the Revenue Act of 1936:

AMENDMENT OF SErzON 118 (B) (1)

(b) * * *
(1) * * *
(G) Stock dividends repre8entilg a distribution of earings or profits oil

which tax had been paid.-In the case of stock of a corporation issued as a
stock dividend which constituted income within the meaning of the Sixteenth
Amendment to the Constitution, and if such stock represented a distribution
of earnings or profits of the corporation (as defined in Section 115 of the
Revenue Act of 19130 (or of this Act)) which the distributed had included as
gross income In his income tax return under the provisions of Section 102 (d)
of the Revenue Act of 1936, or a corresponding provision of a prior Revenue
Act for the face value of such stock or its fair market value at the time of
its Issuance, whichever Is lower. The provision of this sub-paragraph shall
be npl)lcable under the Revenue Acts of 1926 to 1938, inclusive.

It Is important that this amendment shall apply to all of the previous Revenue
Acts from 1926 to 1930, Inclusive. If preferable, the last paragraph may be
omitted, and a new subsection may-be inserted to provide that the foregoing
provision shall apply under the Revenue Acts of 1926 to 1930, iliclusihe.

'Quoted In the appendix.
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The section corresponding to Section 102 (d) of the Revenue Act of 1936
originated in the Revenue Act of 1926 (Section 220 (d)). Accordingly, it is
unnecessary to amend any statute prior to the Revenue Act of 1926.

AMENDMENT OF SfOrxON 115 (H)s

Consideration of the situation here discussed also indicates the advisability
of amending Section 115 (h) of the Revenue Act of 1936 provide that a stock
dividend representing a distribution of "tax paid" surplus shall be considered
a distribution of earnings or profits of the corporation even though the divi-
dend was exempt from taxation under the provisions of Section 115 (f) of the
applicable Revenue Acts. Section 115 (h), as it is understood, Is simply a
legislative approval of the principle established by the Board of Tax Appeals
that the distribution of a stock dividend which is exempt from taxation does
not diminish the earnings or profits of the declaring corporation. (Horrmann
v. Comtnsi8loner, 34 B, T. A. 1178, and cases cited therein.)

The presumptive purpose of this decision of the Board and of. the legislative
adoption thereof was to protect the revenue by foreclosing the claim that a
stock dividend diminishes earned surplus with the result that a subsequent
cash or property dividend would not constitute a taxable dividend under the
definition contained In Section 115 (a) I of the Rlevenue Act of 1936.

The purpose which Section 115 (h) was Intended to accomplish is not present
where the tax has been paid upon the earned surplus of the corporation under
the provisions of Section 102 (d) of the Revenue Act of 1936 and the correspond-
lng provisions of a prior Revenue Act. Indeed, a literal interpretation of
Section 115 (h) would permit a corporation having a "tax paid" surplus to
distribute a stock dividend which constitutes Income without diminishing the
tax-exempt fund.

It is, therefore, to the advantage of the revenue, in so far as the taxability
of future distributions is concerned, to amend subsection (I) to correct this
inconsistency. Moreover, this statutory provision is inconsistent with the
amendment herein proposed relating to the basis of a stock dividend distributed
from the "tax paid" surplus of a corporation because it expressly says that
such an exempt stock dividend, whether distributed before or after January 1,
1936, "shall not be considered a distribution of earnings or profits of any
corporation." There would be a lack of uniformity in the law if the statute
should provide that the basis of such a stock dividend shall be the equivalent
of its fair market value unless the stock dividend represented a distribution
of earnings or profits.

We suggest the following amendment to accomplish this purpose, the addition
to the present statute being underscored:

"(h) Effect on earnings and profits of distributions of stock.-The dfstribu-
tion (whether before January 1, 1936, or on or after such date) to a distributee
by or on behalf of a corporation of its stock or securities or stock or securities
in another corporation shall not be considered a distribution of earnings or
profits of any corporation-

"(1) if no gain to such distributee from the receipt of such stock or securities
was recognized by law, or

"(2) if the distribution was not subject to tax In the hands of such dis-
tributee because it did not constitute Income to him within the meaning of the
Sixteenth Amendment to the Constitution or because exempt to hini under
section 115 (f) of the Revenue Act of 1934 or a corresponding provision of a
prior Revenue Act.

"As used in this subsection the term 'stock or securities' includes rights to
acquire stock or securities."

This subsection will not apply to a distribution by a corporation of its own
stock or securities or stock or securities in another corporation which represent
a distribution of earnings or profits which the distributee had included as gross
Income in his income tax return under the provisions of section 102 (d) of the
Revenue Act of 1936 or a corresponding provision of a prior Revenue Act.

AMENDMENT OF SECTION 113 (hi (1) (D) '

For substantially the same reasons, Section 113 (b) (1) (D) of the Revenue
Act of 1936, relating to the basis of stock on which a non-taxable distribution

$Quoted in the. appendix.
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has been made, should be amended to classify distributions of "tax-paid" sur-
plus, whether in the form of cash, property, or stock dividends, the same as
distributions of a personal service corporation. As above indicated, the "tax-
paid" surplus Is of the same quality as the surplus of a personal service corpo-
ration In that the tax upon the annual earnings and profits of each of these
classes of corporations has been paid. Accordingly, there Is no Justification for
requiring an adjustment in the basJs of the stock on which the distribution was
made.

This purpose could be accomplished by amending Section 113 (b) (1) (D) to
read as follows, the addition to tho present statute being in italics:

"(1) General rule.-Proper adjustment In respect of the property shall in all
cases be made-

"(D) in the case of stock (to thD extent not provided for in the foregoing
subparagraphs) for the amount of distributions previously made which, under
the law applicable to the year In which the distribution was made, either were
tax-free or were applicable in reduction of basis (not Including the distribu-
tions made by a corporation, which was classified as a personal service corpo-
ration under the provisions of the Revenue Act of 1918 or 1921, out of Its earn-
Ings or profits which were taxable in accordance with the provisions of section
218 of the Revenue Act of 1918 or :1921, out of its earnings or profits which
were taxable In accordance with the provisions of section 218 of the Revenue
Act of 1918 or 1921, and not including distributions made by a corporation as a
dividend in cash, property or its owns stock or securities, representing a dis-
tribution of earnings or profits which the distributee had Included as gross
income In his.income tax return under the provisions of section 102 (d) of the
Revenue Act of 1936 or a corresponding provision of a prior Revenue Act)."

We are confident that the Treasury will endorse these amendments and the
Congress will be ldeascd to adopt them. In our opilnon, they are imperatively
needed to reconcile the statutes with the provisions of Section 102 (d) and the
decision of the Supreme Court In' the Gowran case. Their effect will be
beneficial to the Government and to taxpayers alike in that the Government
will be able to collect expeditiously taxes justly owing and taxpayers will
obtain legislative assurance that they will not be unjustly penalized as a result
of having followed the literal language of Section 102 (d) of the Revenue
Act of 1936 and the corresponding proviions of a prior Revenue statute.

The only possible objectii, Is that thuse proposals are legislative recognition
of a self-evident principle which the Treasury will concede or the Courts
enforce. Unfortunately, this is an Inadequate answer. There is no assurance
that the Treasury will make this conceslon unless Congress gives legislative
approval. Enforcement by the Courts would Involve prolonged and expensive
litigation. The uncertainty in the present nituatlon is established by the fact
that the question of the basis of the old stock on which a stock dividend had
been declared was appealed to two Circuit Courts of Appeals," and each Court
having reached a different conclusion, it was necessary for the Supreme Court
to resolve the doubt by granting a writ of certiorari in the Koshland case.'
Likewise, the questions of the taxability of thb stock dividend when received.
and of the basis of the new stock, were appealed to two Circuit Courts "
and again time Supreme Court ' was obliged to determine the questions on
writs of certiorari.

For the foregoing reasons, we submit that these proposed amendments should
be adopted in the Interest of a sound public policy.

Respectfully submitted.
BALDWIN, TODD & YOUNO,

Counsclors at Law, New York.
O Counsel,

RIOBFRT A. YoUNo,
M. WARD WHALE.

Washington Counsel,
Psxw SAVOY.

PTillotson Manufacturing Company v. C(omml*sfoner, 76 Fed. (2d) 189; tTet'ering v.
Helvering, 81 Fed. (2d) 641.

*Koehland v. Helvering, 298 U. S. 441.
I Oowran v. Helvering, 87 Fed. (2d) 125; Pt f er v. Helrcrng, 88 Fed. (2d) 3.11Helvering v. Gowran, supra; Helvering v. Pfefffcr, decided December 0, 1937.



44 REVENUE ACT OF ;108

APPENDIX

SECTION 102 (D), REVENUE ACT OF 1034

(d) Payment of 8urtaio on pro rata shares.-The tax Imposed by this section
shall not apply if (1) all the shareholders of tie corporation Include (at the
time of filing their returns) in their gross income their entire pro rata shares,
whether distributed or not, of the retained net income of the corporation for
such year, and (2) 90 per centum or more of such retained net income is so
included In the gross income of shareholders other than corporations. Any
amount so included In the gross income of a shareholder shall be treated as a
dividend received. Any subsequent distribution made by the corporation out
of earning or profits for such taxable year shall, If distributed to any share-
holder who has so Included In his gross income his pro rata share, be exempt
from tax in the amount of the share so included.

SEFION 115 (II), REVENUE ACT OF 1930

(h) Effect on carning8 and profit8 of dfstribitions of stock.-The distribution
(whether before January 1, 1930, or on or after such date) to a distributed by or
on behalf of a corporation of Its stock or securities or stock or securities in
another corporation shall not be considered a distribution of earnings or profits
of any corporation-

(1) if no gain to such distributed front the receipt of such stock or securities
was recognized by law; or

(2) if the distribution was not subject to tax In the hands of such distrilhtee
because it did not constitute Ilnone to him within the ineaning of the Sixteenth
Amendment to the Constitution or because exempt to him under section 115 (f)
of the Revenue Act of 1934 or a corresponding provision of a prior Revenue Act.

As used in this subsection, the term "stock or securities" includes rights 0
acquire stock or securities.

SECIlON 113 (M) (1) (1)), REVENUE ACT OF 19:,16

(1) General rule.-Propet adjustment in respect of the prop rty shall in all
cases be made-

(1)) in the cage of stock (to the extent not provided for in the foregoing sub-
paragraphs) for the amount of distrihutihis previously llade which, under the
law applicable to tile year in which the distribution wNas made, either were tax-
free or were applicable In reduction of basis (not Including distribution made
by a corporation, which wits classified as a personal service corporation under the
provisions of the Revenue Act of 1918 or 1921, out of its earnings or profits which
were taxable in accordance with tile provisions of section 218 of the Revenue Act
of 1918 or 1921).

SECION 115 (A) OF TilE RvENIE .T OF 1I'3R

(a) Definition of dirfde id.-The term "dividend" Whell used in thls title
(except In section 203 (a) (3) and section 207 (e) (1). relating to Insurance
companies) means any distribution 1ade by a corporation to Its shareholders,
whether in money or in otlier property, (1) out of Its earnilngs or profits accunlu-
lated after February 28. 1913, or (2) out of tile earnings or profits of tile taxable
year (computed as of the close of tile taxable year without diimliinution 1by reason
of any distributions made during the taxable year), without regard to the
amount of the earnings and profits at the time tile distribution wits made.

PROPosED AMENDMENTS To BEF INCI. UllU) IN Rux"TxuE ACT OF 138

Amendment of Section 113 (b) (1) :
(0) In the case of stock of a corporation Issued as a stock diidond which

constituted Income within tile meaning of tile Sixteentil Anlelment to tile Con-
stitltilon, and If such stock renresented a distribution of earnings or profits of
tile corporation (as defined Iil Rection 111 of te TIrvenue Act of 1930 (or of this
Act) ) whih the distriutee lind illdP(1 as gross ioie II Ill his incnle tax
return under the provislow of .w-tion 102 (d) of the Rovenue Act of 1930, or a
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corresponding provision'of a prior Revenue Act, for the face value of such stock
or its fair market value when issued as a stock dividend, whichever Is lower.

The foregoing provision shall apply under the Revenue Acts of 1926 to 1938,
inclusive.

Amendment of Section 115 (h), addition to the present Statute being under-
scored:

(h) Effect on earnings and profits of distributions of stock,-The distribution
(whether before January 1, 1930, or on or after such date) to a distributee by
or on behalf of a corporation of its stock or securities or stock or securities In
another corporation shall not be considered a distribution of earnings or profits
of any corporation-

(1) If no gain to such distributee from the receipt of such stock or securities
was recognized by law, or

(2) If the distribution was not subject to tax In the hands of such dis-
tributee because it did not constitute income to him within the meaning of the
Sixteenth Amendment to the Constitution or because exempt to hi under
section 115 (f) of the Revenue Act of 1934 or a corresponding provision of a
prior Revenue Act.

As used in this subsection the term "stock or securities" Includes rights to
acquire stock or securities.

This subsection will not apply to a distribution by a corporation of its oe
stock or securities or stock or securities in another corporation which repre-
sent a distribution of earnings or profits which the distributcc had included as
gross income in his income tax return under the provisions of section 102 (d)
of the Revenuc Act of 1936 or a corresponding provision of a prior Rercnue Act.

Amendment of Section 113 (b) (1) (1)), the addition to the present statute
beij)g underscored:

(1) General rnlc.-Proper adjustment in respect of the property shall in all
cases be made--

(D) in the case of stock (to the extent not provided for In the foregoing
subparagraphs) for the amount of distributions previously made which, under
the law applicable to the year in which the dlistrbutim was made, either were
tax-free or were applicable In reduction of Inmsis (not Including distributions
made by a corporation, which was classified as a persimm service corporation
under the provisions of the Revenue Act of 1918 or 1921, out (if its earnings or
profits which were taxable In accordance with the provisions of section 218 of
the Revenue Act of 1918 or 11Y21, and not including distributions made bl a
corporation as a div'idend in cash, properly, or its own stock or securilics. r'p-
resenting a distribution of earnings or profits which the distributee had include d
as gros, inomne in his income ta return under the prorislons of station I02 (d)
of the Revenue Act of 1936 or a corresponding provision of a prior Revenue
Act).

The Cmrrin,AN. The next witness will be Mr. Lozier, of Washing-
ton, D. C., representing the National Institute of Oil Seed Products.

STATEMENT OF HON. RALPH F. LOZIER, REPRESENTING THE
NATIONAL INSTITUTE OF OIL SEED PRODUCTS

Mr. Lozitt. My name is Ralph F. Lozier. I reside in Carrollton,
Mo. I represnt the National Institute of Oil Seed I'roducts, a group
of crushers and processors of vegetable oils. I also sl)eak for tho
National Paint, Varnisl l, ald Lacquer Associat;)n, a Nation-wide
organization, composed of the principal manufacturers of paints,
varnishes, and lacquers. I am handing to the rel)orlter for inclusion
in the record a statement of tlje organizations which constitute the
National Institute of Oil Seed Products.

(The statement referred to follows:)
Member companies of San Francisco, Calif.: Pacific Vegetable Oil Corporation,

R. J. IRoessling & Co., C. 1. Jennings & Co., S. L. Jones & Co., and El Dorado Oil
Works.

Meniber companies of Berkeley, Calif. : Durkee Famous Foods, Im., and
Berkeley Oil & Meal Co.
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Member company of Oakland, Calif.: Western Vegetable Oil Corporation.
Member companies of Los Angeles, Calif.: Snow Brokerage Co., California

Flaxseed Products Co., Copra Oil & Meal Co., Pacific Nut Oil Co., Globe Grain &
Milling Co., Pacific Oil & Meal Co., Vegetable Oil Products Co., California Cotton
Oil Corporation, and Producers Cotton Oil Co., Fresno, Calif.

Spencer Kellogg & Sons, Inc.: Buffalo, N. Y.; Edgewater, N. J.; Chicago, Ill.';
Des Moines, Iowa; St. Paul, Minneapolis, and Duluth, Minn.; and Kansas
City, Mo.

I call the attention of the committee to page 301 of the pending bill,
sub aragraph (D).

'T11e CAIMAN. Are you in favor of this provision?
Mr. LoziE. This provision as written in that paragraph, is simply

a restatement of the existing law.
Senator KINo. Which section is that?
Mr. LozrER. Subsection (D) on page 301. This is simply a re-

statement of the existing law which was incorporated in the revenue
bill of 1936. I am opposing this provision and am asking the Con-
gress to rectify a possible error a miscarriage in legislation.

Senator KINo. Will you pardon us for one moment? What page
is that?

Mr. LOZFmn. This is the bill as it came from the House. It is on
page 304 of the original House bill, but on page 301 of the bill as
passed by the House. It is paragraph (D), page 301, section 702.

Senator KING. That is the old perilla-seed law.
Mr. LozrEm. Yes, sir.
The CHAIRMAN. The provision that you are talking about is hemp-

seed, perilla seed, rapeseed, sesame seed, and kapok seed?
Mr. Lozli. Yes. The proposed amendment is this: Perilla seed,

1.31 cents; hempseed, 0.76 cent; kapok seed, 0.51 cent; sesame seed,
1.05 cents; and rapeseed, 1.23 cents per pound.

Senator KING. You mean that is the excise?
Mr. LoziER. That is the amendment which we are asking the com-

mittee to incorporate in this bill.
The CHAITIMAN. Have you a brief?
Mr. LOZIF.R. I do not have it completed. I will be glad to file it.
'Senator KINo. You would make it less than the 2 cents?
Mr. LozimR. Yes, sir. Until the enactment of the revenue bill of

1986 these seeds were duty-free and tax-.'-e. In the 1936 revenue
bill, without any hearings in either the House or Senate, this amend-
ment was engrafted on that bill by the Senate Finance Committee.

Senator KINo. You ought to see one of the Senators in North
Carolina about this.

Mr. Lozrnn. I am quite sure that the Senator from North Carolina,
when he sponsored this amendment, was not informed or advised as
to the effect of this amendment, as to really what this amendment
proposed to do.

Senator KIwNO. What about the Farm Bureau?
Mr. LoziEn. The Farm Bureau as a Bureau I do not think was

interested in it. But some people who, collaborated with the members
of the Farm Bureau I think were responsible for this provision.

Let me say that here is a provision that nobody in or out of the
Government approves, nobody in Congress or out of Congress with
whom I have conversed, justifies these rates. Here is a flat rate of
2 cents a pound on five commodities that are imported for their oil
yield exclusively, and this 2-cent rate does not take into consideration
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the variable oil content of these five seeds. The oil content ranges
from 18 percent to 48 percent. Kapok, 18 percent; hemp, 24 percent;
rape, 85 percent; perilla, 37 percent; and sesame, 48 percent.

Now this is not a flat and uniform tax, and if translated into terms
of oil, it means a tax on the oil processed from these seeds, as
follows: Sesame, 4.16 cents a pound; perilla, 5.41 cents a pound;
rape, 5.71 cents a pound; hemp, 8.33 cents a pound; and kapok,
11.11 cents a pound. In other wor(ls, this is a rate structure that is
absolutely unscientific, that is indefensible, which violates every con-
cept of every political party in the United States and all schools
of political thought.

In response to the suggestion of the chairman I will say that a
study of the 187 major tariff laws adopted since the formation of
the United States, you cannot find a provision that was deliberately
inserted in any tariff or revenue bill of that kind, because it places
the tax upon the raw material high above the tax upon the finished
product. In other words, the duty upon finished sesame oil imported
from China or Japan is only 3 cents a pound, and yet this imposes
a duty upon the oil that comes from these imported seeds of 4.16
cents a pound, and when you take all of these seeds and reduce them
to terms of oil, it brings the tax up as high as 11.11 cents a pound.

Senator KINO. Are there any oils produced in the United States
comparable with them in texture, or in quality, chemically or other-
wise?

Mr. LozIxR. There are not, with this modification: Two of these
oils, perilla and hemp, are drying oils. Rape oil is essentially a lu-
bricant. Sesame oil and kapok oil are edible oils and they belong,
in a general way, to tile cottonseed group, but, as a matter of fact
sesame possesses certain qualities and properties which are not found
in any other oil; that is, the property of holding up, not breaking
down, when used for prepared flours, lard substitutes, compounds,
salads, shortening, and so forth.

Senator KINO. Pardon the interruption. In connection with lac-
quers, paints, and varnishes, how many of these oils are used?

Mr. LoziEn. Perilla and hemp oil are drying oils and belong in
the same general class as linseed oil.

Now, you ask as to whether or not they interfere in any way with
our domestic products. Of course, perilla and hemp oil belong to
the linseed-oil group, but as a matter of fact we have, for years,
been on an importing basis, as far as our drying oils are concerned.
We only produce about one-fifth of the linseed oil which is utilized
in our domestic consumption.

Perilla oil, by reason of its high-drying power, or iodine number,
or capacity to absorb oxygen from the air, is very much in demand
for-several reasons: In the first place, it is an aid to the domestic
linseed oil, which frequently is deficient in drying power or iodine
number, or capacity, to absorb oxygen from the air. So, as a matter
of fact, it does not enter into competition with any of these oils.

Take for instance flaxseed out of which linseed oil is processed.
We produced last year about 6,000,000 bushels. About 700,000 bushels
were necessary for seed and last year we imported into this country
28,000,000 bushels of Aaxseed, more than 1,533,000,000 pounds of
flaxseed, and, as a matter of fact, it makes no difference to the proc-
essors of flaxseed, or growers of flaxseed of the United States, whether
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perilla and hemp seeds come in or not, because if they are displaced
and embargoed, it simply means, as the departments have pointed
out, an opportunity for other oils of the same type to come in and
take their place. It is just like creating a vacuum. Whenever you
create a vacuum in the ocean, other waters rush in to fill the place of
the displaced waters. So, as a matter of fact, the domestic flax
growers are not vitally interested in this matter, because they only
produce about one-fifth of all the linseed oil that is consumed in this
country. Of course there is about five or six hundred million pounds
of Argentine flaxseed coming in every year, and the introduction
of these few million pounds of seeds, two of which produce drying
oils, viz, hempseed and perilla seed, would not in any degree affect
the competitive situation in the United States.

Senator KIo. My recollection is we went into it very fully at
the last hearing. The rapeseed would occupy a more advantageous
position than perilla or any of the others.

Mr. Loziri. Of course, rapeseed is a go-between oil.
Senator KINo. A sort of a catalyst.
Mr. Lozin. It is classified as edible oil, but is essentially a lubri-

cant, and I think, as a national policy, inedible' rapeseed oil ought
to be admitted, as it was admitted under section 1732 of the Tariff
Act of 1930, because it performs a useful function in airplane lubri-
cation and the reciprocating type of engine. As a matter of fact,
the present rapeseed tax his .transferred our rapeseed market to
Europe. The 2-cents-per-pound tax on rapeseed has practically
destroyed our domestic rape.eed market.

Now, I must close. Bef,,re this bill was passed, without a hear-
ing, my clients were profitably processing these seeds. Their mills
have been closed by the present taxes, and as a result, as pointed out
by the Department of Agriculture, and as pointed out by the Depart-
ment of Commerce in their bulletins on several occasions, the effect
of this bill has been to transfer the processing of these commodities
to the Orient. I have a bulletin in which, they call attention to the
fact-a bulletin issued by the Department ' of Agriculture-that
within the last few years here have been 160 mills built in Japan

'for the processing of the one commodity, namely, the processing of
rapeseed. So it is just simply a quedion" of whether or not this
Congress, and the United States Government, will give to this de-
serving and useful industry the same consideration that it gives to
other industries.

Now, we do not ask that these seeds come in free of tax or duty.
We are willing to have whatever the Congress of the United States
says is a fair and reasonable tax on these seeds, but let us show what
the situation is at the present time. The present law penalizes the
domestic processor of these seeds from $3.22 to $24.64 a ton. In
other words, before the American processor can get upon an equal
status, upon the zero line with the foreigner, he has to pay a penalty
of $3.22 to $24.64 a ton, and, as a matter of fact, on all of these
seeds our domestic producers are penalized and placed below the
parity line in favor of foreign producers.

No'w, it is a fundamental policy of the United States, and of all
governments that where foreign commoditis are to enter a- nation
they should enter ihi the form of raw material, so that. they. maw b6
processed in our Ainerican mills by American workmen, bitt ,thnt
policy has been reversed, and one of the results of the 19361 .
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Act has been to suspend the processing of these oils in the United
States, and to accentuate their production in the Orient. So as a
matter of fact, if the committee please, when we analyze these present
rates there is absolutely no defense that can be offered for them.

Now, someone says, "We do not want these oils to come in from
Japan." Over before the Ways and Means Committee the issue was
raised that some of the seeds came from Japan. Well, we are not
importing those oils for the benefit of Japan, we are importing those
oils for the benefit of the American people. We are bringing those
oils in for the same reason that we bring tin in from the Federation
of Malay States.

We are bringing these seeds in for the same reason that we bring
coffee from Brazil, mahogany from Latin America, raw silk from
Japan, or rubber from Sumatra and East India. We are bringing
in these seeds for the same reason that we bring in many other raw
materials which we need .and must have to meet our national needs
and in order to build up our domestic industries. So it is not a
question of accommodating Japan, but of satisfying our domestic
requirements. As I was told at the Japanese Em bassy, "We do not
want the Bailey amendment repealed. We prefer to process these
seeds in Japan and then we will have the cake, which is very valuable
in Japan." The cake is a residue of these seeds.

I have watched tariff bills for years; I have been a diligent student
of our tariff system, but probably not an efficient one, and I have
never been able to find another 'bill where Congress intentionally
pl aced the duty upon the finished product imported from the foreign
lands (town here I indicating] and placed a duty upon the raw mate-
rial way up here [indicating].

So, as a matter of fact, what my people want is not special favors.
We want the same treatment tlat Congress gives to every other
American industry. We want a schedule of rates enacted by this
Congress that will be reasonable, that will be defensible, that will
enable these manufacturers to open their mills and again process
these commodities by American capital and American labor. The
present taxes are absolutely unjustifiable and indefensible.

I want to say, since you mentioned Senator Bailey-
Senator KN(o. I have not mentioned any Senator.
Mr. LoziER. You mentioned "a Senator from North Carolina."

I want to say I am qdite sure that had he understood at that time
what 2 cents per pound meant, if the men that handed him that
amendment had said to him that 2 cents a pound on kapok seed
meant 11.11 cents a pound on the oil, or that the 2 cents a pound
on hempseed meant 81/, cents a pound, I am quite sure Senator Bailey,
and the other members of the Finance Committee and Senate would
not have given their sanction to 2 cents per pound tax on these seeds.

The CHAIRMAN. That amendment was offered on the floor. They
had quite a bit to say on it.

Mr. LOZIER. It was first offered, I think, in the committee, and the
committee disallowed it.

The CIRTMAN. The first time the public hearing oi this oil ques-
tion was had we had quite a time of it. Then, afterward, it was
amended to stop some. loophole, and it went out in a third basket
clause, so to speak, and it caught.al these different kinds of seed.

Mr.. Loz a.. Yes.
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Senator TOWNseND. What percent of the seed is processed here
Mr. LoziEn. All of it that is imported is processed here. As a

matter of fact there is another thing I want to call your attention to,
and that is that while under the present law these seeds are em-
bargoed the oil is coming in here it is coining in right along, and
that oil is processed in Japan by Japanese labor.

Senator KiNG. Your position is that we have driven the processing
out of the United States over into Japan, China, and other countries?

Mr. LozEJ. Yes. In other words, last year, 1937, 44,239,000
pounds of sesame came in here, which is only 15,000 000 pounds less
than came in here and was domestically processed when sesame seed
was on the free list.

The CHAIRMAN. Mr. Lozier, some days ago Senator Johnson took
this matter up with the chairman of the committee and we requested
of the Tariff Commission and the State Department certain facts
respecting this matter. When we go into .executive session we will
go over your argument and the facts that you present, as- well as the
facts furnished to us by the State Department and the Tariff
Commission.

Mr. LozrEn. I thank you.
Senator KING. Mr. Chairman, I think it might be fair to Mr.

Lozier to say that the State Department and the Department of Com-
merce have their views, and that he ought to have an opportunity
to reply to them.

The CHAMMAN. You may take these letters and look over them
[handing papers to Mr. Lozier].

(The letters from the Department of State and the Tariff Commis-
sion referred to by the chairman are as follows:)

MARCH 10, 1938.
The Honorable PAT HARRISON,

United Htates Senate.
My DEAR SENATOR HARRISON: I refer to your letter of March 12, 1938, enclosing

a copy of a letter addressed to you by Senator Johnson, of California, regarding
the correction In the pending revenue act of the excise tax of 2 cents per pound
Imposed on Imports of certain oil seeds.

The situation is briefly as follows. The subcommitte of the Ways and Means
Committee on the proposed revision of the revenue laws recommended (recom-
mendation No. 01) that this uniform rate of 2 cents per pound be amended to
rates varying from 0.73 cent per pound on kapok seed to 1.51 cents per pound on
rapeseed. '[his recommendation was not included in the bill as reported by the
Ways and Means Committee. According to my understanding, the major reason
for the elimination of this recommendation of the subcommittee was that the
Ways and Means Committee was not convinced that the specific rates had been
appropriately determined.

I believe that the question of altering the flat 2-cent rate may have originally
been brought to the subcommittee of the Ways and Means Committee in a
letter which I addressed to the Honorable Fred M. Vinson, chairman of the
subcommittee, on October 5, 1937 dealing with certain types of excise taxes
which have been included in recent revenue acts and which, if one may
judge by the number of bills introduced Into the Congress in recent sessions,
strongly tend to increase in number. These are the excise taxes levied on
imports but not on domestic production of materials and taxes which are
levied on the processing of materials, none or practically none of which Is
produced in continental United States. In this letter I was transmitting the
recommendations of the Executive Committee on Commercial Policy, which
had given careful study to the question of these taxes.

Among the recommendations transmitted to the subcommittee of the Ways
and Means Committee one was the "adjustment of the rates applicable to
the taxes on oil seeds so that there shall exist no less Inducement to crush
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the seeds in the United States (rather than to Import foreign oil) than existed
prior to the Imposition of the excise taxes." As indicated above, this sugges-
tion was apparently reflected in the subcommittee's recommendation No. 01.

The determination of the appropriate specific rates to give effect to this
recommendation is a matter requiring technical competence which this Depart-
ment does not presume to have. On that part of the question I believe that
the United States Tariff Commission is in a position to advise your committee,
and I gather from Senator Johnson's letter to you that you may already have
referred that part of the question to the Tariff Commission.

So long as the excise tax on oil seeds remains substantially higher than
the equivalent tax on the oils produced from those seeds, a stimulus is naturally
given to the imports of oils rather than of seeds, to the detriment of domestic
crushers without affording additional protection to producers in this country
whose products compete with the oils so imported. It is the correction of this
situation which is the objective of the amendment of the rates on oil seeds
which was included as recommendation No. 61 of the subcommittee of the
Ways and Means Committee.

Because of the urgency of the matter this letter has not been submitted to
the Acting Director of the Budget.

Sincerely yours,
CORDELL HULL.

MARCH 15, 1938.
The Honorable PAT HANSON,

Chairman, Senate Finance Conimittce, United Statea Seniate.
MY DE u SENATOR HAnMSoN: I have your letter of March 12 enclosing a copy

of a letter to you from Senator Johnson of California concerning the excise
taxes on perilla, hemp, sesame, kapok, and rapeseeds. I am submitting a mem-
orandum answering, so far as it can be done, the questions raised in Senator
Johnson's letter.

The situation with respect to the excise taxes may be summarized as follows:
1. The excise tax of 2 cents per pound applying to imports of perilla, hemp,

sesame, kapok, and rapeseeds is higher (except as noted in the accompanying
memorandum) than the combined tariff duties and excise taxes applying to
imports of oils and oil cakes derived from these seeds. In consequence, any
imports are almost entirely in the form of oil. This places domestic crushers
in a disadvantageous position with respect to the imported oils and oil cakes.

2. This disadvantage would not be removed by merely reducing the rates on
the seeds in question so as to establish compensatory relationships between
them and the import charges on the corresponding oils and oil cakes; that is,
so as to make the rates on each seed equivalent to the charges now applicable
to the imports of the corresponding oil and cake, taking Into account its oil and
cake yields. To make such reduction in the case, for example, of perilla oil,
would merely mean a reversion to the situation existing before August 1936
when, with both the oil and seed on the free list, seeds were crushed here only
sporadically.

3. In order to make it possible for domestic crushers to supply a regular and
considerable part of any domestic consumption of the oils in question, it would
be necessary to reduce the rates on the seeds in relation to the charges on the
corresponding oils so as to afford' the domestic oil-crushing industry a protective,
as well as a compensatory, differential. Domestic crushers make the point that
on perilla and hemp seeds, which are competitive with flaxseed, they should have
the same protective differential, about fifty-three one-hundredths of 1 cent
per pound, as they have on flaxseed. The point is a strong one, but it should
be pointed out that under this differential imports of linseed oil have been neg-
figible. If it should be applied to the oil seeds in question, it is probable that
In their case also imports would be confined largely to seeds Instead of as now
largely to oils. It is probable also that the rates on seeds, based on such a
differential, would have the effect of reducing somewhat the protection afforded
domestic producers of oil-bearing materials by existing duties and excise taxes.

4. The Tariff Commission has no data on the seeds in question Indicative of
the differences between the crushing and other costs here and abroad. It can-
not, therefore, specify the differentials which will protect domestic crushing
without significantly changing the protection at present afforded domestic pro-
ducers of oil-bearing materials. The differential might, however, be arbitrarily
fixed by act of the Congress. Computed rates based upon a number of specified
differentials are set forth in the accompanying memorandum.
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If there Is any further information which we can give, we shall be glad to
supply it.

Sincerely yours,
RAYMOND B. STEVENS, Chairmtran

MEMORANDUM ON THE ADJUSTMENT OF RATES ON PERILLA SEED, HEMPSEED, KAPOK
SEED, RAPESEED, AND SESAME SlE!) 80 AS TO AFFORD DOMESTIC CRUSIIERS ADE-
QUATE OPPORTUNITY TO SUPPLY THE LARGFR PART OF THE DOMESTIC CONSUMPTION
OF THE OILS MADB FROM THESE SEEDS

Under existing legislation, imports of .perilla seed, hempseed, kapok seed,
rapeseed, and sesame seed enter free of tariff ditty but are subject to an
import excise tax of 2 cents per pound. This excise tax exceeds (with only
two exceptions which probably can be ignored for the purposes at hand)' the
combined tariff duties and excise taxes applicable to imports of the oil and oil
cake derived from each of such seeds. Under these circumstances, it will not
ordinarily be possible to import these seeds for crushing here. In fact, except
for relatively snall quantities of sesame seed, there have been practically no
imports of these seeds imported for crushing since the present excise taxes
went into effect in August 1930.

If the excise taxes o! the above-nentioned seeds were to be adjusted so that
they would be the equivalent of the charges now applicable to imports of the
corresponding oil antd cake, taking into account the different oil yields of the
various seeds (but not taking into account differences in foreign and domestic
crushing costs), the rates on the seeds (in cents per pound) would be as
follows:

TABLE I
Coat per Cents per
pound pound

Perilla seed -------------------- 1.84 Rapeseed ---------------------- 1.76
Hempseed --------------------- 1.65 Sesame seed ------------------- 1.58
Kapok seed ------------------ 1.20

If the rates o1 oil seeds were to he adjusted so tht (loinestic consumpllIon
of the oil and the cake derived from each of the seeds would be supplied
principally by domestic crushers using Imported seed, these rates would have
to be lowered to afford a protective differential to domestic crushers. The rates
oil linseed oil and flaxseed have been suggested by domestic crushers as a
proper basis to use in calculating rates on the seeds in question, particularly
on perilla seed and hempseed, tlnce the oils derived from these seeds compete
with linseed oil. The protective differential which domestic crushers of im-
ported flaxseed now have amounts to 0.53 cent per pound of seed, without
including adjustment for the draw-back on cake.2 Under this differential, im-
ports of linseed oil have been negligible as coml)ared with imports of flaxseed.

If the differential of 0.53 cent per pound of seed should be applied to the
rates on tbe oil seeds under consideration, the rates in cents per pound would
be as follows:

TABLE II
Cents per Cents per

pound pound
Perila seed ----------------- 1.31 Rapeseed - - - - - - - - - - - - - - - - - - 1.23
Hempseed ------------ 1.12 Sesame seed ------------------- 1.05
Kapok seed-.73

The rates shown In table II, except on rapeseed,' are identical with the rates
contained In the recommendation which was prepared by the subcommittee
of Ways and Means Committee. If these rates were enacted, the probabilities

' ]Rapeseed used for making edible oil and sesame seed used for making inedible oil.
Inasmuch as the computed rates on these would be respectively higher than those appli-
cable to rapeseed used for making inedible oil and to sesame seed for making edible oil,
only the pair of rates applicable to the latter are hereinafter shown.

'This figure is obtained by subtracting the duty on a pound of flaxseed from the sum
of the rates on the quantity of oil and cake which would be obtained from it. The
figure would be higher if the computation included the draw-back on linseed oil cake.

Te compensatory rates on rapeseed are: Edible, 2.04 cents per pound, and inedible
1.70 cents per pound, which, with the 0.53 cent per pound deducted, become 1.51 and
1.23 respectively. We have shown the 1.23-ccnt rate (see footnote 1, p. 52).
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are that little or none of the oil or cake derived from these seeds would be
Imported, but instead would be supplied by domestic crushers using imported
seed. This does not mean that there would necessarily be imports of all of
the seeds in question under these rates, but merely that such imports as there
were would probably be principally, or entirely, in the form of seed rather than
oil. The extent to which any of these oil seeds would be imported would
depend not only on the import charges applicable to them, but on such other
factors as fluctuations in the prices of the various oils and oil seeds.

It must be emphasized that the rates shown in table II are based on the
protective differential of 0.53 cent per pound of seed now existing for domestic
crushers of imported flaxseed. The application of this differential to the five
seeds in question might result in some reduction in the protection at present
afforded domestic producers of oil-bearing materials. To the extent that this
differential proved to be more than sufliclent to compensate for the differences
between. foreign and domestic crushing and other costs, it would have this
result.

The rates on seeds shown in table I provide merely for the compensatory
relationship between the oils and the seeds froii which they are made, whereas
the rates shown in table II would appear to provide protective differentials so
high as to Insure that practically all import will be in the form of seed. The
rates which, without appreciably altering the effective charge on the correspond-
ing oils, would provide protective differentials stifficient to assure that any do-
mestic production of the oils would be supplied principally by domestic rushers,
would probably be somewhere intermediate between the rates shown In tables
I and II.

The Tariff Commission, however, does not have the Information necessary to
determine the proper protective differentials on the five seeds in question, which
wouhl assure that the bulk of tie domestle requiremietits would be supplied by
domestic crushers. Although it has on two occasions iII tiem past obtained data
with respect to domestic and foreign costs with respect to producing linseed oil,
It fins no data Indicatlve of what protective differential would correspond to
the differential in such costs under present conditions. It has never obtained
any data regarding the costs of crushing file five seeds umder consideration. In
order to determine what, for them, are the differentials which would cor-
respond to the differences in crushing and olher costs in the United States and
in foreign countries would be exceedingly difficult, if at all possible. For ex-
ample, not even the domestic cost data-would be satisfactory because most of
these seeds have not been crushed here recently in appreciable quantities, and
several have never been crushed here except in small amounts.

Under these conditions, it will probably be necessary to determine arbi-
trarily the rates on the five seeds in question which, if the duties and excise
taxes oi ti corresponding oils remain unchanged, wouhl afford ani adequate
protective differential for the crushing industry without nmterially changing
the protection at present afforded domestic producers of oil-bearing materials.
As previously mentioned, such rates should probably lie intermediate between
those shown in tables I and II.

The rates, for example, might he those shown in table I less either some per-
centage thereof as suggested by Senator Johnson, or, what appears to be pref-
erable, some arbitrarily chosen constant. The following tables show the rates
which result from the application bf these nietiolds. using various differentials:

Cents per pound

PerIlla Hemp- Kapok Rape- Sesamo
seed seed seed seed seed

Compensatory rtes (table I) ........................ 1.84 1.65 1.26 1.76 1.68
Compensatory rates le.js specified constants:

Compensatory rates less 0.2 cent per pound ...... 1.64 1.45 1.06 1.66 1.38
Compensatory rates les 0.3 cent per pound ...... 1.54 1.35 .96 1.46 1.28
Compensatory rates less 0.4 omnt per pound ...... 1.44 1.25 .86 1.36 1.18

Compensatory rates less speifled percentages:
Compensatory rates less 15 percent .............. 1.56 1.40 1.07 1.50 1.31
Compensatory rates less 20 perent -------------- 1.47 1.32 1.01 1.41 1.26
Compensatory rates less 25 percent .............. 1.38 1.24 .94 1.32 1.18

Mr. LozIER. I am quite sure, from my familiarity with the State
Department and .Tariff Commission, that no intelligent governmen-
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tal body would or ever has or ever will approve the existing rates
because they represent economic nonsense. There is only one ground
upon which you can defend the present rates, and that is if you want
to create an absolute embargo against the seeds for the benefit of
some other imported competing oils.

The CHAIRMAN. You will not find very much fault with those (re-
ferring to the Tariff Commission and State Department corre-
spondence).

Mr. LozrEn. I am quite sure of that.
The CHAIRMAN. Be sure to give them back to me.
Mr. LOZIER. Yes, sir; I will.
Senator KiNG. You may have this comfort, that they are opposed to

it, and I think your argument today only corroborates the views I
had in the past.

Mr. LozIER. Thank you. All we ask is for you to examine the mat-
ter, and I will take the judgment of any Senator on that subject after
he studies the facts.

Supplementing my testimony before this committee, March 17,
1933, and my statement, page 725 of the hearings before the Ways
and Means Committee, January 21, 1938, at this time I desire to
submit a. detailed analysis of' this oilseed excise-tax problem, a
thorough knowledge of which is necessary, if the committee and Con-
gress are to give this question the intelligent consideration to which
it is entitled, for the reason that the subject is obviously technical,
and in order to determine what rates are fair and just,'it is neces-
sary to know the variable oil content of these seeds and the relation
of the seeds and their oils bear to other competing seeds and oils.

I

Fonvorm

(a) The ise presented.-Will Congress correct a manifest legislative mis-
take made by a previous Congress, and rectify an obviously maladjusted tax
schedule, enacted without hearings or sufficient understanding of its real pur-
port and practical operation, which legislative provision substantially benefits
no individual or class of our citizenry, wrongfully penalizes a deserving
vocational group, deprives American workingmen of employment, destroys an
important and heretofore prosperous domestic industry, and transfers its
activities to the Orient?

(b) It is a fundamental tenet of the American Congress that it is just as
much a duty, and just as imperative to repeal an existing bad law as it is to
enact a good new law.

A great Government like ours should move swiftly to undo a legislative
wrong, whether committed Intentionally or by inadvertence. "To no one will
we deny Justice, to no one will we delay it" (Magna Carta).

(c) If the 1936 rates should not have been enacted, then by every sound
principle of reason and legislative ethics, they should not be permitted to
remain in force, and should be repealed.

(d) The supreme purpose of all just governments Is, not only to enact
wholesome and benevolent new legislation, and protect the many from the
aggression and exploitation of the powerful few, but to correct previous legis-
lative mistakes, right legislative wrongs, and to repeal laws that have been
welahed in the balances and found wanting. While justice may be blind,
it should not lame, laggard, or entangled in a net of delay.

(f) The rates prescribed by the 1936 Revenue Act operated as an embargo,
halted the crushing of these five seeds in our domestic mills by American
labor, and automatically compelled their processing in oriental mills by oriental
labor. The retention of the existing rates will benefit no one and continue to
punish American labor, and ultimately give the Orient, or Europe, a monopoly
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on the worl(-importint oils processed from these seeds, and compel the Amerl.
call people to buy the Imported finished products to supply their ever-increasing
needs, to their economic debasement and the destruction of a deserving and
useful domestic industry.

(g) The proposed reduction of taxes on these seeds will lift the embargo,
enable the crushers to resume operations, and rebuild this Important industry
which was bludgeoned Into insensibility by the 1936 lievenue Act, These com-
inodities will continue to enter our ports. Why not reduce the tax rates so as
to permit their entrance in the form of seed to be processed In our domestic
mills by American labor, instead of being processed In foreign mills by foreign
labor?

(h) Now that Congress has discovered the Joker ("the Seneganihian In the
Woodpile"), will either Democrats orI Republicans deliberately go on record as
favoring it continuance of the present excessive, discriminatory, and embargo-
(reating excise taxes Ot these Seeds?

II

1. Hsubje't.-Propsed aneiidinent of section (101 (c) (8) of the Revenue Act
of 11132, as aniended by title V, section 701 of the Revenue Act of 1936.

2. I'here in. the pending revenue bill does the prorislon appear which is
sOim/ht to b' (imcetdcd?-8ub)aragral)h (D) of section 702 of H. It. 9682.

3. To what commnodities do this sReton and the proposed amepidnwnt re-
ilt?--To live oil-bearing seeds, viz, hempseed, perilla seed, rapeseed, sesame
seed, andi kapok seed.

4. What is the present dityll or taxe on these seed4-All duty free; each sub.
jec't to an excise tax of 2 cents per pound under the 1936 Revenue Act (Title V,
see. 701, which amended see. 001 (c) (8) of the Revenue Act of 1932).

5. "1'ariff and taxr status of thcse sceds prior to the Rcvenue Act of 1936.-All
duty free and tax free.

6. lWhot are the duties and/or taxes on the iniported oils from these sceds?-
Ihtemp oil, duty 1.5 cents per lpoul; excise tax 4.5 cents per pound; total,
0 'ents per pound.

Perilla oil, excise tax, 4.5 cents per pound. no ditty.
lape oil, excise tax, 4.5 cents per pound :duty 6 cents per gallon (equivalent

to 0.8 cent per pound) ; total tax and ditty 5.3 cents per pound.
Sesame oil, duty 3 cents per pound, on edible, and 4.5 cents per pound on

Iedible.
Kapok oil, (lIty 20 percent ,1d valorem, equivalent to 1.2 cents per pound;

excise tax 4.5 ceilis per pot l ; total tax and duty 5.7 cents per ioud.
7. Have these fire seeds the sanie or practically the same oil yiclds?8-No.

The oil yields are strikingly variable, ranging from 18 to 48 percent.
8. In mposing the excise tax of 2 cvnts per pound on each of these seeds, was

any consideration given to their variable oil Vieldst-No.
9. What is the oil Iield of each of these five 8eeds?-Kapok, 18 percent, hemp-

.ed, 24 percent, rapeseed, 35 percent, perilla seed, 37 percent, and sesame seed,
48 percent.

10. Considering their variable oil yields the 2 cents per pound too on these
seeds is equivalent to what ta' on their respective oIlsP-

(a) A tax of 2 cent,; per pound on'sesame seed Is equivalent to a tax of 4.16
cents per pound on the oil expressed therefrom.

(b) A tax of 2 cents per pound on perilla seed Is equivalent to a tax of 5.41
centm per pound on the oil exl)ressed therefrom.

(e) A'tax of 2 cents per pound on rapeseed Is equivalent to a tax of 5.71
cents per pound on the oil expressed therefrom.
. (d) A tax of 2 cents per pound on hempseed Is equivalent to a tax of 8.33
cents hur point(] on tile oil expressed therefrom.

(c) A tax of 2 cents per pound on kapok seed is equivalent to a tax of 11.11
cents per pound on tile oil expressed therefrom.

1Y WHAT PR(R'P:SS OF RI.ASONIN0, BY WHAT SVICOOL OF POLITICAL THOUOJIT, DY WHAT
('1)5. OF GO'RltNMENT miIICS CAN TII'SN UNI)ENIAIILY HAPHAZARD AND DISORIMINA-
TORY A'r A BE JUsTIFIEDt

11. Are these five seeds grown in. the United Statcsf-They are not. Rape Is
grown for hog or sheep pastures ut not for seed. To a very limited extent hemp
Is grown for fiber but not for seed. Experiments have been conducted in the
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United States -looking to the growing of perilla and sesame seeds, but without
any satisfactory results. Kapok seed is a tropical product.

12. From what counttries are these five seeds inaportedt-
(a) Sesame from the Netherlands, Mexico, China, Japan, Kwantung, Hong.

kong, and British India.
b) Kapok, from the Netherlands, India, and Japan.
c) Rape, from Belgium, Germany, Argentina, British India, Japan, Nether-

lands, Hungary, and the United Kingdom.
(d) Hemp, from China, Japan, and Kwantung.
(e) Perilla, from China, Kwantung, and Japan.

III

IVkp should the present rates be revised downward?-
(a) The present rates are haphazard, excessive, and discriminatory.
(b) The 2-cent-per-pound tax on the seeds is equivalent to a tax on the oils

expressed therefrom ranging from 4.16 to 11.11 cents per pound.
(c) Because the present rates impose (when translated into terms of dhe oils

expressed therefrom) a much higher tax on the raw materia than is laid against
their respective Imported finished products.

(d) The present tax operates as ni embargo on the live seeds, which cannot
now be imported and profitably processed in our domestic mills.

(c) Inasmuch as the tax on these five imported seeds (expressed in terms
of their oil yields) is higher than the tax on the corresponding imported oils,
the natural and inevitable effect Ias been to force American mills to discontinue
cushing these seeds, and to transfer such crushing operations to the mills in the
Orient, to the great loss of American industry and labor, a result not contem.
plated by Congress when these taxes were imposed, nor Justified by any rule of
reason or public policy.

(f) The present gros.sly excessive excise taxes on these seeds is destroying
an important, deserving, useful, and unoffending domestic industry.

(g) As a result of the present haphazard taxes these seeds that formerly had
been processed in American mills by American labor, are now being processed
in foreign lands by foreign labor.

(h) The 2-cent-per-pound tax discriminates against American industry,
American capital, nd American labor, in favor of foreign industry, foreign cap-
ital, and foreign labor.

(i) The oil-bearing seeds which prior to the 1936 Revenue Act were imported
and crushed in American mills, are now being crushed abroad and their oils, as
finished products, are being imported into the United States, thereby depriving
domestic capital and labor of employment without diminishing the volume of
foreign oils entering our domestic markets.

() The present 2-cent-per-pound tax is indefensibly and unconscionably
high, being equivalent to an ad valorem tox ranging from 54Who to 142Sio percent.

(k) The 2 cents per pound tax on these seeds imposes a much higher tax
on the imported raw material (when expressed in terms of the oil recoverable
therefrom), than on the imported finished product, which formula violates
the principles of all political parties and of all schools of political thought,
and the long-established and universally accepted policy of our Government,
viz, that when commodities are imported, either as raw material or as finished
products, the duty or tax on the raw material should be substantially lower
than the duty or tax on the imported finished product.

(I) If the commodity is to be imported, its entry as raw material should be
encouraged, so its processing may be done in American mills by American
labor, in preference to having the commodity imported as a finished product,
after having been processed in foreign lands by foreign labor; and the tax
on the imported finished product should be at such higher rate as will afford
American industry a fair and reasonable differential between the tariff or tax
on the raw material, and the tariff or tax on the imported fintshcd product;
and it is universally agreed that this sound and wholesome policy temendously
benefits American labor, builds up, diversifies, and stabilizes American industry,
and increases our national wealth.

The taxes on these seeds should be reduced to a point sufficiently below the
seed equivalent, compensatory or parity rates as to afford our domestic crushers
a reasonable preferential or protective differential over corresponding oils
processed abroad and imported into the United States.

;(a) In Its letter to Chairman Harrison, the United States Tariff Commission
stated that the exact charge on these five oil-bearing seeds that would be
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eqnivalont to charges now it effect on their respective imported oils and cake
are, perilla seed, 1.84 cents per pound; sesame seed, 1.58 cents per pound;
hemp seed, 1.65 cents per pound; rape seed, 1.76 cents per pound; and kapok
seed, 1.26 cents per pound.'(b) The foregoing taxes, if enacted, according to the findings of the Com-
mission, would establish a parity between the Imported oils and oils processed
in our domestic mills from imported seeds, but would not provide any pref-
erential or protective differential in favor of the domestic crushers.

In other words, the foregoing schedule of rates would place our domestic
mills on an exact equality with foreign mills, and unless there is a subst intial
reduction from the hereinbefore-mentioned compensatory or seed-equtialent
taxes, by reason of cheaper labor and lower production costs in the Orient,
these seeds would continue to be crushed in the Far East, enter the United States
as finished products, and be sold in our domestic markets at prices appreciably
below the price at which American mills could afford to sell them; and to
avoid this monopoly of our home markets by substandard, undernourished
oriental labor, it Is not only permissible, but highly desirable, to grant our
domestic mills such reasonable and necessary differentials as will enable them
to import and profitably process these seeds, thereby affording an investment
for American capital and employment for American labor. No patriotic Ameri-
can can or will question the soundness of this policy.

(c) It Is the established policy of the Congress, regardless of Ita political
complexion, in writing tariff or tax bills Involving importation of raw materials,
not to stop when it finds the compensatory or exact parity relationship between
Imported, raw materials and their corresponding Imported finished products, but
the Congress goes further and allows the American manufacturers a fair and
reasonable preferential or protective differential to equalize the differences in
foreign and domestic inaor and other production costs. as for instance, the pro-
tective differential between Imported llaxseced and imported liseed oil Is 0.53
cents per pound.

(d). Therefore it is not suflielent to merely ascertain the seed equivalent
or so-called compensatory or parity rate, which would make no allowance for
the admitted difference in the cost of labor and other production costs In
domestic and foreign mills, but Americanmi ills should be afforded a fair differ-
enlial which will enable them to resume operations, at least on a basis of
equality with the .Jans. when difference in labor and other production costs
are taken into account In fixing the tax.

V

,Spreeflcally, it-hat Is the prop)osCd amcndmcnt?-To strike from subparagraph
(D), section 702, of the pending bill the words "henpseed, perilla seed, rapeseed,
sesame seed, and kapok seed, 2 cents per pound," and in lieu (hereof insert
the following: "Ilempseed, 0.76 of 1 cent per pound; perilla seed, 1.31 cents per
pound; rapeseed, 1.23 cents per pound; sesame seed, 1.05 cents per pound; and
kapok seed, 0.51 cent per pound" (the amendment to be framed so as to repeal
the existing 2 cents per pound excise tax and substitute in lieu thereof the
foregoing rates, or such rates as the Congress considers appropriate and Just
under existing conditions).

VI

Are the rates proposed by the National Institute of Oileed Products fair axE
reasonable?-

(a) YeN; they represent the approximate seed equivalent taxes, i. e., the
appropriate compensatory charges against the raw materials, based on present
duties and excise taxes on their corresponding imported oils and cakes, after
allowing a protective differential of 0.53 cent per pound to compensate domestic
crushers for the difference in labor and other production costs in foreign and
domestic mills, which Is the same differential allowed crushers of imported
flaxseed.

(b) The milling and other costs incident to the processing of these seeds are
approximately the same as the costs of processing imported flaxseed, The ex-
perience of the crushers, extending over a period of years, is that they must
have a spread of approximately one-half cent per pound, or from $10 to $12
per ton, between the c. i. f. cost and the market price of the finished products.
The rates suggested by the domestic rushers is approximately one-half cint
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per pound on the raw materials, and It is the deliberate Judgment of the mere.
hers of the institute that the rushers of these seeds suld be granted the
same, or apiproxilmately the same, differential as now prtnvails between imported
flaxseed and initorted linseed oil.

(v) However, the present excise taxes on these seeds having closed our domes-
tic mills, and in view of the tragic condition of the industry, our domestic
crushers appeal to Congress to grant them substantial relief; and if Congress
should conclude that time crashers of these seeds should not be granted the same
differential now granted crushers of imported flaxseed, then very obviously that
differential should be approxilmated so as to permit our doniestie 1ills to resume
the processing of these cominoditles. The members of the National Institute
of Oilseed Products are not greedy, dogmatic, or unreasonable In their requests,
and only ask the mine treatment and consideration that hIs been consistently,
traditionally, and ungrudgingly accorded all other domestic Industries.

All my clients ask is a sane, Intelligent, and equitable adjustment of these
Inapt, bungling, and undeniably excessive taxes. As reasonable citizens, appeal-
ing to an Impartial, conscientious, and Just committee and Congress, they ask
only for such reduction in the existing oilseed excise-tax structure as will enable
them to resume their legitimate and useful activities.

(M) I believe it was John Stuart Mill who said "Every battle for human
freedom has been fought around the standard of taxation"; and while may
clients, like all good citizens, recognize the necessity and Justice of taxation, if
organized society is to be preserved and function efficiently, and while they
willingly pay their part of the expenses of government, they are Justified in
protesting when the taxing powers carelessly and wrongfully used to destroy
property or an industry and drive unoffending citizens to a condition of penury.

VII

(a) On the Initiative of Senator Johnson of California, Senator larrison,
chairman of tie Senate Finance Committee, addressed communications to the
United States Tariff Commission and Secretary of State Hull requesting certain
information in refei ence to tile present oil-bearing seeds excise-tax structure.
The replies of the Tariff Commission and Secretary Hull appear in conniectlon

with my testimony at the hearings before the Senate Finance Committee, March
17, 1938.

These communications are illuminating and worth-while contributions to the
study of tile Finance Committee to reach a rational and Just conclusion as to
appropriate taxes that should be laid on these seeds entering our ports.

(b) The findings of time Tariff Commission are an official ascertainmtent of
the already well known and obvious facts, that-

1. The present 2 cents per pound tax on these seeds Is higher than tile com-
billed duties and excise taxes applying to oils and oil cakes derived from these
seeds.

2. In consequence, any Iports are almost entirely In tile form of oil (which
of course Is processed in foreign lands by foreign labor).

3. This places domestic crushers in a disadvantageous position with respect
to tile imported oil and oil cakes.

4. This disadvantage would not be removed by merely reducing tile rates o
the seeds in question so 11s to establish comlpensatory relationships between
tllem alld tile Ilmort charges on tile corresponding ,llm; that is, so 111 to make
the rates o each seed equivalent to the ch-arges now applicable to tile imports
of corresponding oil and cake, taking into consideration its oil and cake yields.

5. To make a reduction of the present tax to a point where the oils processed
from Imported seed would be on an exact parity with imported oils, would not
pure the situation, as for example, if the the tax oil perilla seed Is only reduced
to a point where the oil processed therefrom would be on an exact parity, with t
imported perilla oil, tills would mean a reversion to the situation existing
-,before August 1936, when with both the oil tind seed oil tile free list, prae-
tically all of our sesame comes in as oil, and Feeds were domestically crushed
only sporadically. c1 6: In order to make it possible for domestic crushers to supply a regular and
onsiderable part of ally domneStic consumptlon of tile oils Iln question, it would

be necessary to reduce the rateS, on tile seeds ill relation to tile charges on thle
corresponding oils so as to afford the domneltic oil-crushing Industry a protective
nk'Well as a compensatory differential.
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THE F7NDINnS AND O0NCLUI(N S OF TW TARIFF 011MISSION AIM SOUND

(a) The National Institute of Ollseed Products registers its approval of the
findings of facts and conclusions submitted by the Tariff Conmdssion, not only
in Its letter of March 15, 1938, to Chairman tlurrison of the Senate Finance
Committee, but also to its findings of facts and conclusions In its letters to
Chairman Doughton of the Ways and Means Committee, dated March 27 and
April 24, 1937. The formulas used in ascertaining the compensatory or parity
rates on the several seeds were those generally used for that purpose. In
these recent studies, the Commission maintained its long-established and well-
deserved reputation as an eminently fair, absolutely impartial, and thoroughly
competent fact-finding body.

(b) lit these studies, of course, the Coinuission had to start with the duties
and taxes on Imported oils and cake of the respective setdl, which lack uni-
formity, and may I respectfully suggest, are haphazard, and in several Instances
strikingly unreasonable, unbalanced, and obviously inappropriate, as the follow-
ing table graphically illustrates:

Duties and/or excise taxes on certain imported vegetable oils and seeds

Duty Excise tax Combined

Oils (cents jer (centspr dta(cntpoun) pund tasx (cents
pount ) I poun, per pound)

Perll. .......................................................................... 4.5 4.5
Ifemp .............................................................. .5 4.5 0.0
8esaine:

Inedible ..................................................................... 4.5 4.5
Edible, same as cottonseed oil ................................... 3.0 ............ 3.0

Rape:
Edible .......................................................... .8 4.5 5.3
Inedible ..................................................................... 4.5 4.5

Kapok .............................................................. 1.2 4.5 & 7
Cottonseed ol (mine as edible ssamo oil) ........................... 3.0 ............ 3.0
Sunflower (inedible) ................................................--........... 4.5 4.5
Linseed ........................................................... . 5 ............ 4.5
Cotton ............................................................. - .......
Flax ................................................................ 1.16 ......--- 1.16
Perilhe, hemp, sesame, rape, and kapok ............................. 2............ .0

NOTE.-Oll yield of respective seeds: Perilla, 37 percent; hemp, 24 percent; sesame. 48 percent; rape, 35
peretal; kapok, 18 percent; cottonseed, 15 percent; flaisced, 33 percent. All imported oil cake carries a
duty of 0.3 cent per pound.

(C) Now, with tile foregoing motley, heterogeneous, hodge-podge schedule of
dutties and taxes on Imported oils as a basis, the. Connilsslon determined the
compensatory charges on these seeds. The grossly excessive combined duties
and taxes on iilportedl hemp, rape, aind kapok oils made tlte compensatory rates
on these seeds excessive and disproportionate in comparison with the compensa-
tory rates on other seeds, the oils from which come it lnder a lower conbhied
duty and tax.

Indeed the total tax load on imported hemp oil, rape oil, and kapok oil Is so
great as to constitute an enibargo, in view of which it does not seem quite fair
for Congress to be tied down to the compensatory rate on these three seeds,
when that rate was based on a total duty and tax so high as to exclude their
importation. This suggestion is particularly pertinent as regards henpseed,
the oil from which must compete it our donwstic market with oils processed
from imported flaxseed on which the dity is only 1.16 cents per pound; and by
this token it would not be unfair for Congress to fix a tax on hemp and
perilia seeds that would place the oils processed thcrefrontt ot a parity with the
competing oils processed from Imported fiax and perilla seeds.
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Ix

NOTHING LESS THAN THE RATES SUGGESTED BY THE TARIFF COMMISSION AS PROVIDING
25-PERCENT PREERENTIAL PROTECTION SHOULD BE ADOPTED

(a) In the last table submitted by the Tariff Commission in its letter to
Chairman Ilarrison, certain rates were enumerated as affording varying degrees
of protection, viz, 15, 20, and 25 percent. The members of the National Institute
of Oliseed Products are firmly convinced that nothing short of a 25-percent
protective differential would enable our domestic mills to resume the importa-
tion and crushing of these seeds. This conviction is based on their practical
experience in milling these commodities in the past, and their knowledge of
competitive conditions which these oils would encounter in our domestic
markets.

With taxes on these seeds based on 15 or 20 percent preferential differential
the greater volume of these seeds would continue to be processed abroad and
the oil exported to the United States.

(b) These oils, processed abroad, are now entering our ports in ever-iereas-
ing volume. Why should Congress hesitate to prescribe a schedule of rates
which will result in these commodities entering in the form of seed, so they
may be crushed in American mills by American labor?

X

'THE REPORT OF THE TARIFF COMMISSION IRREFUTABLY DEMONSTHATES BOiH THE
NECESSITY AND WISDOM OF REDUCING THESE OILSEED EXCISE TAXES

It is difficult to conceive how anyone who-reads the findings and conclusions
of the Tariff Commission can escape the conviction that the present oilseed
excise-tax rates should be immediately and radically revised downward.

Apropos a reduction of these rates, the Commission said: "If the rates on
oilseeds were to be adjusted so that domestic consumption of the oil and cake
derived from each of the seeds would be supplied principally by domestic
crushers using imported seed, these rates would have to be lowered to afford a
protective differential to domestic crushers."

Which prompts me to propound the following inquiry: Can any logical reason
be advanced why these rates should not be adjusted so as to bring about the
crushing of these seeds in American mills by American workmen? Would not
that situation be infinitely better than the present state of affairs wherein our
domestic mills are closed and the crushing of these seeds transferred to the
mills of the Orient?

Continuing, the Tariff Commission said: "The rates on linseed oil and flax-
seed have been suggested by domestic crushers as a proper basis to use in cal-
culating the rates on the seeds in question, particularly on perilla seed and hemp-
seed, since the oils derived from these seeds compete with linseed oil. * * *
Under this differential 0.53 cent per pound imports of linseed oil have been
negligible as compared with imports of flaxseed."

And again I say, should not these rates be so adjusted as to permit these
commodities to enter it the form of seeds so they may furnish investments for
American capital and employment for American labor? Why not frame our
tax schedules so as to favor domestic industry rather than foreign industry?
By continuing the 2-cent rate, we are playing into the hands of Japan, who is
mow processing these seeds in her mills, keeping the cake, and exporting the
oil to America.

I quote again from the Tariff Commission: "If the differential of 0.53 cent
per pound of seed should be applied to the rates on the oilseeds under consid-
eration, the rates in cents per pound would be as follows: Perilla seed, 1.31;
bempseed, 1.12; kapok, 0.73; rapeseed, 1.23; and sesame seed, 1.05. The rates
shown in table II, except on rapeseed, are identical with the rates contained
in the recommendation which was prepared by the subcommittee of the Ways
and Means Committee. If these rates were enacted the probabilities are that
little or none of the oil and cake derived from these seeds would be imported,
but instead would be supplied by domestic rushers using imported seed. This
does not mean that there would necessarily be imports of all of the seeds in
question under these rates, but merely such imports as there were would prob-
ably be principally, or'entirely, in the form of seed rather than oil."

To which I reply in the language of the Melancholy Dane, "'Tis a consum-
mation devoutly to be wished."
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XI

SECRETARY HULL SPEAKS FOR AMERICAN INDUSTRY

In his letter to Chairman Harrison, Secretary Hull, with the perspicacity,
sound Judgment, and grasp of public problems that have characterized his long,
honorable, and useful public service, tersely and convincingly stated the issue:

(a) "Among the recommendations transmitted to the subcommittee of the
Ways and Means Committee one was the 'adjustment of the rates applicable to
the taxes on oilseeds so that there shall exist no less inducement to crush the
seeds in the United States (rather than to import foreign oil) than existed
prior to the imposition of the excise taxes.' As indicated above, this suggestion
was apparently reflected in the subcommittee's recommendation No. 61. * * *
So long as the excise tax on oilseeds remains substantially higher than the
equivalent tax on the oils produced from those seeds, a stimulus is naturally
given to the imports of oils rather than of seeds, to the detriment of domestic
crushers without affording additional protection to producers in this country
whose products compete with the oils so imported. It is the correction of this
situation which is the objective of the amendment of the rates on oilseeds
which was included as recommendation No. 61 of the subcommittee of the
Ways and Means Committee."

XII

THE EMBARGO ON THESE SEEDS PRODUCED BY THE 2 CENTS, PER POUND TAX DID NOT

REDUCE ONE IOTA THE COMPETITION OF A SINGLE DOMESTIC PRODUCT

(a) When a few million pounds of these seeds were excluded by the present
taxes, several times as many million pounds of other foreign commodities of
the same class came in to take the place of the five embargoed seeds. As, for
instance:

1. In 1930 flaxseed imports were 860,000,000 pounds; in 1937, 1,509,000,000
pounds, nearly double the 1936 importations.

2. In 1937 we imported 175,000,000 pounds of tung oil, as compared with
135,000,000 pounds in 1936.

3. In drying oils alone our importations in 1937 were 190,000,000 pounds more
than in 1936.

4. While the 2 cents per pound tax shut out about 134,000,000 pounds of
perilla and hemp oil in 1937, yet in that year the Importations of flaxseed were
709,000,000 pounds more than in 1930.

5. Which offered more competition to the domestic flax grower, 134,000,000
pounds of perilla and hempseed or 241,00C000 pounds of additional foreign
linseed oil?

6. The exclusion of perilla and hempseeds by the Revenue Act of 1936 did
not to any extent decrease the competition of domestic flax growers, but the
vacuum created by the embargo on perilla was filled by increased importations
of foreign flaxseed and tung oil. I quote from Fats and Oils Trade of the
United States, released by the Department of Commerce February 1938:

"Flaxseed imports in 1937 were heavier than the total of all oilseeds combined
in the 5-year average and not much less tian all oilseed imports in 1936. A low
domestic crop, decreased imports of other drying oils and increased demands of
the paint Industry were the principal factors. in imports of a billion and a half
pounds of flaxseed last year, of which all but 36,000,000 pounds came from
Argentina."

7. I quote further from the above-mentioned Government release: "The esti-
mated 1937 flaxseed production of 6,974,000 bushels * * * was only about
one-fifth of the total amount of flaxseed reported crushed for oil last year."

& I quote from Fats and Oils Trade, supra: "Heavy sesame seed imports in
1936 were displaced to a considerable extent in 1937 by edible sesame oil (not
included in the additional taxes of 1936), imports reaching 39,000,000 pounds, this
Chinese oilseed being diverted from domestic to foreign crushing mills in 1937."

9. I quote again from the foregoing Government publication: "Imports of
hemp, perilla, kapok, rape, and sesame seeds in 1937 were curtailed by the excise
tax of 2 cents per pound placed on these oilseeds in the Revenue Act of 1936,
effective August 21 In that year. Suggested amendments designed to reduce these
taxes with the object of crushing these seeds in American mills have been pre-
sented to Congress."
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S:MAME AND KAPOK OIL NO MENACE 1*O TIE COTI'ON-OIL INDVSThY

(a) Sesame and kapok oils furnish no real competition of domestic cottonseed
oil. The big competition to cottonseed oil comes from imported cottonseed oil,
which in1 1937 was iported in much larger volume than In 1936 or previous
years. The imports in 1937 of foreign cottonseed oil were 194,000,000 pounds.
This oil, and not sesame and kapok, finished the chef competition to cottonseed
oil and other domestic edible products.

CONCLUSION

I respectfully submit that oln the record the existing oilseed excise taxes should
be immediately revised downward so as to permit the processing of these corn-
modities in our domestic mills. I do not doubt the willingness of Congress to
rectify the legislative miscarriage of 193(k

I believe a large majority of the Members of our National Congress are always
actuated by two controlling and commendable motives, viz:

First. As far as possible under our legislative system, to prevent the enactment
of hastily considered, unsound, and unwise legislation.

Second. To repeal as quickly ns legislatively possible amy unsound and unwise
legislation previously enacted without sufficient consideration of its probable
practical operation and effect.

13y this traditional touchstone of legislative ethics all Individuals, classes, and
vocational groups are lissumied equal . nd exact Justice, which, III the last analysis.
Is the supreme purpose for which all good governments are created.

Respectfully submitted.
RALPU F. LOZFJ.R,

General Counuicl, National Instiltte of Oil Seed Products.

The CRA mAN. Senator HIawes, I do not want to keep you waiting
here too long. I understood you wanted to be heard in connection
with the matter in which Mr. Mercier is interested.

STATEMENT OF HON.. HARRY B. HAWES, WASHINGTON, D. C.

The CHAImAN. Gentlemen, this is Senator Hawes, whom you all
know.

Mr. HAwES. Mr. Chairman, I appear here today in a rather un-
usual capacity. I am not employed in this matter and I merely want
to try to give the committee the benefit of my experiences in the
Philippines, especially within the last 2 months.

A representative of the Govermnent appeared in the Philippines
in 1937 for the first time.

Senator KNG (interrupting). You mean of our Government?
Mr. HAw.S. O- our Government-attempting to secure the pay-

ment of taxes which lie claims were due from the year 1917 to the
present time.

Senator KINo. That included the Haussermann matter, did it not?
Mr. HAwEs. It includes some 2,500 or 3,000 American for the

period 1917 to 1920 and some 300 for the period thereafter.
The CMArLN. Senator, in that connection, I do not want to in-

fluence what you have to say, but there have been two propositions
set forth, with which you are familiar, I presume. The House has
put one amendment in here that will restrict, in the future, the fact
that an American citizen living in the Philippines will be put in the
same category that lie was in the year 1917, and the other day Gov-
ernor McNutt came before the committee and presented the situation
to us also, and told us of the difficulties in the Philippines because of
the failure to adjust those taxes for the years 1917, 1918, 1919, and
1920.
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Mr. HAws. Mr. Chairman, I will not occupy much of your time.
I think this is a short matter that can be heard quickly. 'This claim
of back taxes was startling to those Americans in the Philippines.
They did not anticipate the claim and had made no provision for it.

A little of their background may not be out of place. When our
Admiral Dewey entered Manila Bay and sank the Spanish squadron
lie lost one man. That man died of heart disease. That was the
total casualty of the American fleet. I will have to give you this
little background to get to the tax again.

The Filipinos had driven the Spaniards within the walls of the old
city of Manila. After the American forces landed, Aguinaldo re-
quested the American commander that the insurgents be allowed to
enter the city with the American Army. This was refused because
the Spaniards objected. They were then left outside and the 3-year
war began. We lost only 353 men in conquering the Spaniards in
Cuba, but before we got through fighting with the Filipinos we had
lost 4,000 men and they had lost 10,000 men.

That brought to the islands a fine body of Americans, big, strap-
ping fellows most of them were, and after the 3 years of war Presi-
(ent McKinley and the administration in power used every effort
to induce Americans to remain there, and amongst others naturally
were the soldiers, and they stayed.

Then later we had some 600 school ma'ams that went out there on
one ship and many stayed.

So that this claim today, I state without fear of contradiction, is
levied either at the old soldier, who is still alive, or the children of
the soldiers who came on afterward.

There is a most peculiar condition that we find in the Philippines.
Of some 15,000,000 people, there are about 14,1500 000 Christians.
The other 500,000 are Moros and Pagans, but in addition to these
there are. 6,000 Americans, some 6,000 Japanese scattered throughout
the islands, an additional 14,000 concentrated in one portion of Min-
dalnao raising hemp, and about 7,500 Spaniards an( Europeans. The
Americans have always lived there, since we first went in.

Now the American" today, and lie has since his occupancy of the
island, pays the same proportion of taxes that the Filipinos pay, that
the Chinese pay, that the Japanese pay, and the other Europeans pay
in the Philippines. They have the same power to vote and partici-
pate in the affairs of the island that the Filipino citizens have.

Senator KriNo. Have any of them renounced their American citi-
zenship?

Mr. HA Ws. No. Now, none of the oriental people that live there,
none of the European people that live there pay an income tax to their
home government, none of the Filipinos do.

So these 0,000 Americans, descendants of the old soldiers-I do not
want to be sentimental about it because I believe that to be a correct
statement-are now called upon, after 20 years have passed, to pay
an income tax to tie United States Governiment, with all its accrued
interest.

There is no businessman in this country that could do that and
live. It means the crushing of these men. because they came there
with nothing but possibly a suit of clothes and as they prospered they
put their money back into their business as fast as they made it, and
what they have today is an accumulation of over 30 years' effort.

63,



Every'once in 'a while some reference to this establishment, of an
income tax has been brought up. I t I

From the first governor to the last governor general of the Philip.
pines it has been op osed. Beginning with Harrison in 1917, and
following Harrison, £ think was Wood, Stimson, Davis, Roosevelt,
Murphy, and now our own high Commissioner McNutt; they have
all opposed it.

The Filipinos have no direct official interest in this subject- ,
Senator KING. May I interrupt right there, Senator?
Mr. HAwE.. Yes indeed.
Senator KING. Ras an effort been made by American authorities

to distrain from time to time against persons against whom taxes
are claimed?

Mr. HAWES. No; they have not gone to that extreme.
Senator KINo. They have not brought any suit or attempted to

distrain?
Mr. HAWEs. No, sir.
A gentlenman, Mr. Mercier, an expert economist and tax expert, is

to follow me and can answer any of the technical questions. As you
know, I am not an economist-

Senator KING. That is to your advantage.
Mr. HAWES. But speaking for the Filipino people, as their counsel

in Washington, I am taking the liberty of reading a letter which was
given to me to hand to this committee from the Honorable Quintin
Paredes:

DEAR MR. CHAIRMAN: I have been advised that your committee will consider
providing some legislative relief for American citizens residing in the Philippines.
The matter does not officially concern the Philippines Commonwealth, but I
cannot resist the temptation of supplementing the position taken in this matter
by the American High Commissioner, Mr. Paul V. McNutt.

The early American settlers in our islands who have lived there all their
lives and established homes and buses. form a most substantial and essential
element in the Philippine Commonwealth.

No citizen of any country can, after the lapse of a quarter of a century, be
suddenly confronted with a claim for back taxes that had not been presented
before Mnd for which no provision had been made.

It would mean bankruptcy, the wiping out of lifetime savings, and the disrup-
tion of homes.

No Filipino, grateful as we are to the great American Republic, could view
such a catastrophe without fear of its broad financial consequences.

While the matter is an American problem, if we destroy the life work and
achievement of the American group in the islands, it will precipitate a very seri-
ous financial situation for the entire Philippine Commonwealth.

May I urge upon your honorable committee thoughtful consideration of the
equities and justice of the claim for relief.

! have served in the Philippine Legislature, have been its Speaker, and" have
been a practicing lawyer all my life. I know of no situation analogous to this,
either in the Philippines or in any other country.

The Americans residing in the Philippines should not have a more serious
handicap applied to them than citizens of foreign nationalities, either European
or oriental, who reside in our country and compete in business enterprise with
Americans.

May I have that made part of the record?
Your chairman refers to a statement made by High Commissioner

McNutt. It is unfortunate he could not appear here today; I know he
desired to appear

The CHAIR1AN. The only reason he was heard before the public
hearings started was because he was leaving that night, and we accom-
modated him by listening to him that day.

4A REVENUE ACT 0OF 1988
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S6iiktor KiNo. Would this be an ahialogy:' Under the Chinese
Trading Act, Americon citizens who live in China and derive an
income there from their activities, their business in China, we do not
tax them on that, but if they have an income from sources in the
United States, we tax that income, but we do not make them pay
taxes on the income derived in China and we have discriminated
against the American citizens in the Philippines as against an Amer-
ican citizen in China?

Mr. HAwEs. Exactly. In addition, the German, Englishman,
Spaniard, Japanese, and Chinese who compete with our Americans
inI -all. lines of professions are exempt from this tax; only Americans
pay it.

Mr. McNutt, in speaking of these Americans, said:
As I read over the annals of American occupation, I feel proud of that list of

distant proconsuls who so honorably acquitted their tasks in so distant an
outpost, and I feel a humility in Joining their company.

But my pride goes deeper than the governors. No community has ever
harbored a more attractive group, of Americans. Ex-soldlers and officers who
stayed on and others who followed became honest merchants, founders of new
industries, miners, lumbermen-a goodly concourse who believed in the Filipino
and paid him higher wages than lie had ever previously earned; who believed
in the Philippines and gave it their last ounce of thought and Yankee ingenuity.
There was not an exploiter or enslaver among them. They worked hard,
plowed back their profits, held their counsel, and assisted mightily to lay the
foundations of American culture in the Orient, Christianity, and American
culture.

Now. gentlemen, there is no man that lives, no matter what his
wealth)may be,.who can be suddenly confronted with a claim for
back taxes running over a period of over 20 years-it just cannot be
done.

Senator KINo. Outlawed.
Mr. HAWES. Mr. Mercier will present for your consideration two

or three amendments that will put the American that has lived there
all of his life and his children born there, on a, parity with Orientals,
Spaniards, Englishmen, Germans, Japanese, and Chinese.

If that is not done, due to the general uncertainty regarding the
future of the Phillippines, these Americans will be ruined.

There is no place for them back here; they cannot return to their
various States and take up occupations after 30 years or more; they
would be ruined and that is the reason why I have not heard from
any branch of tile American Government opposition to this request
because without a settlement the uncertainty in itself is murderous
for these people.

I hope that your committee will consider the fact that all of our
Governors General sent there by the American Government must
understand this and that the High Commissioner must understand
it and that Commissioner Paredes must understand it; that the Press
representatives over there [indicating] certainly must understand it.
There is no objection to this claim that I know of from anyone.

In a short while the great questions in the Pacific must be solved
in some way with some certainty and some definite policy; but we
should not strike down the old Americans, the old so iers and their
children and the school nearms who during all of these years have,
at the request of our Government, stimuIated the progress of the
Islands and had been asked to stay there-they should not have their
investments and fortunes wiped out over night by these back taxes.

The C MuMAN. Thank you very much, Senator.

615
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STATEMENT OF LUCIEN H. MERCIER, WASHINGTON, D. C., REPRE-
SENTING THE AMERICAN CHAMBER OF COMMERCE IN THE
PHILIPPINES, ETC.

Have you a brief with you Mr. Mercier?
Mr. ME CIER. I have just Axed one up.
The CHAIRMAN. You may hand it to the reporter.
(The brief referred to is as follows:)

Biur op LUCIEN H. MpieowE, WAsIIINoTON, D. C.

MARCH 17, 1938.
Tile CoMMIrrEE oN FNANCE;

United States Senate.

8SE(ION 2 51

GENTLEMEN: The above section was enacted in 1921 in an endeavor to correct
tile competitive situation existing between Americans in the islands and the
foreigners heretofore mentioned from the tax standpoint. Up until but a few
months ago, all of the Americans In the islands felt, whether mistakenly in
law or not, that they were not liable for Federal taxes because of said section;
and undoubtedly, the various administrations from 1921 to 1937 were also of
the same mind because no machinery was ever set up to collect Federal taxes
from the Americans and the domestic corporations residing or doing business
in the Islands.

Ii 1936 the Senate passed an amendment to section 251 to correct the unjust
situation existing under its interpretation; but this amendment was lost in the
conference between the two Houses, because, so we are told, of lack of time for
its consideration by the conference committee.

From the legislative history of section 251, it would appear that its broad
purpose was to exempt Americans in the islands from Federal taxation; but
every time tihe construction of tlme section has come up, such strict interpre-
tations of it have been made as to result in denying to the great body of
American citizens residing in the islands the benefits of the section.

An instance of this is the Haussermann case (finally decided in 1933), which
holds that dividends are not to be comprehended within the 50-percent clause.
Another instance relates to the definition of "gross income" as it appears in
the 80-percent clause. It is now held by the Bureau that in the case of a
person owning an apartment house, "gross income" means gross rentals, and
not the rentals less taxes, maintenance and repairs, and operating expenses.
Another example is that of an individual who makes transactions in securities.
If on 12 lie makes a profit, and on 8 makes losses, "gross income" is now
held to mean only the profits on the 12, without deductions for the losses.
These latter two examples, and other strict interpretations have now resulted,
we are told, in depriving certain of our American citizens from the benefits
which Congress wished to grant them by section 251.

We say "now resulted" advisedly for heretofore, our Americans in the islands
used the net of their security transactions and of their rental properties in
figuring their qualification under section 251; but they are now told by the
revenue agent who went to the Philippines in 1937 that they were wrong in
this, and that they are liable for taxes for a great many years back.

Section 251 was worded as it was by Congress in order to assure that tax
dodgers would not use one of our possesslonis as a laven; and time entire history
of Federal taxation with respect to the Philippine Islands is wholly consonant
with the thought that Congress meant said section 251 to be broad enough to
cover the bona fide residents and businessmen in the islands, and to exempt
them from taxation because of the performance of services to this Govermnent
both in time help rendered to it in its administration of the islands, and in tile
procuring for this Government of the trade of the islands.

The various administrations since the conquest of the Philippines have each
in turn announced that the United States was trustee of the islands, not for its
advantage, but for the benefit of the Philippines; that no taxes would be levied
there for the benefit of this Government ; and that this Government would never
levy taxes which would tend to penalize or repress industry and enterprise in
the islands.
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Congress, it enacting revenue legislation, followed out these administrative
pronouncements, fnd whenever it levied inport taxes on products from tile
Philippines, it provided by law that the taxes so collected would be returned
intact to tile Philippine government. When it catne to levying an income tax in
1913, the Congress provided that in the Philippines this tax was to be collected
and kept by the Philippine government; fnd that the American citizens in the
Islands should file a return aind pay that tax to the Philippine government. This
provision was continued through tile subsequent revenue acts, even including
the Revenue Act of 1918 (sec. 201).

However, despite the provisions of section 201, and without considering said
section, tile Court in the Lawrence case (273 Fed. 405), held that all American
citizen in the Philippines was liable to the full United States tax. It wits that
decision which led to the passage of section 251 (then 262).

The situation of tile Americans in tile islands is now no different from what
it was then, with tie single possible exception that a revenue agent has been
sent there this year to endeavor to collect all back taxes from 1917 to date; the
collection of which would probably result in ruination for most Americans in
the islands, and whicl would also result iii a probable wiping out of tile
remunerative Philippine-United States trade procured for this Government by
our Americans there.

Two years ago we gave you tie complete history of the matter; and we attach
hereto a copy of our nilenilorailuni.

It is needless to here repeat tlse argillients. We have prepared, and s1ll
be very glad to submit if desired, a brief going fully Into the pronouncements of
tile various adnlnistrations, and to the pertinent nmterial In the congressional
proceedings, and outlining all of the various factors which seeiII to demand cor-
rective legislation.

It Is the thought of the Americans iii the islands that the situation could be
corrected by inserting it proviso at the end of section 251 as Is set forth in the
amendments offered.

MEMORANDITM TO TIE COMMIITEf ON FINANCE, UNITED) STATES SENATE

Your attention is respectfully invited to fi11 iuldvertent change il the policy
of the United States with respect to the Philippine Islands which for a long
time has effected substantial discrimination against many mndreds of Amer-
ican citizens in good faith engaged lit business-most of them piolleers---in
the islands, in the hope that you may see flit to bring before the Senate a clari-
fying amendment to section 251 of the income-tax law which Is now in force.

The discriminatory taxation sought to be remedied by the suggested clarifl.
cation resulted front a construmtion of section 262 of the Revenue Act of 1921
(now sec. 251 of the current revenue act) by the Revenue Bureau and a court
of tile United States, which was contrary as well to the historic American
policy toward tile Pilppies as to the legislative background and clear intent
of the Congress ill enacting that section. Substantial revenue has been lost
to the Philippine treasury by virtue of such construction which surely was not
within tile intent of the Congress.

Protracted efforts over a long period of years have been made to remedy
tills situation. Finally, as recently as June 5, 1936, tile Senate of tile United
States adopted a clarifying amendment to the House bill that became the
Revenue Act of 1936, ill practically the sa1ne form which in 1928 was spon-
sored and urged by the Philippine Government, the Secretary of War, the
Secretary of tile Treasury of tile United States, and the Governor General of
tile Philippines, whose views are set forth it the accompanying memorial pre-
sented to the Congress at that time. The amendment was lost In the confer-
ence on the bill between the two Houses of Congress along with all others
that did not relate to the immediate purposes for which the 1936 revision of
tite tax legislation was undertaken.

The purpose of this communication is, therefore, to enlist your interest and
your aid in bringing to a successful fruition this well-advanced effort to re-
move tile Inequitable interpretation which 110s so seriously handicapped Amer-
ican businessmen in the Philippines and deprived the Philippine Government
of much revenue--a situation which former Governor General Taft, speaking
ont the sa1e point, described as "a departure from the heretofore consistent
policy of the United States in tile past of not imposing it tax in the PhillppJie
for tle benefit of the Treasury of the United States." (Printed meitlorial of
May 1, 1928, p. 13, accompanying this letter.)
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The discrimination under which the American businessmen labor, all of whom,
except doctors, lawyers, and Individuals in trade, are doing business in corpq-
rate form, lies in their enforced competition with long-established import and
export houses of British, French, German, Swiss, Chinese, Japanese, and, other
nationals who are not required to pay income taxes to their home governments.
The amendment will put Americans on an equality with their competitors in
the Islands, and without depriving the United States Government of income
taxes on incomes of citizens who have merely - invested money in the Philip-
pines. What follows will enable you to act with full knowledge and will make
clear the history of income taxation in the islands, the policy of the United
States, its frustration down to the present, and the efforts toward remedial
legislation.

Please note that that policy, from the time of President McKinley, has been
to derive no revenue by way of taxation from business conducted in the Philip-
pine Islands; and the reason underlying the policy is the fact that the United
States has always sought to maintain the position of guardian and ward
toward the people of the islands, and has never sought to profit by its rela-
tions to the islands. The records of the Bureau of Insular Affairs, War Depart-
inent, fully demonstrate this statement.

The best evidence of this Is the first income-tax law passed by the Congress
of the United States (act of 1913), which was put into force and effect in the
Philippine Islands, but, by special provision of that act, it was to be admin.
istered in the Philippines by the officials of the Philippine government, and
all revenue derived therefrom by way of income tax was to inure intact to the
treasury of the Philippine Islands. This policy was again reiterated by the
Congress of the United States in the enactment of the 1916 income-tax law,
which contained the same provisions, and by all revenue acts up to the present.

Another concrete evidence of the fixed policy of the United States in this
regard is the provision of the act of Congress, or administrative order, which
required that cigars or tobacco imported into the United States from the Philip-
pine Islands should bear the revenue stamps, as set forth in the internal-revenile
law of the United States, but which declared at the same time that all the
revenue collected in the United States under that tax must revert intact to
the treasury of the Philippine Islands. During all those years all persons reside.
Ing in the Philippines, regardless of their nationality, filed income-tax returns
in the Philippine Islands, the tax thereon was collected by Philippine officials,
and the proceeds turned over to the treasury of the Philippine Islands. No
one doing business in the Philippine Islands was required to file any income-
tax returns in the United States covering income derived from sources within
the islands.

The World War brought on conditions that made it necessary for the Congress
of the United States to materially increase income-tax rates in the United
States; but, because legislators were not familiar with conditions in the Philip-
pines, they did not consider themselves competent to fix the rates to be enforced
therein. Thus the War Revenue Act of 1017 did not alter the rates insofar as
the Philippine Islands were concerned, but continued rates and procedure as
Aixed by the act of 1910 in full force and effect therein. Furthermore, In the
same act authority was delegated to the Legislature of tlme Philippine Islands to
change, modify, or repeal the Income-tax law insofar as the islands were con-
cerned; and acting thereunder the legislature did by law fix rates, in 1917, which
law was legalized and ratified'by the ]Federal Congress in the regular course. :

After the United States entered the World War, and in order to prevent
draft dodgers and tax dodgers, citizens of the United States, from leaving the
United States to avoid their obligations, a rule was put Into force requiring
every person who sailed from the United States to obtain and file with the
steamship company a paper known as the tax clearance. American citizens
who were engaged in business in the Philippine Islands and made periodic trips
to the United States, either on vacation or business, were confronted by the
-steamship agent with a demand for Federal tax clearance, and were told that
no ticket could be sold to an American citizen without such clearances. The
American citizen, on his side, being engaged in business and convinced, that
he was not liable for any Federal income tax because of his payment of much
Federal tax to the Philippine government, would usually appeal to the War
'Department Bureau of Insular Affairs.

The Bureau would intervene with the result that every American whowas
;honestly and in good faith in business in the islands was enabled to sail with-
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out the necessity of such tax clearance. In due course these -cases of Inter-
vention of the Bureau of Insular Affairs became so numerous and burdensome
that the administration in Washington was requested to remedy the situation.

The Philippine authorities were fully aware of the situation with its resulting
inequity and burden. The Philippine Legislature therefore adopted a resolution,
In February 1920, instructing its Comissioners to the United States as follows:

"Be it resolved by the Senate (the House of Representatives, of the Philip-
Vines cotwurrlilg), That the Resident Commissioners be, and they hereby atre,
Instructed to ask Congress for the amendment of the United States Internal
Revenue Act of nineteen hundred and nineteen, in the sense that American
citizens who are bona fide residents of the Philippine Islands shall not be subject
to any income tax greater than that required of other residents of said islands."

On September 5, 1921, the United States Philippine Commission, commonly
known as the Woods-Forbes Commission, cabled the Secretary of War as
follows:

"All nationals in the Philippines, except Americans, exempt from liability for
the United States income tax. No foreigner here required to pay income tax
to his home government. Americans here also pay income tax Philippine gov-
ernment. Financial situation very critical, and heavy losses have already been
sustained. Attempt collect back taxes under Revenue Act, 1918, would be
futile the majority of cases, and would only result in bankrupting many of
such Americans as still remain in business, leaving commercial field entirely in
the hands of British and other foreigners. We therefore urgently recommend
that Americans be placed on the same tax basis here as other nationals; other-
wise, they are penalized for being Americans and are unable to successfully
compete with those who are exempt, and that the relief granted be made
retroactive to include exemption front tax liability under Internal Revenue Act
of 1918."

Congress thereupon endeavored to remedy and clarify the situation and, in
November 1921, enacted into law, as parts of the Revenue Act of 1921, the fol-
lowing provisions, known as section 262, which have been continued down to
this date, but are now known as section 251 in the revenue act:

"SEc. 262 (a). General Rule: The case of citizens of the Tnited States or
domestic corporations, satisfying the followig conditions, gross income means
only gross income from sources within the United States-

"(1) If 80 per centum or more of the gross income of such citizen or domes-
tic corporation (computed without the benefit of this section) for the three-
year period immediately preceding the close of the taxable year as may be
applicable was derived from sources within a possession of the United States;
and

"(2) If, in the case of such corporation, 50 per centum or more of its'gross
income (computed without the benefit of this section) for such period or such
part thereof was derived from the active conduct of a trade or business within
a possession of the United States; or

"(3) If, in case of such citizen, 50 per centum or more of his gross income
(computed without the benefit of this section) for such perior or such part
thereof was derived from the active conduct of a trade or business within a
possession of the United States either on his own account or as an employee
or agent of another.

"(6.) Amounts received in United States: Notwithstanding the provisions of
subsection (a), there shall be included in gross income all amounts received by
such citizens of corporations within the United States, whether derived from
sources within or without the United States."

It should be remembered that the above section of the 1921 act was incorpo-
rated into the income-tax laws for one single purpose only, namely, to show
that it was not the intention of the Congress of the United States to require
citizens of the United States actually and in good faith engaged in business in
the Philippine Islands to pay an Income tax to the Federal Government on the
income derived by such citizens from insular business. This was not because
the Congress desired to favor the American citizen but because the Congress
desired such citizen to pay all taxes derived from his Philippine business to the
government of the islands, in pursuance of its traditional tutelary policy. The
tax relationship of the Philippine Islands to the United States should not be
confused with that, for, instance, of the State of New York, a distinct sover-
eignty which, independently of the United States, must. under its own sovereign
obligations, levy its own taxes upon its own citizens and business for its own
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needs; whereas the Philippines are wholly within and under the Federal sov-
ereignty, its taxes are levied wholly under the authority and obligation of
Federal revenue laws, and the proceeds of all taxation on income derived from
the conduct of business in the islands should be applied to their needs.

The Philippine authorities and the responsible officials in the United States
believed that that section cleared up the situation. For a number of years tile
Americans continued to pay their taxes to the Philippine Government as usual,
secure in the belief that there would be no further difficulties, while the Fed-
eral Bureau of Internal Revenue, on its side, was satisfied that the islands
could not be used as havens of safety by tax evaders, for Americans In the
Philippines were required by the new law to show that they were actually
interested out here; that 80 percent of their entire income was derived from
the Philippines; and, furthermore, that they were regularly and actively en-
gaged in business in the islands; and that at least 50 percent of their income
was derived from the active conduct or management of that business. These
American businessmen-most ot them pioneers-had always earned their in-
come wholly from the conduct of business enterprises and professions In the
Islands and apprehended no duplication of Federal taxation.

In 1020. however, the Federal Bureau of Internal Revenue held that, not-
withstanding the American taxpayer was actively engaged in the conduct of a
business, the segregation from such business of that part of his income which
was derived from dividends placed hini below the 50 percent and subjected
his income from the Philippine Islands to the Federal income-tax law. This
ruling was confirmed by the Board of Tax Appeals (Docket No. 23101) and by
the Court of Appeals of the District of Columbia (No. 5M517) and on certiorari
from that court to the United States Supreme Court the writ was denied.

This is in effect an erroneous interpretation of the act of Congress which has
resulted in onerous discrimination against American citizens actually engaged In
business in the Philippine Islands In corporate form. No question has been
raised as to the exemption of any American doing business as an individual in
the Philippine Islands, or an American engaged in the profession of law, or of
medicine, or a partnership, from Federal income tax, provided 80 percent of his
gross income is derived from sources within the Philippine Islands and 50 per-
cent thereof from the active conduct of such business or profession. Needless to
repeat, the great bulk of American business that Is done in the Philippine
Islands by citizens of the United States residing therein Is done In corporate
capacity.

The unintentional unfairness and Injustice of this interpretation by the
Bureau, having become apparent, in 1928, administration officials concerned in
the matter, including the President of the United States, the Secretary of War,
the Secretary of the Treasury, and the Governor General of the Philippine
Islands joined in requesting Congress, then engaged in writing a new internal
revenue act, to clarify section 262 so as to permit that part of the income which
a businessman in the Philippine Islands derived by way of dividends from a
company conducted by him to be included in that 50 percent. Tile views of
these officers are set forth in the accompanying reprint of the letter, above
referred to.

On May 11, 1930, when the new income-tax law 'jes before the Senate, Mr.
,John W. Ilaussermann, acting in the interest of these American residents as
well ns the citizens of the Philippines, addressed a letter to the Secretary of the
Treasury of the United States embodying much of the substance of my present
communication, at the suggestion made by Chairman Harrison, of the Senate
Committee on Finance, in order to fornially pave the way for another attempt
to obtain congressional clarification of this legislation. At the Senator's fur-
ther suggestion the matter was fully discussed with Mr. L. H. Parker, legisla-
tive coun.,l of Congress, then and now assisting the committee. Eventually a
clarifying anlendment to the "50 percent" paragraph of section 251 was sub-
mitted to the Finance Committee and on June 5, 1936, was adopted by tie
Senate as its amendment (No. 152) to paragraph 3 of section 251 of the
Revenue Act of 1936 (H. R. 12395).

In the conference between the two Housen of Congress on H. R. 12395, how-
ever, the Senate, in the press for adjournment, receded from more titan 50 of
Its amendments tlint were not Immediately related to the main points In the
measure because of lack of time for due consideration of their merit. The
above amendment was one of them. But during Its brief course In the con-
gressional process no objections were raised against It, and it was-the under-
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standing that It would be taken up for consideration in the forthcoming Con-
gress when a new income-tax bli was expected to be brought forth.

Respectfully submitted.
H. W. VAN DKr.
LUCIzzi H. MzFRIFeiv..

WASIINOTON, D. C.

PROPOSED AMENDMENTS TO 11. I. 962, INTRODUCED MARCH 1, 190:8,

REVENUE ACT OF 1938

AMENDMENT NO. 1

Amend Supplement J, Section 251, Page 232, by striking out all of sub-section
(a) and Inserting in lieu thereof the following:

"(a) Gcncral rul.-In the case of citizens of the United States resident of a
possession of the United States for more than five years prior to January 1, 1938,
and in the case of citizens of the United States or dolnestic corporations (other
than personal holding companies as defined in Title 1-A, Section 402) engaged in
the active conduct of a trade or business in such possession, an( satisfying the
following conditions, gross income means only gross Income from sources within
tile United States-

(1) If 80 per cestumn or more of the gross Income of such citizens or domestic
corporations (computed without the benefit of this section but including salaries
and other compensation for personal services rendered in such possession),
for the three year period Immediately preceding the close of the taxable year
(or for such part of such period immediately preceding tie close of such taxable
year as may be applicable) was derived from sources within a possession of the
United States."

Add a new section at the end of Title V, to be known as Section 812, and to
read as follows:

"Sk.CTIoN 812. Retroactive amendments to Revenue Acts of 1917 and all sub-
sequent revenue acts."

(a) The Revenue Act of 1917, and Section 261 of the Revenue Act of 1918 are
hereby retroactively amended by adding at the end thereof the language which
appears below; Sections 262 of tie Revenue Act of 1921, and of the Revenue Act
of 1924, and of the Revenue Act of 1926, and Sections 251 of the Revenue Act of
1928, and the Revenue Act of 1932, and of the Revenue Act of 1934, and of the
Revenue Act of 1936, are hereby amended hy striking out all of sub-section (a)
thereof and inserting In lieu thereof the following:

"(a) Gencrrl rule.--In the case of citizens of the United States who are bonn
fide residents of a possession of the United States, and in the case of citizens
of the United States or domestic corporations (other than personal holding
companies as defined in Title 1-A, Section 4)2) engaged in the active conduct
of a trade or business in such possession, and satisfying the following condition,
gross income means only gross Income from sources within the United States-

"(1) If 80 per centuin or more of the gross income of such citizens or domestic
corporations (computed without the benefit of this section but including
salaries and other compensation. for personal services rendered in such posses-
sion), for the three year period Immediately preceding the close of the taxable
year (or for such part of such period immediately preceding the close of such
taxable year as may be applicable) was derived from sources within a possession
of the United States."

(b) The amendments made by this Section to the revenue acts amended shall
be effective as to each of said acts as of the respective dates of the enactment of
sueJi acts.

MEMORANDUM ON TIE EFiwTvr oF AMENDMENTS

AMENDMENT NO. I

Amendment No. 1 seeks to cor,'ect the situation as set forth In the Memorandum
covering Amendment No. 2.

This Amendment No. I elihdnates the 50% clause of Section 251 altogether,
retroactively to the year 1917.
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In order that no tax dodging haven be created, the amendment, so far anhe
1938 Act Is concerned, would allow a bona fide resident of a possession of the
United States for more than five years prior to January 1, 1938, to pay'a Federal
tax only on his income from sources within tile United States if more than 80%
of his gross income was derived from sources within a possession of the United
States.

AMENDMENT NO. 2

Insert a new Section at the end of Supplement J, Section 251, Page 235, to lie
known as sub-section (j) thereof, and to read as follows:

"(J) Philippine IMland8.-No citizen of the United States who has been a' resi-
dent of the Philippine Islands for more than five years, and no citizen of the
United States or domestic corporation (other than a personal holding company
as defined in Title 1-A, Section 402) engaged in the active conduct of a trade
or business in the Philippine Islands, shall have any greater tax liability under
this Act with respect to hicome derived from sources within said Islands than
is imposed under this Act with respect to such Income upon citizens or corpora-
tions of such Islands, or upon aliens or foreign corporations in such Islands."

REVENUE ACTS OF 1017 TO 1030

Insert a new section at the end of Title V, giving a retroactive effect to this
amendment as if the law beginning with the Revenue Acts of 1917, and reading
as follows:

"Philippine Island8.-No citizen of the United States who is a bona fide rsi-
dent of the Philippine Islands, and no citizen of the United States or domestic
-corporation engaged in tile active conduct of a trade or business in the Phlillipplne
Islands, shall have any greater tax liability under this Act with respect to income
derived from sources within said T.;'ailds than is imposed under, tills act with
respect to such income upon citizens or corporations of such Islands, or upon
liens or foreign corporations iii such Islands."

MEMORANDUM ON TilE EWFnx'r OF AMENDMENTS

AMENDMENT NO. 2

The net effect of Amendment No. 2 Is to put the American in tile Philipjpine
Islands on exactly the same tax basis as the foreigners in the Islands with whom
they have to compete and who receive exactly the same protection from this
Government that the American receives. Tile sun1 and substance of the Amend-
ment is that the American in the Philippines will have no greater tax liability
under the Revenue Act of 1938 and all prior Revenue Acts since 1917 than is
imposed by those Acts on the Filipinos or foreigners living in those Islands.

Tlis amendment is limited to the Philippine Islands and does not effect any
other possession of the United States.

AMENDMENT NO. 3

Amendment to Reventue Act of 1938

Amend Supplement J, Section 251, Page 232, by striking out the period after
the word "another" appearing on line 2, Page 233; inserting a semicolon, and
adding the following words:

"Provided, however, That for the purpose of this subsection, the Income
dividends, salaries and other compensation received from a corporation, partner-
ship, trade, or business being conducted in a possession of time United States,
shall be deemed to be gross income derived from the active conduct of a trade
or business, when such citizen is actively engaged in the conduct of such
corporation, partnership, trade, or business, either as an officer, agent, or em-
ployee thereof."

IRMrOAcTIvE FEATURE

Add a new section at the end of Title V, giving See. 251 as above amended a
retroactive effect as in the law beginning with the 1917 Act. , .
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MlEMORANDIUM ON THE EFFECT OF AMENDMENT No. 3

Section 251 provides that an American in business in a possession of the
United States has to pay a tax only on his income fron sources within the
United States if 80% or more of his gross income comes from sources within a
jiossession of the United States; and 50% or more of Is gross income is de-
rived from the active conduct of a trade or business.

Whenever the interpretation of the 50% clause has come tip, It has been con-
strued very strictly, with the result that what Congress wanted to do by
Section 251 has been more or less nullified in the case of a great many
Americans in the Philippine Islands.

For Instance, an American conducting isiness as at) individual or as a part-
nership, no matter how much capital lie has invested in the business, gets the
full benefit of Section 251. Another American doing the identical business,
with the same amount of invested capital, but doing it In corporate form, is
limited to drawing a reasonable salary from tills corporation; and the divi-
dends that lie gets from the corporation although this corporation is merely
his style of doing business, results in depriving him of the benefit of Section

,251. Again, an American may own an apartment house with very heavy
gross rentals; but with very little net income, or maybe a net loss for the
year. In computing his tax liability under the 80 percent clause, the amount of
tile gross rentals from this apartment house 1is the anmiunt used, rather than the
net, or the loss; and this deprives the American of the benefits of Section 251.
Other instances could be cited.

The motive of Congress in passing Section 251 was to exempt tile bona fide
business man in the Philippines from having to pay tiny tax to this Govern-
inent in order that lie might get for this country the valuable trade of the
Philippines. Tile percentages and the language used in the section as it has
stood since 1921 were to make certain that a tax dodging haven would not
be created.

Amendment No. 3 seeks to remedy the situation retroactive to 1917 by in-
chcuding in the computation of the income under the 50-percent clause the divi-
dends or income received by an individual from a corporation or business under
ills active conduct, provided 80 percent of the income of that corporation or

business arises il that possession of tile United States.

Mr. MuEcuC. Mr. Chairman and gentlemen of the committee, I
think probably the chairman was in error in his remark a while ago
that the Hous'o had in some fashion taken care of this situation.

The CGAIRMAN. As I understand it, the House (lid this: They took
care of, as far as the future was concerned, the tax on incomes de-
rived by American citizens in the Philippines from Philippine
sources; they did not exempt Americans living in the Philippines
from income derived from sources within the United States.

Mr. MERCIER. May I correct the chairman on that score? There
were two proposition submitted to the House; one, the aniendment of
section 119 (e), and that is on page 161; that is what they corrected.
Section 119 (e) provided that if anyone residing in a possession of
the United States chme to this country to purchase some personal
property, the resulting profit from the sale of that property in a
possession of the United States could be taxed in the United "States.
TIhat situation they corrected, and I think they corrected it very
well.

It is a situation that should have been corrected, I think because
if it had been allowed to exist (and none of the Americans living in
the Philippines kifew it was there until the revenue agent came
there), it would.have stopped Americans from coming to this country
to purchlasemerchandise for sale in the Philippines.

Mr. MnEUCrm. !925.
The CHAIRMAN. 1925, yes. ,
Mr. MERCIER. Yes.
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The other matter we brought to the attention of the House, but
*about which nothing has ben done, was an amendment to section
251, to take care of the future on section 251, as well as the past.
Section 251 was brought into revenue laws in 1921 and has remained
the same ever since 1921. That section provides that with respect
to Americans living in possessions of the Uited States gross income
shall mean only gross income from sources within the United States
if 80 percent of their gross income conies from that possession, and
if 50 percent of the gross income was derived from the active con-
duct of a trade or business, either in his own behalf or as agent or
employee of another. Now, then, in order t give you the correct
picture, a revenue agent was sent there by this Government last year.
The full realization of the liability for these taxes did not come on
these Americans until 1933. U1) until 1933 every American residing
in the Philippines thought that section 251, the way it was worded,
and particularly the words said about it in Congress, notably by
Speaker Longworth, protected them to the extent they did not have
to file any returns or pay any taxes here.

Now, here is what happened in 1933: One of the Americans there
has always maintained his home in Ohio, despitee the fact he had
sLpent nearly all of his time in the Philippines. lie is one of these
kindly gentlemen who wants to pay everything lie thinks he owes,
whether ho owes it or not-

The CIAIIMAN. That is very rare.
Mr. MJitcciEt. lie has always filed returns, although under the

proper interpretation of section 251 he should not have filed any at.
all.

In 1930 one of the officials in the Bureau said, "So far as this
particular income is concerned you do owe us a tax, because in
figuring out the 50 percent clause of section 251 you cannot take
into consideration the dividends that come to you from the busi-
ness operated by you because that is a return on your capital, and
s, picking out tlese dividends, you owe a tax on all of the dividends
as well as all of the income from the Philippines, excepting salary."

That case was taken to the courts and was finally decided in 19.33
by the Court of Appeals of the District of Cohunbia, and since that
time, as I say, came the full realization these Americans owed taxes,
because they did not think, in figuring out their exemption, to see
whether they came within the 80-percent and the 50-percent clause
they took under the 50-percent clause the dividends they received
from the corporation they owned. Most of thse Americans in the
Philippines do business in a corporate form, and most of the cor-
porations there, I am told, are closely held, except the mining com-
panies, which are widely held; but the rest of those corporations are
closely held corporations.

All of the capital in those corporations is capital which these
Americans got in the Philippine Isiliiids; they could never get capi-
tal in the United States to-ielp them with their business because'of
the political uncertainty in the Islands. So, from the very earliest
of times, in order to get their business to grow, they had to plow
back into these corporations nearly all of their earnings, because
that is the only way they could get capital.
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Now, then, even though that corporation is their alter ego, what-
ever comes to thom by way of dividends, the court has held, and
that is contrary to what Mr. Longworth said in 1921, that despite
the fact the corporation is nothing but his alter ego, his earnings
are considered as dividends and they are not to be considered under
the 50-percent clause of section 251.

The CIAntuIAX. Was that a court decision or a decision of the
Board of Tax Appeals?

Mr. mEICIEB. Both the Board of Tax Appeals and a court.
The CHAnRMAN. What court?
Mr. MmicIEu. District of Columbia.
The CHAIIRMAN. That was not until 19331
Mr. MEIRCIEIR. Not until 1933.
The CHAIRMAN. And that is tip 1,heywo1e up to the fact they

were about to be assessed? . -

Mr. MEicIEt. That is jight, Mr. Chairman; that is whln they woke
up to the fact they were about to be assessed.

Two years ago weieame before your coinittee and asked'yqur com-
mittee to amend pdion 251, anid, you di~l, and included it as part of
the bill. It weqt up in confpren*, ani.becau e of lack of timue it,
together with 40Q other cojjnmittee ,jimend*ienf, was t~irown outn a
block.

The C[AIR',%N. Had ihe Oovtrpao4 nade any effort before 1q30
to collect anythiing from these A "ricas living in the Philippint?

Mr. M1itcilt. No, sir; none uito the revenue gent wps sent ovr
there in 1937;, .

The CHAIIP AN. Why do' they poihtouipa ticularly the years 19$',
1918, 1919, ad 1920; is Qiat beoitsc they 4;de Aheir biggest profits' n
those years aml l)ecause f thi~igf taxes in tho* .ei~s ? I

Mr.'Mmicimtm No, Seinito;4j When the )ioinq Tax Act of 1913 as
passed there wtW it provision which said hi effect, .

So far as Amnercons in the Phllippinetfind bo4sessdtis oflThe United dStates
tre concerned, the tax referred to.in this act;small he P6td by theow&to the
Philippine governinentpnd the returns,14st be ljed with the PhIlippl0' govern.
meat and the Phniliiphi.overnment mut bblCthe money.

When the 1916 act cule along it provided the same ting, and the
1917 act made no change, a4 the 1918 act kept it sWtiUIn force. But
despite the fact that the 19184t1 iSl)t that pv:ovision in force, that
the American was to pay his tax antii fll:i.4 return over there, despite
that fact, a case came up in California and was decided by the court
in May of 1921 which held that the increased rates of the 1918 act
should nevertheless have to be paid by an American who was living
in the Philippine Islands.

The C1nAIMAN. They did not pay the same rates to the Philippine
government that were incorl)orated'in the prior acts?

Mr. MAftcmrn. Yes, sir; the self-same act, except under the 1918 act,
It increased the rate, and in the 1918 act it was said if the Philippine
goveIriieinit wanted to increase the rates, the way this Congress had
done, they had a right to do so.

The CHAIRMAN. B3ut they did not?
Mr. MERcIR,. No. The Governent is seeking to collect the in-

creased rates of the 1918 act for 1918, 1919, and 1920.
The CHAIRMAN. Well, under the 1917 act-
Mr. MERCIFit. And under the 1917 act as well.
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The CHAIRMAN. Did the Philippine government put up tile same
rates our tax laws put on?

Mr. MraICIFn. Yes sir.
The CHAIRMAN. The only change took place in 1918?
Mr. M1EJCiER. That is right. All of the Americans in the Philip-

pines in 1917, 1918, 1919 and 1920 thought they owed no taxes be-
cause of the provisions I have called to your attention.

The CHAIRIMAN. Are you contending if they have to pay this rate
which is higher in the 1918 act than under the 1917 act, it should
go to the Philippine Government and not to the United States?

Mr. MERcIES. If the higher rates are going to be applied against
everybody in the Philippine Islands on the same basis, it should be
paid to that government; but I think it is wrong to single out of*
those in our own possession the American to tax him as distinguiished
from everybody else.

The CHAIR-MAN. Have you talked to the Treasury Department
about this?

Mr. Mritcrin. I have talked with Mr. Parker and Mr. Kent in Mr.
Magill's office, and the Commissioner of Intern~al Revenue, and I do.
not know-I think plro)al)Y the matter has received favorable con-
sideration everywhere, but I am not certain. But I wanted to finish
about the 4 years principally in question.

The CHAIRiMAN. Very well.
Mr. MERCIER. When that decision was handed down in May of'

1921 the matter was immediately brought to the attention of the
Congress of course, and in November 1921 this section 251 was.
passed. No effort was ever made by this Government thereafter to
collect from these Americans the taxes due-

The CHAIRMAN. That was after the California decision?
Mr. MEicFRmo. That was after the California decision, when Con-

gress l)assed section 251, within 4 months. When the Senate passed.
section 251 they made it retroactive to 1918. When it got into con-
ference, the conferees struck out the retroactive provision. In 1923
the Treasury announce(] it was going to collect that money from
those Americans in the Philippines for those 4 years. As a result, I
think Governor General Wood, the Secretary of War, and several
others, interested themselves in this thing, and the Treasury just
promptly forgot all about collecting them and has never done any-
thing along that line except when the revenue agent came there in
1937.

It is an interesting thing from the standpoint of the trade of this
country that when those people first got to the Philippines this coun-
try had only about 6 percent of the total trade of the Philippines, or
about $5,0010,000 a year. At the present day these Americans have
I)rocured for this Government the most favorable type of trade we
can think of, somewhere between 72 and 80 percent of the Philippine
trade. It amounts in money to about $200,000,000 a year. They get
from us nearly all of their cotton goods and most of their wheat, and
all of the surplus materials we cannot use here and have to sell some-
wihere, and in return we get from them merchandise which, with the
possible exception of sugar, does not in anywise compete with any-
thing we manufacture here in the United States.
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Wo,.have submitted to the Treasury Department, and I believe

Mr. Parker has also seen them, a series of amendments, any one of
which would correct the situation we have in mind.

Senator KINo. Are there a number of sections to be amended?
M . -MERCImJ. No- only the one section, section 251.
Tlie CITAIIMAN. Some of these taxes have been collected?
Mr. M EciER. Yes, sir.
The CHATIMAN. Do you know how much?
Mr. MERncEJ. I believe thit the collections by Mr. Bercaw from

American citizens have totaled about $1,300,000. Of that $500,000
comes from foreign corporations, and that of course would not be
affected by this at all.

The Cn.i'fMAN. How much is the claim?
Mr. MAEtcmi. The amount of the claim I could not tell you because

it involves from the period 1 917 to 1921, about 3,000 people, and for
the 1921-37 period about 300.

The CMIJIMAN. If You eliminate interest charges for failure to
pay, what would it be?

Mr.:MnFicmn. I could not tell you. I have not any way of esti-
mating what the claim would be; I do not think anyone could
estimate it.

Senator KiNo. It would be less than a quarter of a million dollars
if you eliminate the interest, the amount collected from American
citizens?

Mr. MArndEr. You mean what has been collected already?
Senator KI.NG. Yes; that we might be called upon morally, if not

legally, to refund.
M fr. MErciEn. No; I would say possibly around $900,000.
Senator KING. I thought you said $500,000.
Mr. ME cIEr. The total is $1,500,000, approximately, and if you

take $500,000, that would still leave about a million or $900,000.
Senator KING. How much of that is interest; have you any idea?
Mr. MmciR. Oh; if you collected all of the way back to 1918 it

would be 120 l)ercent on one, 114 percent on another-
Senator KINo. When you say $1,500,000, do you include the inter-

est?
Mr. MMCIdE. Yes, sir.
Senator KING. But eliminating the interest, it would be approxi-

matelyi a quarter of a million dollars that had been collected from
American citizens?

Mr. ME:RcmiR. Yes; somewhere between that and half a million.
The CHAITMAN. Practically all of this income was from sources

within the Philippine Islands?
Mr. M1lr.ICR. All of it was; yes, sir.
The CHAIRMAN. You do not contend if an American has invest-

mbnts in this country, that those should not be taxed-the income
on those?

Mr. MrJncln. No, sir; and he has to pay a tax on that under the
law as it stands now.

The' CHAIRMAN. I think the committee understands the proposi-
tion, and with the cooperation we have gotten from you and Sen-
ator Hawes and Mr. McNutt-



8enittor KumG W'otld not the Chinese situation bo anailogousI
Mr. M*IuIEI. Just about the sitme1.
Senator KiNG. It would be a fair lparllel?
Mr. MsEIIR. Yes.
1hie CIAIRMAN. I think, Air. Mercier, if you could have aiiotdicr

c011fllene with those expert s-you know we have it lot of "brain-
trusters" arolild here-yon had1( fetter (to it.

Mr. AMindER. I will see Mr. Parker and M~r. Kent.
Senator KIMo And Dr. Magil?
MV. AfMCnER. D~r. MAlgill, 11,so; yeS.
'I'hiaik you very mutch.
'I'lie Cnmithrm-N. Mr. Bond Geddes, Washington, D. C., rolWoSnlt-

ing the Rladio Ma1tnnfacturers' Assocition.

STATEMENT OF BOND GEDDES, WASHINGTON, D. C., REPRESENT-
ING THE RADIO MANUFACTURERS' ASSOCIATION

Mr. Gnnnns. I hauve it brierf and1( sowo( mnemorlad for the conl-
Venien11Ce Of the comm11ittee, Senator, which will enable then to follow
ily remarks.

'['e CHR~rMA~N. Youl 1are ill fatvor of e!limjinating thffe tax onl radios?
Mr. GEDDvES. I haxe all if argument. I 1111 on1ly here because theo

house hats embarked ol at pro;grmjl of beginning to repoal thmeso
so-calledl IIIlisanee 01r excise taxeMs. Oil this Sheet [Iinicati 1gl You
will note the Upper part, is th0 reloial and1( the lower parlt wiml give
youl the H-ouse pr1111111m ill brief.

T[ho CJIAH - - -. YO oifluy file thaft.
(The brief referred to) is ats follows:)

BIJRI.F OF BlOND (f Wv,~ARn!1NOTOJ, 1). (1., ItrimWIsrNTINO TnlE 1RADI

AMANIIFA(,TIra:11' ARMOCIATION

STATRAWNT ON Ii-P?2CENT FXCISE TA4X ON HA1)IO APPJAR(ATUSB

Mr. Chairman and gentlemen of the committees, my name Is Bond OClddes, anid
I am11 executive vice presilait oif and iippeairlig for the Raio~~ AMniifactui'ers'
A~sticiat ion. ''iisis W lhe nitii'nal, nonprofit trade orgaizat ion f'or I he manim-
facturig portion of tiff, radio Industry, hlliwlig fill leading :Inaiiftictiurer's and
repiresentinag about 8r5 or 00 percent of inanufaettirlng voltimp.

'iht, spending lotise revenue bill,I. 11. It 9(182. releals excise taxes of about
$:30,000,000, announced its beginning a program to remove the, selective aind
temporary iiuisane taxes under exisilig laiw. h~eeplt for at few exclse taxes
3-e01ilii9 .81111111 I'eVCeniie, It i 114 Hurpislig thait the TIreasury r'ecomnjided miid
the House bill preo'ides tax repe(al princip~ally o)f over $20,000,000) for unques-
tIonable luxuries, liucluidlig fuirs, sporting goods, eameras, and1( (hewiIg guim.

The House bill failed, to Ineludo ritmolit tI litm Iniltiatin of repeal1 of mom11 or
the nuisan01ce taxes, an1d1 Would continue the ri-percent tax onl rafdio) apparatus.

1111 O, wve en rae1si ly suluI , 811(111( bei accordled first mi id foremost vonsIdera-
dioul lecinise of 1Its present uiversal necessity, jmllie service, 1111( general
us~e. Un1din, should liuive priority In any exeis'-tax repeal, over till of the out-
right luxuries am provide in the( h-ouse bill. We (In not contend that radio
manufacturers or broadcasters sboIloud be entirely tax free, but this special
nuilmiice tax onl radio should( ho removed aind ahecad of any of the undeniable
luixuriies namiied Iti thel. 110us5 1).

Radio, In Its present-day service and1( wuidespqread 1114, Is tnt a luxury or sei-
luxury, not under the conditions now prevailing, What might have been term
a luxury or sealiuxury 10 years ago, or when this temporary excise tax was;
Imposed in 1032, is today ia general use; it general necessity of nmodern lift.
'Plwporest American family nuow enjoys the all-embracing service of radio,
today, as our Industry has brought dlowni the cost to a fraction of former
years, the average radio selling price fin W917 being less tbam $410.
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Itaio todlIa is oi0 (of tile most necessary, momt; um404, mo1(st Inlluentlal ad-

jtinetse of everyday family fid bu)tsi$s life, I'eatuo of Its merl'vlo aind general
pulicl uso It should ho, like tile press, absolutely free of tspeeial taxation because
It is 1111 evenl wider 1110111 of lpublie collil 1clit Ion 1111111 thle press. We Iak
that railo he amcored tax~ relief--*eitler e4111111to reppeal or- Huhlmtolltlal re-
duetlon-before any anid fill of tile obvious luxuries for whicht repeal is pro-
vide~d III tho house bill.

Our plea for pirior repeal of the radio tax Is Huipporied by ft(-e entire intlumtry.
Including tousandls of disi ributorm aind dvat ers, by Ibroadca liters, fill(] aohm fte
Anterlc ill Fedecration of Libor, thle hitter because of tile Incretased emltl~oymenft
Involved.

Uadio and fte press are( tile two great iniil of ITIIsH conimniuentiou.
Hiadlo reachevs the gt'eater iIIIIIblW of people, man fy of (1hem1 ('xeliHly, and1( 1s
at larger anid growling infitienee, withI fimile, tolm-'l4l0Il, find( other nev die.
vvilopaenltm approaching rapidly from our loboraitorles. There 1.4 if liostit
suibsidy, e1IJ03'(( by at portilon of tlih- press umid referred to recently by P'residenit
Itooseovelt, while the greater public Nervive of radlo coliililtfelltfi l bears tile
burdenl ot this Selective excise tax,

ladlo flow lin till% Amuerican scheme of life is4 a prime necessi4ty, more necessary
than 10 or 5i yeuirm ago, find( still Mtore ulecIS1r13' I int he fut tire. Radio is as8
('liurltterit fen I ly American ats the atitomolie, tilie mnillg picture, or the
telephone, find( re'achels at larger auldlielle. 'ihvre afire 7,M0t,000t more radlos lit
theP Unlited State's thoull passenger automolivls. Th'lere are-( more thaim t wice
ats maniiy 11011105 III tlie 111led ta item withi raios thlan wit 1 telephones. Ili
Settle1 foreign ('01111-1t I'ies l 1010 1 evell RupplJliud by thli government ait (0ost, to
make It more anvilnble to tile poorer ('lti/.il.

In times of' p~ence or, war, mid( ('specially of national crisis or (limaster, radio
pierformis out~stain lg anmd exel titilvo merviec'. Tiis o('etirred dhiri hg til h lst few
(lays when thuv ilood-mtriekemi comuity3 of Los Angeles wasH cirely 113 t off from
fll telegratph, telephone, highway, andt other (ouilml~li CIIt 111 except radlo. Duir-
ig thle 0110 anld AMississippi floods ]list, year, radio fullctioiled for strickeit

communities, aidled flte American Red Cross, anmd mavYCI lives amnd p~ropety.
Jiecaulue of fte liuersial service mid( msage of rallio-witlli 36t,800,0110 w ii

u114-We ernestly urge entire reznoval-tho complete repeai-of tbme radio
exilis tiix, It selective0 and1 extrit (fix olt t(Is illodet'l1 fill( greatest 111(111W of
Mass 111011111111ifetcfil.

Repln of t he radio toix would cause less revenue loss to thle Clovernment
than any of tile major vXvise taxies repeutlod utader the house~ bi11l. If voulr
('omulnittee should11( find, limtfortmmately, that because oIf revenuev Ieeemciti('s (of
tile (lovorunment, It Is not lracticublo fit present to entirely nhollshl the radio
tax, we are sulimitthig til alterulat le refiluest-to which M ow previousm falets
find( eoniplratiu a0p1 llply with 01111111 force-for reductions Immiuedlittely of the
present rrpercelt, tax rate.

Oar til'rmI lve proposal Is eumbodied In tilie proposed reeoumie-mudait 1(11 of
our asgov0i111 101 for itImedialte revision (of sect loll (07, title IN', (If t he Itet, to
rend 1 as follows:

"BE crtmO (007. TAX ON IIADIO ANDtIM111501AP'It APPARAlUS, rrO.

"I'lero IN hereby Iljsed upon01 thle following ar tIele$, sold( by3 thie miflia-
turer, jurodueer, orl Importer, at tax-quivulciit to 21/ (or 3) percent of the price
for wich-l so sold: Cimtsfq, cabih~nets, tubes, repurodlucintg mlts, power palcks,
awl phonograph mleehaimmus soldi for uime ain part of radio ieeinig sets or
e01111iIntioII radlo a11( phionograph vets (icluding lin 01101 ease much1 am5 are
sold asH accssorl('s thlerefor) except such asm are sol1( for use ats ill'rt of police,
mauirinie, a Irem ft, Ilddresm, Intereomnlllt ilg a plui ra ts, equ11ipmen01t, and1( det-
ices, or other commercial ap~plicatlions of radio. A sale (If fifty two il more

of thle above articles 1411111, for tho plIFpo14C of this section, be Considered 111 it
sale of eluel separately."

Our recouluunded reviflsnm of sect ion (107 comlprigem thr 11'c iniom suthJects:
First, reduct ion oIf fte present 5-pcrcent rate to 2 ,f or 3 percent, depending
iuoni thle tax-repleal Ihai1tatiolnd 11( poHSmiitiCs of tile CoveI'rlnment as may11 be
determined by thle Treasury and Congresm; second, exemptlion front ta1xation1
of the radio taxable muits intcorplratedl in pollee0, marine, aircraft, address, Inter-
Communicating aplparathis, equipment, and tievlcem or other colnmercill radio,
aid third (also wit houit material revenue reduction), an adliniitra tive a mend-
wecnt of the law's langagp which would be mioist comltrulet le fromt the( stand-
jIolIt of tlie Giovernm~lent itsl well as ouItn ldustr.
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lEntire repeal of the radio tax would cost the Government this fiscal year
about $5,000,000 or possibly $5,250,000 although the Treasury estimates fiscal-
year receipts of $6,454,000, excluding $300,000 repealed on phonograph records.
We know positively that the Treasury's expectations cannot materialize. Al-
ready for the 7 months ending January 31, the latest official figures available
show a decrease of 8 percent compared with the last fiscal year, January
radio-tax collections (largely on December 1937 operations) being down 40 per-
cent. Most of our factories since have been and are 'now practically idle, with
widespread unemployment, and business prospects hold no hope for the Treas-
ury's estimates of radio revenue.

Compared with a reasonable estimate of around $5,000,000 from radio, the
House bill provides, according to the Ways and Means Committee report
(pp. 10 and 11) for the following "nuisance" tax repeals:

Repeal of excise taxes, H. R. 9682

Tooth paste, toilet soap, etc -------------------------------------- $6, 600, 000
Furs ----------------------------------------------------------- 5, W20, 000
Phonograph records --------------------------------------------- 300, 000
Sporting goods ----------------------------------------- 0, 802, 000
Cameras and lenses -------------------------------------------- 080,000
Chewing gum -------------------------------------------------- 92), 000
Matches -------------------------------------------------------- 6,000,000
Oil processing ------------------------------------------------- 894, 000

Total._.. .. . . . . ....------------------------------------------ 29,325,000

The Ways and Means Committee cited reasons for beginning repeal of tihe
"nuisance" taxes (quoting from the House committee report) as those "having
a low revenue yield and which are administratively troublesome, or causing
serious Inequities, or are imposed on necessities." The "nuisance" tax on radio
Is entirely in this category. It has a low revenue field-below all of the principal
taxes repealed In the House bill. Also there are serious administrative trouble
with the radio tax, and certainly it Is Imposed on a modern-day necessity, of
common and general public use and service. We again emphasize that because
of its function as the largest and greatest agency of communication it should he,
entirely free of any extra tax burden, similarly to the press. Persons owning
radio-receiving sets are in a similar position to subscribers of newspapers. It(-
celving-set owners are the "circulation" of radio broadcasting. They should he
free of special and burdensome taxation.

That there are serious administrative dlmifculties In the fur tax is contended
by the Treasury, but our Information Is that the Internal Revenue Bureau has
developed a formula on furs which operates satisfactorily. 1ur, yielding $5,920,.
000 in revenue, and more than radio, are definitely in the luxury class. It
cannot be argued reasonably that the fur tax should be repealed prior to that
on the Iublic's radio-receving set, considering the comparative costs, general
use, and public service. Certainly radio is entitled to tax relief ahead of furs.
To repeal the fur tax, exempting sable and ermine coats, etc., while the radio
tax is continued cannot be Justified or sustained in anyone's mind or conscience.

Another "luxury" tax which the House bill would repeal Is that on sporting
goods. This involves a revenue loss of $6,802,000, which also Is far more than
radio revenue. There are minor administrative troubles relating to sports
apparel and toys and games, but to exempt polo, golf, baseball, football, and
other sports apparatus and retain the tax on radio is illogical and Indefensible.
The House bill states that the sports tax "bears heavily on the youth of the
country" and also that the tax on chewing gum is a "burden" on children. We
submit that millions more of the youth and children of America constantly
use. enjoy, and require radio than sporting goods or chewing gum.

Time House bill also, while omitting radio from tax relief, would repeal the
tax on cameras. A comparison between snapshots, the enjoyment of photog-
raphy, and the great public service of radio leaves its own conclusion. While
the camera tax brings small but increasing revenue, it certainly should not be
repealed prior to removal or reduction of the special tax on the public's radio.

The excise tax on matches also is repealed under the House bill, with a reve-
nue loss of $6,900,000, and that on toilet soap, tooth paste, etc., bringing in
$6,600,000, both groups returning far more than radio, which at least is on an
equal plane of general public use, service, and necessity.
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On every basis cited by tile Treasury and the House Ways and Means Com-

mittee for beginning repeal of these special, burdensome "nuisance" taxes--low
revenue, administrative difficulties, and lnodern-day general use and necessity-
we respectfully submit that the radio tax should be first to be repealed or
reduced, and prior to any and all of the articles carried In the House bill.

The excise rate on automobile trucks Is 2 percent and on other automoblles
3 percent. In view of the parallel and general use of automobiles and radio,
we think It consistent, logical, and reasonable to ask your committee to at
least reduce the radio rate to the 3-percent rate on automobiles.

Our recommendations for exemption of police, niarine, aircraft, and other
commercial radio Involve no substantial loss In Federal revenue. We doubt
If Congress ever Intended apIlieation of the radio excise tax to reach strictly
commercial radio apparatus, although Treasury rulings on the complex radio
law, as now based on component units, has brought that result. A large part
,of these administrative difficulties has occurred In the a)plicatioa of the radio-
parts tax to commercial radio and( also to noaradlo aPlmratus. Tile tax now
applies on tile widely developed and necessary use of cominerciul radio for
police admilnistration and public safety, for aviation, shipping, signaling dc-
vices for the Army and Navy, railroads, etc., schools, colleges, ofllces, hospitals,
Industry, and Innumerable other commercial applications or usages of radio.

Many of these commercial devices and apparatus-not ordinary receiving
sets-contain few radio units, but Inclusion In much nonradlo apparatus of a
few taxable radio units technically subjects the entire apparatus to the radio
tax. There exist Innumerable cases of administrative difficulty, causing exten-
sive and costly audits and reports of manufacturers, Interpretations from In-
ternal Revenue Bureau, and also Inequities between competing manufacturers
because of varying and even conflicting rulings In different revenue collection
districts. We earnestly urge that the Imperatively necessary administrative
changes In the language of section 607, as we have recommended, be made In
your revision of the law. At least this clarification ard workable amendment
of section 007 should be made now.

In conclusion, we repeat that radio, because of Its general and universal
service and usage, like the press, should be free from special taxation, this
selective "nuisance" tax. It should have first and preferred consideration In
tax relief, ahead of any of the excises repealed In the House bill. In beginning
the program of ellninatlon of these "nuisance" taxes, It has a preferential
position of public use and service and should be accorded prlier action. If any
elimination or reduction of excise taxes whatever Is po.:lble, the radio tax
should be removed or at least the 5-percent rate reduced to 21/2 or 3 percent,
with exemption for police, aircraft, marine, and otiser commercial radio. In
all events, the present law should be amended to Include the minor and tech-
nical administrative changes we have recommended, to clarify, simplify, and
make it more equitable.

[Submitted by Radio Manufacturers Association, Washington, D. C.]

nREPAL-TITLE IV, SECTION 007-5-PEnCENT TAX ON RADIO RECKivxNo, Srs, Urc.

(Esthnated, 5,O00,000)

ALTERNATIVE AMENDMENT

(Estimated, $2,500,000 to $3,000,000)

SEC. 607. TAX ON RADIO AND PHONOGRAPH APPARATUs, ETC.

There is hereby Imposed upon the following articles, sold by the manufac-
turer, producer, or Importer, a tax equivalent to 2j (or 3) percent of the price
for which so sold: Chassis, cabinets, tubes, reproducing units, power packs,
and phonograph mechanisms sold for use as part of radio-receiving sets or corn-
tination radio and phonograph sets (including In each case such as are sold as
accessories therefor), except such as are sold for use as part of police, marine,
aircraft, address, intercommunicatng apparatus, equipment, and devices or
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other commercial applications of radio. A sale of -ay two or more of the
Above articles shall, for the purposes of this section, be considered as a sale of
each separately.

Rcpeal of excise taxes provided in H. R. 9082

Tooth paste, toilet soup, etc -------------------------------------- $, 600, 000
Furs ----------------------------------------------------------- 5, 920, 000
Phonograph records --------------------------------------------- 300, 000
Sporting good .. . . . . . . . ..------------------------------------------ 6, 2, 000
Cameras an1(d lenses -------------------------------------------- 980, 000
Chewing gun -------------------------------------------------- 929. 000
Matcels . . . . . . . . ..----------------------------------------------- 6,00,000
Ol1 proceshsing -------------------------------------------- 81, 000

Total ----------------------------------------------------- 29, 325, 000

Mr. GEDJiES. Mr. Chairman and gentlemen of the committee, this
radio tax has been in effect since 1932 as a temporary tax. We have
gone along and paid the tax, and we have not been before Congress for
t6 ears, an(1 are 1are flow only because the House has begun a program
ot eliminating temporary excise taxes. The . radio tax is sm-ll it is
one of the minor taxes; in fact, it. is smaller than any of the major
excise taxes which wou1ldl be repealed under the House bill.

Senator TowNSEO. That is, such as tooth paste, matches, and chew-ing gum?

Mr. G.Dws. It is smaller than any of them, Senator.
It is surprising that in the initiatio'n of the program of the repeal of

excise taxes the Treasury began with unquestionable luxuries, such as
furs, sporting goods, chewing gtin, and one or two other luxuries, and
they have omitted radios, and we are here because we think the radio
should have preference over any of these taxes now in the program.

The C11AI [AN. You think raulio is a necessity now?
Mr. GEDDES. It is not a luxury; regardless of what its classification

might have been 10 years ago, 'When radios were very expensive, the
cost has been tremendously brought down since then, an(1 they are now
in general use. 'here are 36,800,000 sets in use today, and that is
7,000,000 more than automobiles and twice as many as telephones.
The radio is a matter of general common use.

Senator TOWNSEND. Do yoil think they have reached the saturation
point?

Mr. GEDDES. No, Senator; although it, would seem that way at this
moment.

This is a special tax. We pay all other taxes, but this is a special
tax on what we consider the greatest and most-l)owerful form of mass
communication. We think radio should lie oi a basis comparable with
the press. The press, at least part of it, enjoys a subsidy. Now, we
have this extra 5-percent tax on radio facilities, and I think it is un-
necessary to tell the committee the service, national and international,
performed by radio-civic, educational, music, religious, political, and
all of the other services enjoyed by radio. On that basis we feel, if
Congress is going to start on any program of repealing excise taxes,
radio should be considered in a preferential class ahead of any of
these other excise taxes on luxuries.

On the fur tax the Treasury makes what I regard as a specious
argument in saying that the receipts do not justify the administra.
tive difficulties. The furriers have done a fine job by prevailing on
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the Treasury to recommend a change in the fur tax. There has been
the question of sample fur on the sleeve or the collar, and so forth,
but it is our information the Treasury Department has worked out
a formula on furs that is very satisfactory to the furriers.

The CuAnImAN. You are not advocating that the tax be put back
on furs?

Mr. GEDDES. No, Senator; we advocate if it is possible for Con-
gress to begin a program of removing excise taxes, radio should be
considered as a most iml)ortant means of communication, comparable
to the press.

Tlhe CHAIRMAN. Have you any estimate as to the loss of revenue
that would result by this proposed change?

Mr. GEDDES. The Treasury estimates ti1mat the loss of revenue this
year will be $6,400,000. We know absolutely and positively from
tle latest returns on excise taxes for last January-that is, for
the month of December-that if the Treasury gets $5,000,000 or
$5,250,000 this year it will be doing fine. The Treasury records
show that taxes collected on radios in January were (lowl 46 per-
cent-our taxes are virtually at a standstill; we have from forty
to fifty thousand unemployed at this moment.

Senator KINo. Where are most of the factories?
Mr. GEDDES. In Chicago and the Middle West; Chicago, Cleveland,

and also in the eastern cities, New England, and the Philadelphia-
Camden district.

Senator KINO. Some in Ohio?
Mr. GEDDES. Yes, sir.
We feel that the Treacury-they gave three arguments for elimi-

nating excise taxes and one of them was because of administrative
difficulties. We have them in our tax; it is a tax not on the radio
set but on the several component units. It has a phraseology that.
where an article is suitable for radio use, even in a nonradio applica-
tion, it subjects the entire mechanism to the radio tax. That ]an-
guage is clumsy and it causes lots of administrative difficulties. If
noting is done'about the tax we woull like to have the tdninistrative
amendment changed.

The CHAIRMAN. What percent of automobiles have radios in them?
Mr. GEDDES. Senator, there are now about 7,000,000 radio sets in

automobiles or about one-fourth in automobile sets.
Senator KINo. One-fourth in automobiles?
Mr. GEDDES. Yes.
The CHAMAAN. And the life of the radio in an automobile is

what percentage of the life of the automobile, generally?
Senator HERRINO. About 200 percent.
Mr. GEDDES. They last entirely too long; they will at least last

as long as the automobile.
The CHAIRMAN. From the standpoint of the radio seller they last

too long. g.
Mr. GEDDES. Yes sir.
Senator KiNo. 'Ihe trouble is you make so many little gadgets

and amendments that you have to get a new. set every few months.
Air. GEDDES. "'liat simply marks progress of science in th art.,
Senator KIN' i. I think tihe science should be more static.
Mr. GFnDE:s. It is static in television.
Senator TOW'NSEND. Why is that?
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Mr. GrnIF.q. It is largely financial, and there are also transmission
difficultieg that cannot be solved. For instance, they can cover Eng-
land with eight television stations, whereas we estimate it would take
at least 600 stations in this country.

Senator KINo. Air you developing the television mechanism?
Senator I[mrnlmo. It is already developed, but they do not want to

spring it.
Mr. GEDDws. No, sir; it is simply an impossible engineering prob-

lem. A television set now will not transmit more than 25 miles as a
service rallge and the engineers have found no reasonably cheap
facility to get beyond the 25-mile limit and connect stations like you
do the networks;' in other words, you have to have a separate tele-
vision station in every large community in the United States and
there is a tremendous a)ital investment involved.

Senator 1-IrRiNo. Is that true of facsimile?
Mr. GE DDrIS. No, sir; it is not true of facsimile, because that is

approaching very rapidly. It is being experimented on in 16 broad-
cast stations and also by a number of manufacturers; in my opinion
it is imminent for adoption.

We recognize the constructive action in the House in eliminating
the 1 (b) basket clause, and it makes it uncertain whether any of
these excise taxes may be retained in the bill-

Senator Kr.o. Wlhy do you say that?
The Cu AIPMAN. That has been rumored by someone.
Senator KNO. You mean the reduction of the revenue may neces-

sitate restoring---
Mr. GEimi)Fs. Restoring all of the excise taxes. Our request is based

on the possibility of the committee carrying out the Treasury pro-
gram as contained in the House bill, or taking off some excise taxes,
and if any are taken off, we believe radios should be first.

The CnrmInMAN. The press ought not carry that because that causes
more visitors to come before the committee.

Senator Krixo. I think the members of the press have been very
fair.

The CHAIRMAN. You want to eliminate the 5-percent tax on radios?
Mr. GEDmwS. If any excise taxes are going to be omitted, we ask

that that he omitted.'
The CHAIRMAN. You would like to get that done?
Mr. GEDDES. That is the first and foremost.
The CITAI3M1AN. Your alternative is to make it about 3 percent

and include it in the general provision?
Mr. GEDDES. If it is not possible to repeal it, then we would like-

to have it reduced.
The CHAIRMAN. If we make it 3 percent, you claim under section

607 we would get how much revenue?
Mr. GEDDES. If you repeal it, you will lose from $5,00O,000 to

$5,250,000 this year, although the Treasury estimates $6,400,000, but
they have not a chance to get it.

The CHAIRMAN. The Treasury does not go too high often.
Senator KRio. But they are not infallible...
The CHAIRMAN. On this other proposition, if we reduce it to a

percent. we would get from two and a half to three million?
Mr. GOEDDFS. Yes, sir.
The CHAIRMAN. Anything else?
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Mr. GEDDES. 'We feel Congress never intended to levy this tax

except. on those things which were regarded as luxuries. We do not
think Congress intended to levy it on such organizations as the police,
public safety, schools, and things like that.

Senator KiNa. And ships on the high seas.
Mr. GEDDES. Yes, sir. We do not think it was intended in the

policy of Congress.
The CHAIRMAN. You get a refund if you sell it to a municipal

organization such as to the police, or State organizations?
Mr. GEDDES. If it is a State institution, then it is not taxable.
The CH1IRMAN. But we use it on the police force and they get a

refund. do they not?
Mr. GEDDES. "The tax does not apply; but if we sell direct to schools,

gymnasiums, theaters, the Union Station, and things like that, we
pay the tax. We do not think Congress intended that should apply
to strictly commercial radio

The CAIIRMAN. Is there anything else you wanted to say?
Mr. G EDDE'S. Nothing, .
Senator KiNo. Did you leave :1 memoiandum, Mr. Geddes?
Mr. GEDDES. Yes sir.
The CTAIMAN. Mr. Donald Kane, representing the National Co-

operative Milk Producers Federation.
Do you have a brief, Mr. Kane?Mr.'KNE. Yes, sir; a SUl)plenental statement and also a list of

our member organizations which I would like to put in the record.
The CHAERMAN. Very well.

STATEMENT OF DONALD KANE, WASHINGTON, D. C., COUNSEL, NA-
TIONAL COOPERATIVE MILK PRODUCERS' FEDERATION, WASH.
IqGTON, D. C.

Mr. K,% NE. I am counsel of the National Cooperative Milk Pro-
ducers' Federation, a dairy federation of 59 farmer-owned and
farmer-controlled cooperative associations representing more than
350.000 dairy farmers. The Filled Cheese Act was passed by Con-
gress in 1896. At that time many cheese manufacturers were taking
the butterfat out of cheese and replacing it with melted lard and
other vegetable, or animal oils and selling it, for genuine cheese.

Senator KINo. Did they not have to state, like oleomargarine, that
part of the. cheese was the component part you have indicated?

Mr. KAN. Not at that time; they do now. But at that time they
were selling it for and as cheese particularly abroad in our export
markets, and at that time we had quite a substantial export market.
The result of the sale of this spurious product was that we lost those
markets.

The CHAIRUAN. Tell us what filled cheese is.
Mr. KANE. Filled cheese is cheese from which the butterfat has

been removed and replaced by oil or a fat other than butterfat. The
Kraft Cheese Co. is making a product called Okey-Doke in which the
cheese is ground up and mixed with either coconut oil or some other
vegetable oil. They make cheese-covered popcorn and also use it
for sl)reading on potato chips and crackers and things of that kind.
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Tie CIAiRsmN. It is pretty good, is it not i
Mr. KANE. Yes; as far as their product is concerned, and we have

no objection to that. I represent the dairy farmers here, and we are
afraid the amendment put into the act By the House, although it will
take care of the Kraft Co.'s difficulty, will make it possible for open
bootlegging of filled cheese again.

Senator TowNsEND. T hey would not bootleg cheese, would they?
Mr. KANEI. We are afraid of that.
The CHAIRMAN. You suggest the elimination of the meidment as

put in by the Hous?Mr. K16Np. Yes, sir.The CHAIMAN. Is siere some modification of that amendment you

might suggest?
Mr. KAN. No sir. That amnedient was put in by Congressman

Thompson of Illinois, a member of the Ways and Means Comnitteo,
and there was no hearing held on it. The committee took the wordA
of Chester Thompson, who has been a good friend of agricuil,.ure, and
I do not thinli he realized that l)y offerii ig this amendment to take,
care of the one company he was opening up the whole fllled-ciwese
law so that there could be bootlegging of this spurious product.

The CUAIRMAN, Has lie changed his mind about thatI
Mr. KANE. Ho feels this amendment would not permit that, liut

the Secretary of Agriculture wrote a letter to Congressman Boileau
of Wisconsin, in which the Secretary points out how absolutely im-
possible it would be to police th filled-cheese law if the exemption is
put in to take care of this one particular product. I am filing that
letter with the committee.

Our position is if any interested company, such as the Kraft Co.,
desires a modification of the filled-cheese 'law to take care of an
honest product, which will not permit any bootlegging of spurious
cheese and deprive our dairy farmers of the market for cheese, we will
go with them and levelol)p an amendment, first of all, with the con-
sultation of other people in the cheese industry besides the Kraft
Co., because we have a lot of cool)eratives and other private people
who are interested.
The CHAIRMAN. But you have no suggestion now to take care if it?
Mr. KANt,. No, sir. I have tried to work out some language which

would cover the product of the Kraft Co. and still not open up the
way for violation through thu sale of this stuff for'reaking Welsh
rarebit cheese onieletts, toasted cheese sandwiches, and other uses
110W filled by genuine cheese.

The OmIATIAN. Welsh rarebits are pretty good sometimes.
Mr. IKANE. They are if madle with genuine cheese, but not when

they 'mre made With lard.
Senator KING. They are helping tile growers of pigs in using lard.
Mr. KANE. And the Kraft Co. is helping the cocoanut growers in-

the Philippines in using'cocoanut oil.
The CHmAIRMA. You say you have a letter front Secretary Wallace.

in your brief?"Mr. KAnt. Yesi ' ;g, .. r
"I

* The -0 tAiimtri. And 'otu htVe iled the whole diseu's.ionI
:Mr. tftYesir.
Tl6e CAAI hAk, . Thank y,u very'ninch..
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SUPPLEMENTAL STATEMENT OF DONALD KANY, COUNSEL, TUE NATIONAL

COOPERATIVE MILK P11ODUCERS' FEDERATION

The Federal filled cheese law was enacted by Congress In 1896. This lcglrs-
lation was occasioned by the fraudulent and deceptive sale, both in American
markets and in our export trade, of a so-called cheese made from skimmed milk
to which was added lard and other animal and vegetable oils and fats.

Because of the widespread sale of this spurious article, American cheese
producers practically lost their foreign markets. At the same time, American
consumers, were becoming disgusted with this so-called American cheese and
dairy farmers throughout the United States were feeling the consequent effects.

The law as passed imposes a 1 cent per pound tax on filled cheese and provides
rtringent regulations with reference to its packaging and sale.

Since 1890, so far aswe know, there have been no attempts to modify or nullify
In any way the Federal filled cheese law. The proposed amendineit contained
in section 707 of the Revenue Act of .131 was included in the bill by the House
Ways and Means Committee on the petition of Congressman Chester Thompson
of Illinois, a member of said committee.

No hearings were held on this subject. No opportunity was given to any
interested parties to appear and , linony. No request was made of any
department of the Federu_ i t61, of the State governments for
their opinions as to t A*effct of this amenh uewI .tI the Federal filled cheese
law, or upon otheroleiated food and drug laws.

The fi-st opplpVUnity that anyone had to study the 'tiendment came when
the bill was )forted out to the IAQwUe of Rcpresentati v At that time omr
federation qosulted not only the farervoWaed and farnfia-cont rolled cheese
cooperative" In our federation but ilso othel in the privalo Lcheese industry
and oficighs of the Unit ,, Stij~es Delwrtmen$tf Agriculture. -

The afRwer' obtah1V0fron .bach of ies goups .was the sa namely, that
the proposed amedilent, nomnatter 1iog pralselW- iy its obje, would have
the eff t of making, tF iepdaiI hese law n bn cable. anCo~essman Bolleaii'l 'dr ,i.-a lettgr to jccre.4r Wala askilg tihe

opn i )f the United State'%Parfinento A culture with reference to this

Iteieceived tlq following A tterfrom Mee fi resshonse to his
requo , .. -- e:; i n.
lion. 'RAL% J 19ILEU, , 1038.

1House %I Repr Aclatives.
DFA .A oziv:Iin acku~ow ldA.Iyo r letter'of ,March 7,198, request-

ing thoAl)epartinenit'fsfommient Oft. te desira ity of q, roposed lundlmcnt to
the act 14 Juneo 0, 189, detinling filjAiJheese. 9ur c09)ruent is ol"red largely on
the bnslasff our experience'in t . emen ~ of o Federal od and Drugs
Act in the,4nterest of consmte(t protecting. i -

Ostensiblyf this amendment will pert thie bstitution edible oi:s other
than butterf4A for the nature bntte1C of cheese InI food purported to be of
restricted use. .ij4'l3y the original filled cheese law -ertalL bimblnatlons of foods
made inI imitatioisr semblance of cheese are held to bIt allied cheese."

To need exemptluibod products, provilion for lI is made it the amend-
ment, must be of the ibatWu of cheese, in i'ld! se they will be readily inl-
taken for cheese by the pur01ewtt ,1 y the amendment the exemption
rests on the manner of sale and objective use, these restrictions are not, in our
opinion, so binding as to preclude the possibility of many combinations of cheese
and oils supplanting clieese in its ordinary uses. Tie ostensible sale may be
claimed to be for flavoring, but actually and practically the articles may be used
in place of cheese. There are many "spreads" now on the market consisting
mainly of whole milk cheese with added substances, other than edible oils,
which are used to Impart cheese flavor to other foods. III fact, the preparation
of a sandwich can be interpreted as an i nparting of cheese flavor to the bread
or roll. This legislation may result in the replacement of the butterfat of the
cheese component of such product by edible oil.

It is recognized that this reply does not furnish an adequate answer to your
question but as tihe subject Involves the activities of three bureaus of'the De-
paitnment, and requires careful study of the various factors concerned, it is
impossible in the limited tmne available to present a more comi)rehensive state-
nlent,

54885--88------7
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Upon reference of the matter to the Bureau of the Budget, as required by Bud-
get Circular 344, the Acting Director thereof advised the Department of Agricul-
ture under date of March 9, 1038, as follows:
"I am returning herewith a copy of your proposed report in which no recom-

mendation is made either for or against the enactment of the proposed legis-
lation, and you are advised that there would be no objection by this office to
its submission to Congressman Dolleau."Sincerely, "SI. A. WAL.ACE, Secrctary."

It Is obvious, therefore, that everyone who has a legitimate interest in tie
protection of the American dairy farmers and in the protection of domestic
consumers, and our export markets for cheese, is opposed to the amendment.
On the other hand, the only persons seeking its enactment so far as we are able
to determine is the Kraft Cheese Co.

Their interest in this matter arises out of the fact that they are manufac-
turing a compound consisting of dried cheese and coconut oil, which compound
is being used for the purpose of spraying popcorn, potato chips, and other like
articles to impart a cheese flavor.

The Bureau of Internal Revenue has held that this compound should be
classified as filled cheese under the act of 1898 and it was to get around this
ruling of the Bureau of Internal Revenue that the Kraft Co. induced Congress-
man Thompson to introduce this amendment.

We have no criticism of the Kraft Co. They are an entirely reliable and
high-class corporation engaged in the cheese business not only in the United
States but also in foreign countries. We are sure that it is not their Intention
to weaken the filled-cheese law but their purpose is solely to protect the com-
pound which they are now selling.

However, in the desire to take care oif their present problem, we are afraid
that they did not consider the dangers inherent in their proposal.

While the amendment provided that the substances and compounds which are
to be exempted are not to be sold in imitation of cheese but only for cheese
flavor, the difficulties of enforcement would appear to be insurmountable.

Once the product has been sold by the manufacturer, there is no control what-
soever over the wholesaler or the retailer. While the manufacturer may sell it
in good faith, to be used as cheese flavoring, there is nothing which would prevent
the retailer from selling or using it as a cheese spread for use in cheese omelets,
for use in Welsh rarebit and toasted cheese sandwiches and numerous other
uses where it would be substituted for genuine cheese.

In addition, unscrupulous manufacturers could unquestionably manufacture
a product under this amendment which would be sold in direct competition with
cheese out of grocery stores and other sales outlets. It would be very easy for
an unscrupulous manufacturer to do this and at the same time meet the require-
ments of section 707 by stating in small letters on the glass or can that the
product was a cheese flavoring and not a genuine cheese.

Representing as we do, the dairy farmers of the United States, we are obvi-
ously interested in developing further outlets for cheese. We do not, however,
desire to open these outlets through the use of compounds and substances which
would take away the market for pure whole American-produced cheese.

We are willing to cooperate In any investigation which this committee or any
other committee of Congress might undertake to develop a modification of the
existing law which might permit the legitimate use of a cheese spray, provided
this can be done in a manner which will not leave the road open for bootlegging
and for the practice of fraud and deception of consumers.

Such an Investigation would require the study, not only of persons engaged in
the cheese Industry but also of State and Federal food and drug authorities.

We do, however, strenuously object to any change in a statute which has
been effective for 42 years made without hearings and without consultation with
any interested parties, including dairy farmers and Federal and State pure food
and drug authorities.

MEMBER ORGANIZATIONS

Berrien County (Mich.) Milk Producers' Association, Benton Harbor, Mich.
California Milk Producers' Association, 6022 South Gramercy Place, Los

Angeles, Calif.
Cedar Rapids Cooperative Dairy.Co., 560 Tenth Street SW., Cedar Rapids,

Iowa.
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Challenge Cream and Butter Association, 925 East Second Street, Los

Angeles, Calif.
Champaign County Milk Producers, 201 North Walnut Street, Champaign, I1.
Chattanooga Area Milk Producers Association, Chattanooga, Tenn.
Connecticut Milk Producers' Association, 130 Washington Street, Hartford,

Conn.
Consolidated Badger Cooperative, Shawano, Wis.
Consolidated Milk Producers for Sun Francisco, 503 Market Street, San

Francisco, Calif.
Cooperative Pure Mill, Association of Cincinnati, Plum and Central Parkway,

Cincinnati, Ohio.
Coos Bay Mutual Creamery Co., Marshfleld, Oreg.
Dairy and Poultry Cooperatives, Inc., 110 North Franklin Street, Chicago, Ill.
Dairymen's Cooperative Sales Association, 451 Century Building, Pittsburgh,

Pa.
Dairymen's League Cooperative Association, Inc., 11 West Forty-second Street,

New York, N. Y.
Des Moines Cooperative Dairy Marketing Association, 1935 Des Moines Street,

Des Moines, Iowa.
Dubuque Cooperative Dairy Marketing Association, Inc., 1020 Central Avenue,

Dubuque, Iowa.
Evansville Milk Producers' Association, Inc., 35 Bochne Building, Evans-

ville, Ind.
Falls Cities Cooperative Milk Producers' Association, 229 Bourbon Stock

Yards Building, Louisville, Ky.
Georgia Milk Producers' Confederation, 661 Whitehall Street, SW., At-

lanta, Ga.
Indiana Dairy Marketing Association, Muncle, Ind.
Indianapolis Dairymen's Cooperative, Inc., 729 Lemcke Building, Indianapolis,

Ind.
Inland Empire Dairy Association, 1803 West Third Avenue, Spokane, Wash.
Interstate Associated Creameries, 1319 Southeast Twelfth Avenue, Port-

land, Oreg.
Inter-State Milk Producers' Cooperative, Inc., 401 North Broad Street, Phila-

delphia, Pa.
Knoxville Milk Producers' Association, Knoxville, Tenn.
Land O'Lakes Creameries, Inc., 2201 Kennedy Street NE., Minneapolis, Minn.
McLean County Milk Producers' Association, 411-413 North Center Street,

Bloomington, Ill.
Madison Milk Producers' Cooperative Association, 29 Coyne Court, Madison,

Wis.
Maryland & Virginia Milk Producers' Association, 1731 I Street NW., Wash-

ington, D. C.
Maryland Cooperative Milk Producers, Inc., 810 Fidelity Building, Balti-

more, Md.
Miami Valley Cooperative Milk Producers' Association, 136-138 West Maple

Street, Dayton, Ohio.
Michigan Milk Producers' Association, 400 Stephenson Building, Detroit Mich.
Mid-west Producers' Creameries, Inc., 224 West Jefferson Street, South Bend,

Ind.
Milk Producers' Association of San Diego County, 354 Eleventh Avenue, San

Diego, Calif.
Milk Producers' Association of Summit County and Vicinity, 145 Beiver Street,

Akron, Ohio.
Milwaukee Cooperative Milk Producers, 1633 North Thirteenth Street, Mil-

waukee, Wis.
Nebraska-Iowa Non-Stock Cooperative Milk Association, 2506 Dodge Street,

Omaha, Nebr.
New England Milk Producers' Association, 142 Cambridge Street, Charlestown,

Mass.
Northwestern (Ohio) Cooperative Sales Co., 2221% Detroit Avenue, Toledo,

Ohio.
0. K. Cooperative Milk Association, Inc., Oklahoma City, Okla.
Peoria Milk Producers, Inc., 208-210 East State Street, Peoria, Ill.
Pure Milk Association, 608 South Dearborn Street, Chicago, Ill.
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Pure Milk Producers' Association, 853 Live Stock Exchange Building, Kansas
City, Mo.

Pure Milk Products Cooperative, 111 King Street, Madison, Wis.
Richmond Cooperative Milk Producers' Association, 516 Lyric Building, Rich-

mond, Va.
St. Joseph, Mo., Milk Producers' Association, Inc. 403 Ballinger Building, St.

Joseph, Mo.
Salt Lake Milk Producers' Association, 1069 South State Street, Salt Lake

City, Utah.
Sanitary Milk Producers, Room 609 Chamber of Commerce Building, 511

Locust Street, St. Louis, Mo.
Scioto Valley Cooperative Milk Producers' Association, 79 East State Street,

Columbus, Ohio.
Sioux City Milk Producers' Association, Inc., 413-414 Warnock Bulling, Sioux

City, Iowa.
South Texas Producers Association, Inc., 912 Bankers' Mortgage Building,

Houston, Tex.
Stark County Milk Producers' Association, Inc., Canton, Ohio.
Tlllamook County Creamery Association, Tillamook, Oreg.
Tulsa Milk Producers' Cooperative Association, 1120 North Boston Street,

Tulsa, Okla.
Twin City Milk Producers' Association, 2402 University Avenue, St. Paul,

Minn.
Twin Ports Cooperative Dairy Association, 0128 Tower Avenue, Superior, Wis.
United Dairymen's Association, 635 Elliott Avenue West, Seattle, Wash.
Valley of Virginia Cooperative Milk Producers' Association, Iarrisonburg, Va.
Wisconsin Cheese Producers' Federation Cooperative, Plymouth, Wis.

The CTATIRMAN. Mr. Dewey F. Fagerburg or Mr. E. P. Snyder, of
Chicago, Ill., representing the Kraft-Phenix Cheese Corporation.

STATEMENT OF DEWEY F. FAGERBURG, CHICAGO, ILL., REPRE-
SENTING KRAFT-PHENIX CHEESE CORPORATION

Mr. FAGEIIBURG. Mr. Chairman and gentlemen, the firm which I
represent, the Kraft-Phenix Cheese Corporation-

The CHAIRMAN. Have you talked to Mr. KaneI
Mr. FAGERBURO. Yes, sir.
The CHAIRMAN. You did not agree?
Mr. FAoERBuRO. No; I do not see why anyone interested in the

dairy industry should object to this amendment, because our view-
point is one entirely of one interested in the dairy industry and I
do not think there is a concern in the country that would do any
more to prevent the situation which existed in filled cheese that has
been referred to, if we thought it would bring that back-

Senator KING. You are one of the largest use's of cheese?
Mr. FAGERBURO. Yes; I think we buy a large portion of the pro-

duction of Mr. Kane's plants.
The CHAIRMAN. So you do not agree with the organization com-

posed of dairy farmers on this proposition ?
Mr. FAOEBRTJO. No; for this reason: We do not feel that the

amendment in its present phraseology would permit the substitution
of this flavoring for any- legitimate cheese purpose. Our company,
as well as every other company in the cheese industry, has been
working for a number of years to try to develop a way of spraying
cheese on food products so they can enlarge the market for natural
cheese. During the last few years they have developed this product.
They (1 it by almost dehydrating thie natural cheese and get the
moisture down to about 1 percent, which gives them a powdered
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cheese. They combine with that )owdered cheese all edible oil, and
they are then enabled to spray the product on foods, and we hope
it will ultimately become a good filler for crackers and be sprayed on
crackers and potato chips.

During the last year our client used 600,000 pounds of natural
cheese in this product. Mr. Thompson testified before the Ways and
Means Committee there were over a million Founds of cheese used
for this purpose last year; so I assume he had information indi-
cating what our coinpetitors used for that )urpose.

'The reason we do not have any fear of this amendment opening
up the door to violations of the Filled Cheese Act is that the amend-
ment eliminates from the application of the ol Filled Cheese Act,
only substances and compounds consisting principally of cheese with
added edible oils. Cheese is defined in section 1 as being nade from
milk or cream; in other words, whole milk or cream. So it is a new
way of utilizing whole-milk cheese, rather than a substitution for
whole-milk cheese and it has no importance as it revenue factor, be-
cause I think Mr. TIhompson l)ut into the record-and le did testify
before the Ways and Means Committee so there was a hearing on
this-that over the 42 years that this Filled Cheese Act had been on
the books there had only been collected by the Government approxi-
mately $127,000.

The CHAIRMAN. Was this amendment recommended by the sub-
committee of the Ways and Means Committee?

Mr. FAIOERBuno. No, sir; it was offered in the committee-
Senator TOWVXSEND. Have you read the letter of the Secretary of

Agriculture?
Mr. FAGEIRBURO. Yes, sir.
Senator TOWVNSEND. You do not entertain the same fears that he

does?
Mr. FAoERBURG. No, sir. He has stated he has not had a great

deal of time to examine into the question, and he says this legisla-
tion may result in the replacement of the butterfat of the cheese com-
ponent of such product by edible oil. He is referring to cheese, but
this amendment says that this product has to be cheese, which cheese
is defined in section 1 of the act as being made from whole milk. So
that that statement is in error; it could not result in the replace-
ment of butterfat, and it would be easy from analysis for the Depart-
ment to find out whether it did.

One reason why we have to have this exemption is that under the
interpretation of the Department of Internal Revenue as put upon
this act it will require the stoppage of this entire business of manu-
facturing and use of cheese flavoring on farinaceous food products,
because it is impossible to stamp a package of this type of flavor as
required in the Filled Cheese Act. You have a stamp on the side,
top, and bottom of the cheese, in letters 2 inches in height, I believe
it is, the words "Filled cheese?' This cheese flavor is put up in a
tin container and you could not possibly stamp anything on a pasty
product of this type.

The.CrAIRMAN. Is there any other similar cheese made.by compa-
nies other than the Kraft people?

Mr. FAoEREtMo. Yes; it is made by the Borden Co. and a number
of other smaller-

The CHAIRMAN. You say other small?
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Mr. FAOERBUrO. I should take the word "other" out, because Borden
is quite a competitor.

As I said, we expect that the outlet during the next few years will
run into several millions of pounds of natural cheese, and we think
it is to the interest of the dairy industry in its entirety that this
amendment be )assed, because this outlet "will be stopped1 unless--

Senator TOWNSEND. You want it as in this bill?
Mr. FAoERBURG. Yes, sir.
Here is another factor to consider in determining whether or not

this product is going to be sul)stituted for natural cheese: The whole-
sale )rice, as sold by our client, was 35 cents a pound. That results
from the fact you have to use the best well-aged cheddar cheese in
order to impart the cheese flavor to the product.

The CIIAUMAN. What wonld be the price of the cheddar cheese?
Mr. FAoERBURG. On January 12, 1938, the wholesale price of well-

aged cheddars in Chicago was 231/2, cents and the retail price in the
Fair Store of well-aged cheddars was 33 cents or 2 cents less than
the wholesale price of the cheese flavoring.

Senator HErRINO. What percent of cheese to oil do you use?
Mr. FAGFRBUno. Forty-five percent cheese and 55 percent oil. You

have to have sufficient oil so that you can readily spray it on these
food products.

Senator LA FOILETrE. Have you given any consideration to the
problem that the Secretary points out in his letter of policing enforce-
ment of this amendment?

Mr. FAoEnItno. Yes; I think so. We do not think there will be
any difficulty in l)olicing it, because from a Ipractical point of view
the expense of the product prevents its competition with natural
cheese, and in the second place it can be very rea(lily determined
whether or not this l)roduct has the oil in it; and if there was any
other type of cheese that had the oil combined with it, when you
heat it the oil will run off; for example, if you leave cheese flavoring
in much more than orditiary room temperature, the oil separates out;
so it is readily ascertainable whether it is cheese or cheese flavoring.
Furthermore, we feel the branding provisions of the act, aside from
the Filled Cheese Act, would be sufficient to protect the product.

Senator KING. Would the ordinary inspector who visits cheese
factories detect the difference?

Mr. FAGmmuRO. Yes, sir.
Senator KING. The oil would be manifest?
Mr. FAGERBUUo. Yes, sir.
Senator TOwNSEND. Is it of advantage to the manufacturer to

increase the oil content?
Mr. FAOERBuno. That is a matter of experimentation, Senator.

They experimented with the relative quantities that had to be used
to get the cheese to dry well on the food product, and at the same
time you have to use an optimum of cheese in order to impart the
cheese flavor. You cannot sell the product unless it has a good flavor
and is a good cheese product. So they use as much cheese as neces-
sary to give the sharp cheese flavor and still have it carried by oil.

Senator CING. It has never been contended by anyone it is delete-
rious in any way?

Mr. FAGEnBURo. No; as Mr. Kane has said, there can be no objec-
tion to our product or that of our competitors.
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Senator LA FoLmr'rr. The only apprehension is, as I understood
Mr. Kane's statement, this amendment, while authorized to cover
this particular product, may open up and loosen the enforcement of
the Filled Cheese Act, which would be a great blow to the industry
in this country.

Mr. FAoERBURO. If we thought that would be the result, we would
be just as much opposed to it as he but the language providing that
the product has to be made of cheese will prevent that, because
cheese is defined as being made of whole milk, in the first section
of the act; and filled cheese, as the Department of Agriculture de-
fined it in its bulletin in 1918, is the name applied to cheese from
which the butterfat has been removed and foreign fat added. It
further states, "the foreign fat is added by stirring it violently in
the milk and setting with sufficient rennet to coagulate quickly. The
rest of the manufacture is the same as for Cheddar cheese."

That refers to section 707, and in this copy that I have it is page
307.

Thank you very much.
(Tihe following letter was offered by Mr. Fagerburg:)

VASnINororN, D. C., March 16, 1938.
Hon. PAT HARRISON,

Chairman, Finance Committee, United Stacs Senate,
Washington, D. C.

DEAR Sin: Acting upon your suggestion, we are briefly outlining herein the
reasons why section 707 of the proposed Revenue Act of 1938 should be enacted
into law. This section provides for the amendment of section 2 of the Filled
Cheese Act of 18M. The Honorable Chester Thompson of Illinois, who Intro-
duced this measure in the House, made a statement before the Ways and Means
Committee, which gives a comprehensive explanation of the reasons for his
Introduction of the amendment. We attach hereto, a copy of his statement as it
appears on pages 848 to 854 of the Report of Hearings before the Committee on
Ways and Means of the House of Representatives, on Revenue Revision 1938.

At the tine the proposed Revenue Act of 1938 was considered in the House
of Representatives, certain objections were raised to section 707, on the ground
that Its enactment might open the door to violations of the Filled Cheese Act
and make that act difficult of enforcement. As we stated to you, we represent
Kraft-Phenix Cheese Corporation, which, irerhaps more than any other single
concern in the dairy industry of the United States, is interested in the strict
enforcement of the Filled Cheese Act. We would not favor any amendment to
that act that would result In the reintroduction of filled cheese on the American
market. However, we do not believe that the amendment to tile Filled Cheese
Act proposed by Congressman Thompson would result in a revival of the mann-
facture of filled cheese. The amendment merely permits the combination of
natural whole-milk cheese with edible oils, thus permitting the adaptation of
natural cheese to uses which otherwise would not be possible.

At the present time, cheese llavoring made by the combination of dehydrated
natural cheese and an oil carrier is being widely used for spraying on popcorn
and it is anticipated that the use of this product will be extended to crackers,
potato chips, and other farinaceous products and thus develop a new market
for several millions of pounds of natural cheese per year. The Filled Cheese
Act as presently construed by the Department of Internal Revenue, will require
the discontinuance of the sale of this product, and it is to prevent the loss of
this market, that the amendment is proposed.

We do not understand that the amendment is being criticized on account of
Its authorization of the use of a product such as the cheese flavoring, which is
now being used for the coating of popcorn. The objectors have merely expressed
a fear that the language of the amendment ay permit a revival of the manu-
facture of filled cheese. They have not pointed out wherein the language of
the amendment Is capable of such construction. That the amendment may not
be so construed is evidenced by the fact that it only permits the combination
of "cheese" with edible oils and "cheese" is defined in the first section of the
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act as a product made from whole milk or cream. Filed cheese, oil time other
hand, is made from milk which has had substituted for the natural butterfat
of the milk, a fat foreign to milk. (See the excerpts front the Congressional
Record of April 9, 10, and 11, 1896, referred to in the Honorable Chester Thomp-
soil's attached statement.)

It is our opinion that a product made from whole-mailk cheese and edible
oil used for the purpose of cheese flavoring is not a tilled che.se, but its above
noted, the Department of Internal revenue has ruled otherwise, and in view
of tile fact that the Filled cheese e Act 'of 181)6 has certain slpelflc requiremients
with respect to tile marking 1n1( packaging of filled cheese which cannot be
compiled with in hmndlln 1g a pasty product such as tile cheese flavor which is
1used for coating poleorn, time result of the enforcement of tile present Filled

Cheese Act, as interpreted by the Department of Internal Revennle, would be
to del)rive the Industry of tills additional outlet for hilgh-grade natural cheese,
all outlet which It Is anticipated will run to several millions of pounds per year
within tile next 2 years. It should be noted also that the clese used ill this
product Is the very highest type of well-aged Anerican Cheddar. This type
of cheese i require( to produce the strong celpese flavor necessary for t11e
intended uses.
The nianufarture of filled cicese was detrimental to the cheese industry he-

cause It substituted for natural cheese all inferior cheaper l)roduct which was
easily pawned off i1s natural cheese o an unsuspecting public. Iii contrast, tile
cheese flavor which is used for tile coating of popcorn Is, ol account of tile
expensive process of nallufacture and tile high grade of cheese and oils used
therein, sold at i whlesale prices which tire higher than the retail prices of
well-aged American Cheddar cheese.

By way of illustration, o1 January 17, 1)38, tile wholesale price of cheese
flavoring sol by Kraft-I'henix Cheese Corporation was 35 cents per potind.
01 the same day well-aged American Cheddar cicese was belng wholesaled
in Chicago at 231/2 cents per pound, and retailed lit The Fair store (a typical
large Chicago retail outlet) at 33 cents per pound. From the foregoing it is
evident that this )roduct would not be a competitive substitute for cheese even
If such substitution were feasible. Its lise, therefore, must necessarily be re-
stricted to Instances where natural cheese could not be used. As a matter of
fact, the only present outlet for tills cheese flavor are to manufacturers of
food products who spray it on their products to impart thereto a natural cheese
flavor heretofore impossible of accomiplishment.

In the event there is a request from anyone to appear before the Senate
Finance Committee to testify with respect to this amendment, we would appre-
ciate it if you would accord to us lile opportunity. The writer could be called,
collect, in Chicago, telephone Randolph 8161, or by collect telegram at 135
South La Salle Street, Chicago.

Respectfully yours,
NICior.wO?", SNYDEII, CH1ADWELL & FAOEiMBURo,

By D. F. FAozoimuno.

(The following statement was also offered for the record by Mr.
Fagerburg:)

STATEMENT OF ION. CITESTEII T1103['SON

Mr. Chairman, I wish to outline briefly tile present effect upon the cheese
industry and the enlargement of the use of cheese in food products of certain
provisions of the Filled Cheese Act of 1896. During the period from approxi-
mately 1875 to 1895, the creameries of this country in an apparently ever-
Increasing number, after extracting the butterfat from milk for the manufacture
of butter, used the skim-milk residue for manufacturing a product which, upon
completion, bore a semiblance to cheese, had a fat content practically the same
or the same as cheese but contained little or no butterfat. It was made by
heating the skim milk and agitating it while injecting into it lard or animal
fats. Rennet was added to coagulate tile compound and the process of maniu-
facture thereafter was similar to that of the manufacture of Cheddar cheese.

Certain of these creameries would label tile product "filled celeese"; others
would label it merely "cheese"; but the Congressional Record indicates that at
tile time this act was under consideration interested Congressmen's ilnvestigatiolls
disclosed that, whether tile product was originally marked "illed cheese" by the
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manufacturer or not, when it was sol throughout the United States or foreign
countries, the markings were changed to indicate that it was, I. e., Wisconsin
full cream chemse or other cheeses connoting a high quality of American
Cheddar cheese. The practice grew to such proportions that, in the early part
of the nineties, It was credited with the ruination of the American cheese-export
business.

The Filled Cheese Act of 1896 was, therefore, passed to tax the manufacturers
of filled cheese, to place a tax upon the product sold, and to impose certain
restrictions upon the manufacturers, wholesalers, and dealers of the product
including regulation of the method of marking the containers In which the
product was sold, specifying the type of containers to be used and providing for
penalties in cases of violation.

I ani Including certain extracts from the Congressional Record whl.i will
serve to Illustrate the members' concept of the product which Congress was
proposing to regulate by the adoption of the net of 1896; and, from an exam-
ination of the complete record of the debates on the filled cheese bill, par-
ticularly in the House of Representatives where it was most thoroughly dis-
cussed, it Is obvious that the thing Congress was trying to control was the
manufacture of a product made of skim milk and animal fats which was
being sold in Imitation of cheese and thereby destroying the market for cheese.
There certainly seemed to be no intent that the act apply to a product which
is not sold as cheese but which is manufactured to enlarge the uses of cheese
and to make it possible to use chese where It had never been possible to use
it before.

From the reference by the Members of Congress. it will he noted that the
products being discussed for taxation or control as filled cheese were made of
milk from which the butterfat content had been extracted. The Department
of Agriculture in its Bulletin No. 008, Issued March 0, 1918, also defines filled
cheese ns follows:

Filled cheese is the name applied to cheese from which the butterfat has
been removed and foreign fats added. The foreign fat is added by stirring
it violently in the milk and setting with sufficient rennet to coagulate quickly.
The rest of the manufacture Is the same as for Cheddar cheese.

The Commissioner of Tnternal Revenue has recently interpreted the defini-
tion of "filled cheese" In the act to cover a product manufactured which Is not
made of a milk or skim milk from which the butterfat has been extracted. It
is made of well-aged Cheddar cheese from which the moisture has been ex-
tracted by a special spray-drying process which reduces it to a cheese powder
with a moisture content less than 9 percent and generally around 1 percent.
This cheese powder is then combined with a combination of vegetable oils nor-
mally solid at room temperature in such a way as to cause the cheese particles
to be uniformly suspended in the fat globules. The end product, while solid at
room temperature. will separate into cheese and oil If left standing at higher
temperatures. It is, therefore, impossible to pack it in wooden boxes as re-
nuired by the Filled Cheese Act. In my opinion, this characteristic also renders
the product dissimilar to cheese in the accepted concept of that term and takes
it out of the act. but the Commissioner of Internal Revenue holds otherwise.
The product is not sold as a cheese but as a cheese flavor. It was developed to
broaden the uses of natural cheese, not to curtail Its uses.

The cheese industry of America had for a number of years been endeavoring to
develop a method of spraying cheese upon various food products. Cheese when
melted by itself will not spray satisfactorily because of its heavy body and tex-
tufe. Even if it could be sprayed, the moisture in natural cheese would cause
any product upon which it was sprayed to become rancid when exposed to the
atmosphere for any length of time. Since 1932, however, the above-described
method of reducing cheese to a powdered form which is almost moisture-free has
been developed. Through this medium cheese may be sprayed upon farinaceous
food products such as popcorn, and a large business has been developed in the
United States In the coating of popcorn with cheese flavor which will be wiped
out If this product is held to be filled cheese within the meaning of the present
act. This business Is conducted by relatively small operators scattered through-
out the country who buy the cheese flavor and use It for coating poneorn. They
have invested in especially built equipment, all of which will he rendered worth.
less if this product is construed to be filled cbeese, because It Is impossible to
pqck it in wooden boxes or to mark It as required by the Filled Cheese Act. The
nroduct is of such texture that if heated slirlitly above normal room temperature
it will settle out Into cheese and vegetable oils.
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Under these circumstances I feel that Congress will be disposed to amend
the Filled Cheese Act to clarify any ambiguity In the definition of filled cheese
that may exist under its present phraseology, and to definitely read out of the
act a product of this type.

It is my view, both from a careful consideration of the words of the Filled
Cheese Act and from a review of the debates In Congress at the time of the
adoption of the act, that it was not intended to and does not apply to a product
of this character. The Commissioner of Internal Revenue, however, has taken
tile position that it does so apply, and I recognize that there Is perhaps an am-
big lty in the language which may properly serve as a basis for the argument
that it does.

Having In mind the apparent intent of Congress In the adoption of this act, I
would, therefore, suggest for your consideration the amendment of the act to
clarify its terms. Section 2 of the act of 1890 (29 Stat. 253 et seq.) provides as
follows:

"That for the purposes of this act certain substances and compounds shall be
known and designated as 'filled cheese,' namely: All substances made of milk
or skimmed milk, with the admixture of butter, animal fats or oils, vegetable
or any other oils, or compounds foreign to such milk, and made in imitation or
semblance of cheese."

My proposal would be that this section of the act be amended by adding
thereto the following proviso:

"Provided, That substances and compounds consisting principally of cheese
with added vegetable oils which are not sold as substitutes for cheese but are
primarily useful for Imparting a cheese flavor to other foods shall not be
considered 'filled cheese' within the meaning of this act."

The manufacturers who purchase this cheese flavor understand that they are
not buying cheese. They buy It for a specific purpose and pay more for it than
the regular prices for American Cheddar cheese.

Under the proposed amendment, if chese flavor should at any time be sold as
cheese, the proviso would not be applicable and the guilty party could be prose-
cuted under the statute. I may say that the provisions of the food and drug
law with respect to misbranding would also serve to protect the public against
any such misrepresentation.

Mr. Chairman, I feel that the cheese industry (which includes every farmer
and dairyman producing milk for the cheese market and every person whose
welfare is in any way dependent upon its prosperity) is Interested In this cor-
rective legislation, because if the act Is enforced according to the interpretation
thereof by the Commission of Internal Revenue, a very useful and broad field
for the development of the use of cheese In food products will have been with-
drawn from time cheese industry.

(From Congressional Record, House, vol. 28, pt. 4)

Fxuxn CHEU

April 9, 1896

(P. 3702:)
Mr. COOK of Wisconsin. "Filled cheese" Is an imitation cheese and is sold to

the people by means of deception which disguises the facts as to what the
article really Is. Such deception is a fraud and should be publicly branded as
a fraud.

Filled cheese is made at butter factories, where they have centrifugal ma-
chinery to take all the cream or butterfat out of the milk. The cream is made
into butter and sold for "finest creamery," and then they take the skimmed
milk that Is left and put lard and neutral oils into it. This is done by "heating
the milk and injecting the neutral into the milk," and this is made into what
is known to the trade as filled cheese.

(P. 8793:)
Mr. COOK of Wisconsin. Filled cheese is made from skimmed milk, rennet,.

neutral oils, salt, and coloring.
Mr. OTtY. What part is taken out of the milk that is supplied or filled in in

the making of filled cheese?
Mr. NORTHWAY. The butter.
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April 10, 1896
(P. 3829:)
Mr. GBOSVNoIt. Filled cheese is a food product manufactured from milk and

neutral oil. rhe process Is that of taking the milk of the cow and by a modern
process extracting from the milk all butterfat, leaving the milk simply skimmed
milk-nothing else. Seventy percent of this milk and :10 percent of neutral
oil constitute the product known as filled cheese. The neutral oil is manufac-
tured from the leaf lard of the hog. The process of rendering and preparing
for use Is by the application of heat. There was some dispute In the testimony
before the committee as to the degree of heat that has been applied to tile
commodity. In tie beginning of our investigation It was stated that about 120
degrees of heat were applied and that this was not sufficient to render the article
digestible. The weight of the evidence, however, places the degree of heat at
a point very considerably higher.

(P. 3838:)
Mr. TAWNEY. Air. Chairman, what Is filled cheese and what methods are

employed ill Its manufacture and sale? Filled cheese is a compound or counter-
felt cheese, the constituent parts of which are skimmed milk and uncooked
animal fat, known to the trade as neutral oil. This neutral oil is substituted
or put Into the skinimed milk to take tile place of the butterfat extracted by
the use of the ceitrifugal separator. This substituted fat Is not made by those
who manufacture filled cheese, but Is bought by them from the manufacturers
of neutral oil or pork-packing establishments. It Is claimed by the nmnu-
faeturers of filled cheese tHit nothing butjTure hog leaf Is used in making this
oil. They admit, however, that It nmmy be, and doubtless Is in many Instances
nmmdel from the fat of diseased annlials or from impure refuse or putrid fats,
and that when they receive it they do not know and have no means of knowing
whether It is pure or filled with the germs of disease.

The percentage of skimmed milk and neutral oil used In making filled cheese
Is about 70 percent of the former and about 30 l)ercent of the latter. To
this is added a certain amount of remnet, with the necessary coloring and
flavoring matter. It Is made ill the form and semblance of pure cheese, with
absolutely no mark or brand of any kind to Identify It as filled cheese.

(P. 8842:)
Mr. RAY. The oluly milk used In the manufacture of filled cheese is that

from whicl the crea has been removed by the separator. In other words,,
filled cheese is the result of mixing refuse lard with skin milk and so com-
bining the two as to produce an article that Is sold to the laboring masses of
this country as the product of tihe dairy, when, In fact, it Is not cheese and
does not contain tile life-sustaining powers found in cheese. Filled cheese is
a fraud and an position upon those who would purchase and use cheese'
11s a food. Filled cheese Is an Iposition upon the farmers of tile United
States for it substitutes in our city markets nt article tlat Is not cheese for
cheese-substitutes a fraudulent article that is sold as cheese. Filled cheese
Is an indigestible mass of lard or other animal oils flavored with skim milk.

(P. 8843:)
Mr. EVANS: Filled cheese is unquestionably a meritorious food product. It

is a product of skimmed milk In which rennet, pure lard, and other harmless
substances take the place of the butter or cream, and the .1ilk being filled In
this way, the product Is called "filled cheese" in contradistinction to cream,
cheese made without skimming the milk.

(P. 3804:)
Letter from Secretary of Agriculture, J. Sterling Morton, to tile Committee

on Ways and leans, Fifty-fourth Congress.
"What Is known as filled cheese was formerly called margarill cheese and

oleo cheese, and Is designated as Imitation cheese in the laws of several
States. It is apparently a perfectly legitimate food product and properly called
cheese. It has the characteristics of cheese, although not of high grade, and
is similar In chemical composition. The only essential difference between
filled cheese and that made from whole milk Is Inl the substitution of the fat
of the hog for that of the cow. The neutral fat of the milk being extracted,
or separated, Is replaced by a good quality of lard, at the rate of 2 or 8 pounds
of the latter to 100 pounds of skim milk.

"At different stages in the development of this Industry various fats and
oils have been uned, including oleo oil, margarin, cotton oil, and unmerchant-
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able butter, as well as others still cheaper and of doubtful origin. But ob-
Jectionable results have led to the rejection of all except neutral lard. At the
present time the only fat not natural to milk which is itsed in making 95
percent or more of the filled cheese produced is neutral lard, and this of a
superior quality, tasteless, odorless, and usually selling at about 1 cent per
pound more than the best family lard. The wholesale price of "neutral" has
been for some months in the vicinity of 7 cents per pound.

"In view of these facts the most correct and significant legal designation of
this article would be 'lard cheese.'

"In the process of manufacture the bulk of tie milk is raised to the same
temperature as in making ordinary eheese, while part of the milk and all of
the neutral lard Is raised to a temperature of at least 200' F. This is about
as high a temperature as pork fat is subject to i cooking, and nmch higher
than the fat of milk is heated in ordinary cheese making. The places and
processes of m-ufacture of lard cheese, or filled cheese, and the same where
whole-milk or full-cream cheese are made are practically equal, so far as
care and cleanli iess are concerned."

(P. 3847:)
Mr. SAUEH HEINO. The process of manufacture is quite simple anl Inex-

pensive. By the use of a modern cream separator the butterfat is extracted
from the milk and manufactured Into good creamery butter; then the skimmed
milk is taken, and, by a peculiar process known to the trade, lard neutral oils
are forced into it to take the place of the butterfat which has been extracted.
From this skimmed milk, so "filled" with lard and neutral oils, "filled cheese"
is made.

April 11, 1896
(P. 3871:)
Now, what is filled cheese It is the result of the new method of separating

the fatty substance from new milk. By the centrifugal force that is used milk
can have the fattly substance taken from it and made into Imutter, and that
milk thus relieved of its fatty substance, which is perfectly fresh and whole-
some, is, under the new method, manufactured into cheese. How? By taking
leaf lard and subjecting it to certain heat, so that it becomes oil, and mixing
a certain number of pounds of that with a hundred pounds of this milk, and
then the process of manufacture is the same as the manufacture of other
cheese. The leaf lard is as pure and clean a product as the fatty substance in
the milk itself. The only difference between a full-cream cheese and this filled
cheese is the fact, as I have just indicated, that in the one case it is the fatty
substance that comes from the cow and in the filled cheese it is the fatty
substance that is taken from the leaf lard of the hog.

[From Congresslonal Record, Senate, vol. 28, pt. 71

Juno 4, 1896
(P. 00:)
Mr. SHERMAN: Now, it is complained recently that in order to get a cheaper

form of cheese they take the skimmed milk only. So far as the milk Is con-
cerned, they take the cream and convert it into butter and sell the butter.
They then take the skimmed milk, which my friend from Missouri says Is so
wholesome-although I suppose we have drunk a good deal of it in our life-
time without being very dangerously injured-and add to it not cream, or tile
product of cream, but they add to it lard-the lard of the hog-and they take
this lard, reduced, or rendered, as they call it, melted by a heat of probably
120, 130, or 140 degrees, and they mix that lard with the milk and make what
is called filled cheese. That Is, it is skimmed-milk cheese, filled with lard
instead of with butter or butterine or cream, which Is the foundation of
butter. That is all there is in this case.

The manufacture and stile of filled cheese have grown to be an abuse so
great as to destroy a large industry in many of the agricultural States of the
TJnion--LNorth, South, East, and West. It has become so great an evil that the
farmers in their meetings and conferences have denounced it, and they claim
that it is injurious to theIr business.

This filled cheese, which is manufactured, not of cream and milk but manu-
factured of skimmed milk, tihe cream which is taken out of It and made into
butter being superseded by lard, is believed by many to be unhealthy. Cer.
tainly, it is not what is called cheese, which Is a product always of the cow,
and not of the hog. The distinction there. is marked.
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The business amounts to a fraud. It is true that a person who did not have

so1e mode of testing this cheese might not distinguish it from ordinary cheese,
but most persons could tell the difference between it and the genuine cheese;
but still it is colored precisely like the genuine cheese. (1'. 6092:) Letter from
II. W. Wiley, Chief of Chemical Division, Department of Agriculture, to Hon.
John 11. Gear, United States Senator from Missouri:

"Sin: 'Filled cheese' Is a trade term given to cheese which is made from
skim milk. The deficiency in fat is usually supplied by the addition of lard.
In all the samples which have been examined in this laboratory the zidded fat
has been found to be lard. It Is said that only the purest leaf lard of a1 neutral
reaction Is used for tilling, but this, of course, cannot be confirmed by our
own investigations, which have extended to only t few samples. Tito lard
found in the samples examined by us has apparently been of a high grade of

purity.
"The casein, or cheese-nuikimig promormy. of filled cheese and fill crealli chlcese

does not differ greatly in aminmit, and lfrom an ordinry analysis the two kinds
of cheese night be easily confounded, as they may have the same quantities of
water, of casein, andl of fat. If, however, the fat be examined, the difference
between the two cheeses is readily appreciated; in the full milk cheese tIme fat
present being butterfat, while in the filled cheese nearly the whole of the fat
present is lard or some fat foreign to milk. I enclose a table giving sonic (latt
of analyses which have lately been made in this Division.

"The fraud which is lpracticed fit the case of filled cheese is ill abstraclion
of a more valuable and the insertion of it less valuable fat, the price of lard
being, as a rule, much less than the price of good butter. Thus, the skin immilk
which is left after the separation of the cream, by setting or by umeelmidal
appliances, and which is of very little value, can be turned into a cheese which
In appearance and general properties resembles very nearly that made from
full milk. It is not difileult to discriminate, however, between the taste of a
full-milk cheese and that of filled cheese, and especially for cooking purposes.
When the cheese is to be cooked as a whole, or where it enters as an ingredient
In other goods, the difference is most marked. As an illustration of this. it
may be said that it is quite impossible to make a presentable Welsh rabbit
from a filled cheese.

"The fraud in filled cheese cannot properly be said to be a nutritive one,
inasmuch as the nutritive value of the lard which is added is probably nearly
the same as the fat which Is abstracted."

The CHAIRMAN. The next witness is Mr. Claude W. Dudley, repre-
senting the Millers National Federation, and I understand he desires
to discuss the undistributed-profits tax.

Have you a brief there, Mr. Dudley?

STATEMENT OF CLAUDE W. DUDLEY, WASHINGTON, D. 0., REP-
RESENTING THE MILLERS NATIONAL FEDERATION

Mr. DuLEY. I have, Mr. Chairman, and I should like to have each
of you have one, because there are two tables in there to which I
want to refer.

The CHAIRMAN. Very well.
(The brief referred to is as follows:)

I represent the Millers' National Federation of Chicago, Ill., the members of
which are engaged in the milling of wheat and rye flour and also in some cases
in other lines of business. The federation has 569 members, who produce
approximately 81 percent of the wheat flour commercially produced In the
United States. The federation has uent to its members a questionnaire for the
purpose of securing a cross-sectloii of their views with respect to the undis-
tributed-profits tax. Our members are unqualifiedly In favor of the repeal of
that tax, even though it may le necessary for revenue purposes to increase
substantially the rates of normal income tax on corporations, They believe
that this tax has retarded business recovery, that it works a hardship on every
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smnall- and medium-sized business, and that it is basically unsound in prin-
ciple in that it penalizes thrift and conservatism in management of corporate
affairs. I ask that permission be granted to place in the record an analysis
of this questionnaire.

The revenue bill as passed by the House of Representatives retains the prin-
ciple of the undistributed-profits tax. It is drastically modified, but the I)rln-
ciple is still there. This tax Is so generally condemned that It should be aban.
downed entirely. The reduction in rate does not remove the inequities; It merely
lightens their burden. It is well recognized that it Is impossible for corpora-
tions to pay out all their profits as dividends, yet this proposed law provides
for a higher rate of tax if any part of the profits Is retained for expansion or
rehabilitation of plant, retirement of debt, or other legitimate corporate pur-
poses. It is well known that corporations cannot accurately compute their
profits of the taxable year until after the year is closed, yet this proposed law
Imposes a penalty tax upon any part of the profits which are not actually
distributed before the end of the year.

I urge the complete repeal of the undistributed-profits tax, first, because of
the inequalities which are inherent in it and which cannot easily be removed,
second, because of its complexities, and third, because it encourages dissipation
of business resources at a time when every encouragement should be given to
employment of capital in business enterprise.

The inequalities inherent in the undistributed-profits tax have been loudly
proclaimed. It is directly contrary to the basic principle that taxes should
be levied in accordance with ability to pay. The debt-ridden corporation
which is financially unable to pay a dividend pays the highest rate of tax;
the affluent corporation with ample cash resources from which it can currently
distribute its profits pays the highest rate of tax; the affluent corporation with
ample cash resources from which it can currently distribute its profits pays
the least tax. The small corporation seeking to finance its development out
of its own savings pays for that privilege. It has no other source of capital
upon which to draw. The large corporation which has already attained an
outstanding position in its field has no need to retain its earnings for further
expansion and pays only the minimum tax.

The provision exempting corporations having not more than $25,000 of net
income from the undistributed-profits tax is helpful so far as it goes. It
carries with it an implication that growth beyond that point is not to be
encouraged. With that policy I disagree emphatically. Growth and develop-
ment of industries, whether owned by corporations or individuals, Is a vital
factor in the Job of rehabilitation now before us. No tax policy should be
adopted which discourages the growth of a business beyond the point of $25,000
of net income. No barrier should be set up to discourage the development of
business beyond any stated size.

Now let us consider the complexities that are inherent in the undistributed-
profits tax. I think we all agree that simplicity in a tax law is a desirable
objective. We have not in recent years made any progress in that direction.
The 1018 act, including its very elaborate scheme'of war-profits and excess-
profits taxes, was 106 pages long; the Revenue Act of 1936 Is 121 pages. The
game of hide and seek of tax avoidance and loophole plugging and the efforts
of Congress to correct this, that and the other inequality, have combined to
make the determination of net income a difficult matter under the present
laws. Add to that the necessity of determining adjusted net income, first
division net income, second division net income, special class net income, tenta-
tive tax, alternative tax, dividends paid credit, basic surtax credit, bank
affilate credit, dividend carry-over, consent stock, consent dividends credit,
consent dividends day, preferential dividends, et cetera, and you increase tre-
mendously the difficulties encountered by the bushiessman in making a return.
The expense involved in the preparation and audit of the returns will be dis.
proportionate in comparison with the revenue collected from an undistributed.
profits tax which is limited to a maximum of 4 percent.

It would be much simpler to increase the basic rate from 16 percent to 17
percent and have this increase of I percent apply to all corporations. And
since approximately 80 percent of all corporate profits are distributed in
dividends, It is obvious that as large an amount of revenue would be collected
in this manner.
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,Finally, I 11 Oplosed to the udlistrilbuted-l)roflts tax because it encourages
dissipation of business resources tit L time when every encourageeitnt shoul be
given to employment of capital in business enterprise. The need for this Is
apparent front an examination of the data with respect to new capital issues of
recent years. During the past 6 years, 11932-37, the total new capital issues of
(onstle corporatlo, i Is $3,451,615.000. The (omparable figure for the eorre-
siponding 6 years of the i revious decade is $19,891,170,000. Take the year 1937
alone. During the first S months of last year business was at a higher level than
at any previous time .vith the single exception of the year 1929. Yet the new
(apital invested in donlestle corporations was only $1,191l,91,000 in comparison
with $1,6:56,801,(00 in 192 .

It Is not my contention hat the undistributed-profits tax is the princill cause
of the failure of new capital to be attracted to business enterprise. Thie tillity
of capital was evident before the un(listrilbuted-proflts-lmx lw was passed. I do
contend, however, ihat it is one. of the important contributing factors and it
Is one whih can be Inexpensively removed.

There Is no need for ai undistributed-proflts tax to prevent the unwarranted
aceuntiton of surplus by corporations, Section 102 of the act privies that a
special tax of 25 percent to 35 percent ilinli be levied omi the net income of every
corporation which Is formed or availed of for the purpose of preventing the
imposition of the surtax on Its stockholders by permitting Its gains or profits to
accumulate Instead of being distributed. The real measure of effectiveness of
this statute Is not in the amount of reve'ine which It produces directly but the
aniount which it produces Indirectly by forcing (listributions by corporations who
fear the Imposition of the special tax imnpos,-d by section 102.

The effectiveness of this l)rovision and section 351 of tie present law, relating
to personal holding companies, is clearly shown by the fact that in 1935 the
cash dividends paid by all corporations, large and small, amounted to 78.2
percent of their adjusted net income, compared with distributions amounting
to 47.4 percenb of the adjusted net Income in 1923. For the 6-year period,
1930 to 1035, tihe cash dividends paid hy all corporations amounted to 86.0 per-
cent of their aggregate adjusted net income.

The Government has lost in the lower courts two outstanding cases In which
they have brought proceedings under section 102. These are the DeMillc case
and the National Grocery case. The Supreme Court lins deniled the Govern-
ment's petition for certiorari in the former case and has granted it in the
latter case. In its present form, section 102 requires that there be a manifest
purpose to avoid surtaxes, otherwise the penalty tax does not apply. In the
Dehfile case, the Board of Tax Appeals held that even though the effect of
the corporation's activities may le the prevention of the imposition of sur-
taxes upon the stockholders, nevertheless the penalty tax does not apply unless
there he a purpose to avoid such taxes. This committee should consider the
possibility of amendments to section 102 of time act so as to bring within its
scope those cases where the obvious effect of a corporation's activities Is to
prevent the imposition of surtaxes on Its stockholders, even though it cannot
he proved that there exists a positive purpose and Intent to avoid such taxes.
No amendment should be adopted, however, which subjects a corporation to
the penalty tax because of accumulation of surplus to provide for expansion of
the corporate business or the accumulation of adequate reserves for the
preservation of the business.

Of far greater Importance as a deterrent to employment of capital in business
enterprise are the extremely high rates of tax on the net Income of individuals.
The maximum rate of tax is now 79 percent. This applies to net Income in
excess of $5,000,000. A rate of 70 percent or more applies to all Income in
excess of 41.000,000. A rate of 62 percent or more applies to all Income in
excess of $100,000.

These rates are too high, and in my opinion do not produce as large a revenue
as would be produced by lower rates. It must be remembered that the Federal
Income tax is not the only tax that has to be paid by the Individual taxpayer.
in addition there is the State Income tax which Is often imposed by two or
more States. And there are numerous other State taxes, Including those on
real estate and personal property. What possible Incentive can there he to
an Individual to invest his money in business enterprise when the Government-
.State and Federal-takes more than 80 percent of the profits from such invest-
ment and bears none of the losses?
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The following table shows for each of the years 1917-36, the inaxinmium rate
of individual income tax, the number of individuals reporting net income'of
$300,000 or more, the total individual income taxes as reported, and the Federal
Reserve Board's index of industrial production.

Number of
Maximum rate individuals Individual in. Federal Reserve
of! u( l reotn net come taxes as Board Index ofliviual r6C m ofIndustrial
income tax $",000 or returned production

more

Percent
1917 .................................... M 1,015 $795,381,000 ................
1918 .................................... 77 627 1,127,722,000 ..............
1919 .................................... 73 679 1,269, 630,000
1920 .................................... 73 395 1,075, 05. 000 87
1921 .................................... 73 246 710,387,000 87
1922 .................................... 58 537 861,057, 000 85
1923 .................................... 435j 512 681,665,000 101
1921 .................................... 46 774 701,265,000 95125 .................................... 25 1,578 731,516,000 101
1926 ................................... 25 1,591 732,475,000 1081927 .................................... 25 1,988 830,M639,00 106
192 .................................... 25 3,250 1, IM, 2154, 000 l1i
1929 .................................... 25 3,130 1,001,938, 000 119
1930 .................................... 25 1,020 476,715, 000 96
191 .................................... 25 494 246,127,000 81
193............ ...... . 63 248 329,96, 000 84
1933 ........................... 63 272 374,120,000 76
1934 .................................... 63 235 511,400,000 70
1035 .................................... 63 354 8,3, 90,000 00
1936 .................................... 70 58 1,210,157,000 105

1 Preliminary estimates.

It Is significant to note that practically every thne the tax rates are in.
creased the number of persons reporting net income of $300,000 or more de-
creases and that when tax rates are reduced, the number of people reporting
these large Incomes increases. For example, during the period 1917.-21,
a period of Increasing rates, the number of people reporting net income of
more that $300,000 declined from 1,015 to 240. From 1921 to 1925, during
which period maximum rates were reduced from 73 to 25 percent, the number
of people reporting net income of $300,000 or more incerased from 240 to
1,578. By 1928, when the maxinum rate was still 25 percent, this number
had increased to 3,50. By 19.2, a depression year in v hlch the maxhulim
rate was increased to 63 percent, the number of people reporting net income
of $300,000 or more had again declined to 240. In 1930, a year of substantial
recovery, when the Federal Reserve Board's index of industrial production
reached 105, the number of persons reporting net income of $300,000 or more
was only 508. The maximum rate of tax it that year was 79 percent. The
number reporting net income of over $300,000 is less than one third of the
number reporting such income in 1927, when the index of industrial produc-
;tion stood at 106, but the maximum rate of tax was 25 percent. It is obvious
that when very high rates of tax are im effect, the taxpayers with the largest
income shift their funds into tax-exempt securities. When tax rates are re-
duced, such. funds are again attracted to business enterprise.

The highest rate of tax do not necessarily produce the greatest amounts of
revenue. During the first 5 years of the last decade, 1920-24, when the
maximum.tax rate varied from 40 to 73 percent, the total individual-income
taxes were $4,021,428,000, During the next 5 years, 1025-29, when the
maximum rate of tax was 25 percent,. the total individual-income taxes were
$4,463,822,000. It is true that business conditions were better during the
second half of the decade but it is also unquestionably trite that the lower tax
rates were contributing factors in the Improvement of business conditions.

We should be careful not to accept the estimate of $1,210,157,000 of individ-
ual-income tax receipts for 1930 as proving the productiveness of high rates
of tax. In the first place, this is only a preliminary estimate and subject
to correction on final compilation of all the returns. In the, next place, we
all know that corporate distributions were artificially stimulated in that year
by the undistributed-profits tax. Many extra dividends were paid near the
close of the taxable year. A great deal of the windfall of revenue, in that
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5ear will undoubtedly be lost In 1937 and 1938, for it is axiomatic that ab-
normally large distributions of corporate earnings in 1 year must be followed
by abnormally small distributions in later years.

The theory of high surtaxes is that it places the heaviest tax burden on the
wealthier class. This theory has not worked out in practice. The facts are
exactly contrary to this theory. During the 20-year period, 1917-36, Indi-
viduals having net income of more than $100,000 paid 44 percent of the total
taxes and individuals having net income of less than $100,000 paid 56 percent
of the total taxes. During 11 out of the 20 years, the maximum-tax rate on
individuals was in excess of 50 percent. In those 11 years individuals having
net Income of more than $100,000 paid only 38.1 percent of the total taxes and
individuals having net income of less than $100,000 paid 01.9 percent of the
total. During 9 out of the 20 years, the maximum-tax rate on individuals
was less than 50 percent. In those 9 years Individuals having net income of
more than $100,000 paid 52.1 percent. of the total taxes and individuals having
net income of less than $100,000 paid 47.9 percent of the total. The following
table shows for each year of the 20 years' period the maximum rate of tax
on the net income of individuals, the amount of tax and the percentage of
the total tax paid by persons having net incomes of more than $100,000, and
the amount and percentage of thif tolta1't td'by, persons having net income
of less than $100,000.

V'

S48854------8
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lndividtal inconle taxas, 1917-86

Maxi. Tax pail by
111u11 Total tax paid persons hay.

rate of by Individuals Ing not In.
taxcomle of lesstax than $100,000

Percent
1917 ........................................................... M $691,492,000 $30,006, 000
1918 ........................................................ 77 1, 127,723,000 658,003,000
1919 ........................................................ 73 1,269, 630, 000 726, M4, 000
1920 ........................................................... 73 1,075,053,000 753, 992, 000
1921 ........................................................... 73 719,3 8,000 517,170,000
1922 ........................................................... 58 801,957, 00 659,335,000
1932 ........................................................... 63 329, 02, 0 219,535,000
1933 .......................................................... 03 374,120,000 230,449.000
1934 ........................................................... 63 511,399,000 331,428,000
1935 ........................................................... 63 653, 990, 00 410,512,000
1930 ........................................................... 79 1,210,157,000 721.035,000

Total for years in which maximum rate of tax was above
60 percent ..................................................... 8, 823,971,000 5,404,022,000

1923 ........................................................... Z 43 601,60, 000 .150, ,, 000
1924 .......................................................... 46 701, 2&, 000 400, 513, 000
19,25 ........................................................... 25 73 3, 55, 0M0 375,761,000
1926 .......................................................... 25 732,471,000 359,760,000
1027 ........................................................... 25 830, 639, 000 382. 793, 000
1928 .......................................................... 25 1, 101,264,000 450, 071, 000
129 ........................................................... 25 1,003,939, 000 338, 549,000
1930 ........................................................... 25 470,716,000 2-37,061,000
1931 .......................................................... 25 216,127, 000 130,445,000

Total for years in which maximum rate of tax was under
60 percent ....................................................... 0552,032000 3,141,874,000

Grand total .................................................. 1S, 370, 003,000 8, 05, 890, 000

Tax paid by Percent of total Percentoftotal
persons hay- tax paid by tax paid by
Ing not In- persons hay. persons hav.

come of more ing net in- ig net in-
than of more come of loss come of moretha $00,00 than $100,000 than $100,000

1917 .................................................... $361,48 47.7 62.3
1918 ..................................................... 469,720 58. 3 41.7
1919 ..................................................... M3, 086 57.2 42.8
1920 ............................................ 321,001 70.1 29.9
1921 ............................................. 202,218 71.9 2. 1
1922 ............................................ 301,712 65.0 35.0
1932 ..................................................... 110,427 00.6 33.5
1933 ..................................................... 137,671 03.2 30.8
1934 ..................................................... 179,971 64.8 35.2
1935 ..................................................... 243,478 62.8 37.2
1930 ..................................................... 489,119 69.6 40.4

Total for years In which maximum rate of tax was
above 50 percent ................................ 3,359,949 01.9 38.1

1923 ..................................................... 210,778 68. 1 31.9
1924 ..................................................... 303,722 60.9 43.1
1925 ..................................................... 358,704 51.2 48.8
1920 ..................................................... 372,711 49.1 50.0
1927 ..................................................... 447,846 46.1 53,9
1928 ..................................................... 714,183 38.7 01.3
1929 ..................................................... 053,390 84.8 5. 2
1930 ..................................................... 239,652 49.7 50.3
1931 ..................................................... 109,682 65.4 44.0

Total for years In which maximum rate of tax was
under 0 percent ................................ 3,410, 758 47.9 52.1

Grand total ....................................... 6,770,707 8. 0 44.0

IAfter applying retroactive reduction of 25 percent under the provisions of the Revenue Act of 1924, en.
acted June 2,1924. Throughout 1923 Investors thought they were subject to a maximum tax of 68 percent.

I After applying retroactive reduction of 25 percent under the provisions of the Revenue Act of 1924,
enacted June 2,1924. Throughout 1923 Investors thought they were subject to a maximum tax of 58 percent.
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This table proves conclusively that the burden on those having the lower in-

comes is proportionately greater when the highest tax rates are in effect. This
is because of the fact that when rates are raised or reduce(], the adjustment is
made all along the line, affecting those with small and large incomes. Tile
wealthier class find it advantageous to shift their capital into the tax-exempt
field as the rates are increased. The smaller taxpayers, most of whose income
Is from personal services rather than investments, have no such refuge and
must pay the tax. For this and other reasons it is invariably true that as tax
rates are reduced the portion of tie tax burden borne by the wealthier class
increases and as tax rates are increased, the portion of the burden borne by this
group constantly decreases.
We are now in the midst of a period of declining business. The most impor-

tant thing to be done is to start business on the upgrade, to stop the increase
in unemployment, and to start reemployment. I urge upon the committee a
moderate reduction in individual surtaxes, say, to a maximum of 50 percent, as
a means to that end. I also urge that the committee, subsequent to the passage
of the Revenue Act of 1938, undertake an exhaustive investigation of the whole
subject for the purpose of ascertaining the rates of tax applicable to ihe net
income of individuals which will be most advantageous from two points of view:
First, the revenue to be collected, anl, second, the Government expenditure
which can be saved from a general Improvement in business.

I also urge upon the committee the necessity of broadening the tax base by
reducing the specific exemptions. Too few people pay Income taxes. The esti-
mate for 1936 is that there were 2,&148,990 taxable returns filed. This is in coin-
parlson with 41,487,000 people gainfully employed in that year. Less than 7
percent of the people gainfully employed contribute anything to the Federal
Government by way of a direct tax. I believe that it would be a good thing
for this number to be trebled or quadrupled. Nothing stimulates the interest in
governmental activities so much as a direct obligation to pay taxes for its Sul)port.

My final recommendation is that a constitutional amendment should be
adopted which will permit the Federal Government to tax the income from the
future issues of State and municipal bonds and which will give the State gov-
ernments the power to tax the income from future issues of obligations of the
Federal Government. The adoption of such anl amendment, coul.led with a
gradual reduction of the surtaxes, will, in my opinion, do much to direct the
investment of private capital Into business enterprise, reduce unemployment, and
redound generally to the benefit of the country.

EXIBIT A-ANALYSIS OF QUESTIONNAIRES ON EFFORTS OF THE UNDISMUT,-PROFITS
TAX RECEIVED FROM MEMIIRmIS OF MILLERS' NATIONAL F]EVERATIOJ

1. What is the capacity of your mill or mills? Under 1,000 barrels, 71; 1,000
to 2,500 barrels, 32; over 2,500 barrels, 16.

2. (,a) Have you in the past had the policy of accumulating reserves in
periods of prosperity, Yes, 110; no, 2.
S(b) If so, have these reserves been used to increase the payments that

could otherwise be made during periods of depression: (1) To your em-
.ployees, Yes, 98; no, 9.

(2) To your stockholders? Yes, 96; no, 20.
3. (a) Do you think that the effect of the undistributed-profits tax is to

accentuate depressions or decrease the severity of depressions? Accentuate,
108; decrease, 2; neither, 2.

4. Is It your belief, that the undistributed-profits tax has been a business
stimulant in that It has forced distribution to stockholders and placed them
In funds for additional purchases of goods? No, 70; yes, 22; qualified, 20.

5. Do you believe that the undistributed-profits tax has retarded business
by discouraging businessmen from undertaking additions and improvements
,to plant facilities? Yes; 119.

0. If your answer to question 4 and 5 are both "yes," do you believe that the
net effect has been to stimulate or retard business? Retard, 76; stimulate,
1; qualified, 3.

7. (a) Have you abandoned any contemplated improvement or addition to
your plant facilities because of the tax on earnings which would be required
to be retained for such purposes? No, 62; yes, 49.
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(b) If so, state the estimated cost of the contemplated expenditure.
Forty-seven of the resplonding members reported the abandonnment of con-

templated Improvements and additions estimated to cost $1,976,500.
(r) State the approximate number of man-hours of labor in the improvement

or addition abandoned.
Thilrty-one of the responding members attempted an approximation of the

man-hours of labor involved In the improvement or addition abandoned. The
total man-hours Involved in these 31 cases are 553,270.

S. Do you have diflleulty In estinmating accurately before the close of the
taxable year the amnouint of your net Income for the year so (hat you are
required to lase your decision is to distribution of dividends to some extent
on guesswork? Yes, 101 ; no, 10; qualified, 1.

9. I)o you think it necessary that a reasonable time after the close of the
taxable year lie allowed for the payment of dividends, credit for which is to
be taken lim the tax return? Yes, 121 ; no, 1.

10. Is It a faet that in a year of increasing business a part of your profits
are tied up in Inventories and accounts receivable and are not available for dis-
trlltiobu in t lie year lit which earned? Yes, 114; no. 5: qualified, 1.

11. Approximately what period of time elapses between the date of realiza-
fion of profits in a ibookkeedng sense and the date on whih the proilts are
available Jim distributable form? 1 to 3 months, 67; 3 to 6 months, 35; (1 to 12'
months, 3.

12. (,t) fies the operation of the undistributed-profits tax law caused you to
pay dividends in excess of the amount which sound, prudent Judgment would
otherwise dictate? Yes, 57: no, 54.

13. Ilave you had, during the past year, adequate working capital? Yes, 56;
no, 46: quailified, 12.

1-4. Have you, because of the undistributed-profits tax, paid as dlivilends
anmounts which should have been in use as working capital? Yes, 58; no, 53;
qualified, 1.

15. (a) HIats it been your practice to pay dividends less than your net income
in periods of prosperity? Yes, 105 ; no, 7; qualified, 1.

(b) )id your dividends paid exceed your net income in the aggregate for
the taxable years 1931, 1932. and 1933 combined? No, 78; yes, 30.

16. Do you now have debts outfitanding which should be retired lit due
course from net profits? Yes, 72; no, 45.

17. I)oes the undistriluted-proflits tax tend to retard time growth of your
business? Yes, 91; no, 11 ; qualified, 3.

18. (a) Do you think that the general effect of the undistriluted-protits tax
law is more favorable to the large or to the small corporations? Yes, 112; no, 0.

22. (b) If so, what percentage of the profits do you think should be permitted
to be retained tax free? 3 percent to 25 percent, 26; 25.01 percent to 50 percent,
47; 50.01 percent to 100 percent, 24.

(c) Would you favor the exemption of such part of the profits even though it
would be necessary for revenue purposes to increase substantially the rates oil
the remaining taxable profits? Yes, 80; no, 15.

23. (a) Do you favor the repeal of the undistributed-profits tax? Yes, 109;
no, 4; qualified, 3.

(b) Would you favor the repeal of the undistributed tax even though It would
be necessary for revenue purposes to increase substantially the rates of normal
income tax on corporations? Yes, 81; no, 10; qualified, 4.

24. Do you favor a substantial increase in the rates on undistributed profits
and the elimination of the normal income tax on corporations, tile capital-stock
tax, and the excess-profits tax? No, 79; yes, 14; qualified, 3.

Mr. DUDLEY. I represent the Millers National Federation, which is
a trade association of the flour-milling industry. We have four
recommendations to make-

Senator KiNo. Is that a large organization in the sense it covers
the United States pretty generally?

Mr. DuDLEY. Our members produce about 81 percent of the wheat
flour commercially produced in the United States.

Senator KiNo. That would cover bran, shorts, and grits?
Mr. DUDLEY. That is correct.
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We have four specific recommendations to make, the first of which
is the absolute repeal of the undistributed-profits tax.

Senator TOWNSEND. I that were done, you would have no other
recommendation?

Mr. DU LEY. We do, Senator.
Senator KINo. When you eat the whole apple you want something

Qlse?
Mr. DUmLEY. Second, a reduction of the surtaxes on individuals,

substantially, but not more than 50 percent, and, third, a br-oadening
of the tax base so that the number of persons tiling income-tax re-
turns shall be substantially increased.

The CHAIRMAN. Do you want to reduce the surtaxes 50 percent?
Mr. DUDLEY. So that the maximunim is not more than 50 percent.
Senator K(mo. Then you are addressing yourself to something more

than the undistributed-profits tax?
Mr. l)uDLEY. I am, Senator.
Finally, the adoption of a constitutional amendment which will

permit the Federal Government to tax the income from State
I ssleS-

Senator CONNALLY. I-low about the State taxing the Federal Gov-
ernment ?

Senator KINO. You want the Federal Government to have power to
tax the States if it wants to, through taxation?

Mr. DUm EY. No, sir.
Senator CONNALLY. We have no jurisdiction of constitutional

nmIndnients; I think we are wasting time.
'lhe CHAIRMAN. He0 is stating briefly his recommendations, as I

understand.
Mr. DUDLr.y. That is correct, Senator.
I should like to summarize very briefly those four points and the

rea-sons for them.
First, with respect to the undistributed-profits tax, you will find in

our brief a r6sume of a questionnaire which the federation sent to all
of its members relating to the undistributed-profits tax-

The CHAIRMAN. What does your organization consist of; what kind
of millers?

Mr. DUrDLE. Flour millers.
The CHAM RAN. Eighty-five percent of all in the country belong

to the federation?
Mr. DUDLEY. Not in number, but in volume.
The CHAMRMAN. How much in number?
Mr. DUDLEY. There are 600 members in number. I could not say

exactly what percentage of the total number of persons engaged in
the manufacture of flour are members of the federation.

The CMr.MniAN. You speak the views of that organization?
Air. DuDrY. I think I do, Senator.
Senator Ko. Of course, the number of persons having stock in

those various plants would be much greater than 600, would it not?
Mr. DUDLEY. Yes; but not so much as you might think, Senator.

For instance, ve think probably 95 percent of the members would be
in what was called the third basket. The flour-mill industry, espe-
cially, is an industr y of incorporated members which are very closely
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held corporations, and there are a great many individuals and part-
nerships.

Senator CONWALLY. Is it peculiar to the flour-milling business they
have more closely held corporations, or not?

Mr. DUDLEY. Of course, there are other industries in which that is
also true, but it is true of the flour-milling industry. I have heard
it said that every corporation in the State of Kansas producing flour
would be a title 1B corporation if it were enacted into law. I do
not know whether that is true or not.

Our injmbers are unqualifiedly against the undistributed-profits
tax and are for its cora)lete repeal because of the inequalities which
are inherent in it and which cannot get out. In response to the ques-
tionnaire they say, both the large and small members, that this tax
falls more heavily on the small manufacturer than on the large; they
are against it also because of its complexities. You gentlemen know
our tax laws are becoming constantly more coml)lex-

Senator KIo. You have not read this bill to see how simple it is?
Mr. DUDLEY. I have studied the bill, Senator, and regard the

determination of net income itself a difficult matter, but when you
have to determine unadjusted net income and undistributed net in-
come and special class miet income and first division net income and
second division net income and all of the other types of income and
credits which are involved in the undistributed-profits tax, it is a
nigltmare.

Senator KING. I agree with you.
Mr. DUDLEY. Finally, we think the most important thing imme-

diately is to get capital redirected into business enterprise. We think
the repeal of the undistributed-profits tax would be one step in that
direction. We would much prefer an increase in the basic rate, and
I should think 1 percent increase in rate would bring in as much
revenue, applied to all corporations, as the 16-20-percent plan. The
basic rate of 17 percent on all corporations having a net income of
more than $25,000, I should think would produce as much revenue
as the 16-20-percent plan.

The CHAIRMAN. If the 17 percent did not, at a flat rate, do you
think your organization would prefer to go to a higher flat rate than
retain the 16-20?

Mr. DUDLEY. I do not only think so, but there, are answers in my
brief which show they would.

Now, the drying up of capital which is going into industry is
serious. In 6 years of the present decade the total new capital put
into domestic corporations is only $8,000,000,000-

The CHAIRMAN. How many years?
Mr. DUDLEY. The 6 years from 1932 to 1937, $3 000,000,000.
The CHAIRMBA . Does that include profits ploweA back ?
Mr. DUDLEY. No, sir; that is new capital, what are called flota-

tions of new capital.
The CHAIRMAN. I did not know there had been that much.
Mr. DUDLY. In the previous comparable 6 years of the previous

decade it was $19,000,000,000; in other words, we are having only
$1 in almost seven in comparison with what it has been in the past,

Furthermore, unemployment of labor goes right along with unem-
ployment of capital; that is axiomatic.
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Senator KING. You do not call reflotations new capital?
Mr. DUDLEY. No, sir; that leaves out the refunding issues. Now,

it is very sessential that capital-
The C1IAilnMAN. How much is involved in new issues for the last

year or the last 2 years; have you those figures ?
Mr. DUDLEY. For 1937, Senator?
Senator KiNo. The calendar year?
Mr. DUDLEY. For the calendar year 1937, and that, by the way,

was a year in which business, for the first 8 months of 1937, was at
the highest level we ever had except 1929 alone. In that year,
despite that splendid business situation, the total new capital was
only $1,195,000,000 in comparison with $4,600,000,000 in 1927, 10
years before.

I (to not contend the undistributed-profits tax is the principal
cause of the failure of capital to go into business enterprise, but
I think it is a contributing factor. I think the high surtaxes are
one of the principal causes for the failure of capital to be attracted
to business enterprise. The maximum rate is now 79 percent. At
$1,000,000 it is 76 percent and at $100,000 it is 62 percent. All of
those rates are sufficiently high so that the gamble is not good.
Whenever the Government takes more than two-thirds of the gain
and bears none of the losses, and so long as we have billions and
billions of State and municipal and Federal issues which are tax-
exempt and available to the wealthy taxpayers, we cannot expect
capital to be redirected into business enterprise until those rates are
reduced.

Senator KINo. You understand, do you not, that the Federal issues
of tax-exempt securities have been largely held by insurance com-
panies?

Mr. DUDLEY. Banks and insurance companies.
Senator KINo. And they buttress the credit of the bank and at the

same time protect the hundreds of thousands of poor people as well
as wealthy people who have life-insurance policies.

Mr. DUDLEY. The table on page 8 of my prepared statement and
the table on page 11, also, show clearly what happens as surtax
rates are increased and reduced. For instance, the table on page 8
shows as the rates are increased the number of persons reporting
incomes of $300,000 or more drastically declines; as the rates are
reduced the number of persons reporting incomes of $300,000 or more
is very substantially increased.

The CH IRAN. What are those figures based on?
Mr. DUmmY. These are figures from 1917 to 1936, taken from the

statistics of income as published by the Bureau of Internal Revenue;
they are the Bureau of Internal Revenue statistics.

Now the table on page 12 shows a startling result. The theory is
the'highest surtaxes hit the wealthiest classes; but as a matter of fact,
during the past 20 years, the lower the tax rates the greater propor-
tion of tax has been paid by people in the higher income groups,
whereas the higher the tax rate the smaller proportion of tax paid by
those wealthy people.

For the 20-year period there are 11 years in which the maximum tax
rate on individuals is above 50 percent--

Senator KNo. You are reading from page 12?
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Mr. Dvwmiy. Yes. Iii those two groups of years, 1917 to 1922 and
1932 to 1936, the maximum tax rate on individuals was above 50 per-
cent, and during that period only 38 percent of the total tax paid was
paid by persons having more than $100,000 income, whereas 62 percent
was paid by persons having income of less than $100,000.

On the oiher hand, take the nine relatively low tax-rate years, which
are the years from 1923 to 1929 and 1930 and 1931; in all of those
years the maximum tax rate was up 50 percent, and at that time,
during those 9 years as a whole, )ersons having an income of more
than $100,000 paid 52 percent of the total taxes, and persons having
an income of less than $100,000 paid 48 percent of the taxes-

Senator KINo. Is that 44 or 48?
Mr. DUDLEY. 47.9 percent, to be exact.
Senator KiNo. I have the wrong one--I see.
Mr. DUDLEY. Of course, the reason for that is obvious. During

these years when the rates were put up very high, of course, they were
increased ail along the line, starting at the bottom. People with mod-
erate incomes, most of them, the majority of their income is earned
and they camot escape into the tax-exempt field, whereas the people
with the larger incomes, the greater part of their income being from
investments, they can escape into the tax-exempt field and do.

It is my belief that with a reduction to a maximum of not more than
50 percent tax rate on individuals, that a very substantial amount of
capital will be redirected into business enterlrise, which we urgently
need there, and a greater proportion, rather than a smaller propor-
tion of our total tax burden will fall upon the wealthier groups that
are able to pay it.

I will be through in just a moment. My final suggestion is that the
tax base be broadened by lowering the exemption-

h'lhe CHAIRMAN. You have said nothing about capital gains.
Mr. DUDLEFY. I have not, Senator.
The CIIAInMA.N. Do you discuss that in your brief?
Mr. DuDLEY. I have not, Senator. Of course, in a way the reduction

of the surtax to some extent takes care of the capital gains, so long
as a table such as that used in the House bill is used. If that is dis-
carded and a flat rate is placed upon capital gains, that rate should
have some reasonable relationship to the maximum surtax. Under
the House bill the maximum rate of tax which can apply to a capital
gain on an asset held more than 5 years is 16 percent.

The CHAIRMAN. Without going into it fully, because you have
filed your brief, do you believe it would help to unfreeze some money
to put it into industry if with these other suggestionsyou have made
that the capital gains should be put at a reasonable figure, on a flat
rate, and put in a classification by itself?

Mr. DUDLEY. I think it would help, Senator, but I think there is
one objection, if I may state it.

The CHAIRMAN. Yes.
Mr. DUDLEY. I think that the small taxpayer and the taxpayer with

a small income is entitled to relief with respect to capital gains in the
same )roportion as a wealthy taxpayer. Under our old 121/ 2-percent
maximum tax which was in effect so long, 10 or 12 years, no one got
any benefit unless he had an income of $50,000 or more.

The CHAIRMAN. Your maximum surtax at that time was pretty low.
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Mr. DUDLEY. That is correct, it was relatively low. 1 do feel that
some consideration should be given to capital gains all of the way
along the line, in all income groups because of the fact when a man
does sell an asset which he has held for 5 or 6 years and realizes in
1 year the increase in value, theoretically it should be taxed just as
though he had earned it over the 5-year period. Of course, the same
is true of lawyers' fees and that sort of thing, but unfortunately we
cannot do that because they come in in the year they collect it. Now,
as to broadening the base,'there were only 2,800,000 returns filed last
year, as compared with 48,000,000 people en)loyed; that is less than
I out of 14,

I would like to see that number trebled or even quadrupled. I
think it would ibe a splendid thing if we had 10,000,000 filing tax
returns and paying tax to the Government. In that case I think
it would be possible to eliminate some of the taxes those people are
Dow paying Indirect ly.

Senator KING. Would you approach that objective, by lowering the
amount of deductions or by increasing the income tax upon the lowel
brackets-which?

Mr. DUDLEY. My thought would 1e to lower the exemptions.
Senator KINu. Lower the exemptions?
Mr. DUDLEY. Yes, sir.
Senator KINo. Thank you very much.
Mr. DUDLEY. Thank you, Senator.
Senator KINO. Mr. J. C. Wilkes, Operative Builders' Association

of the District of Columbia. Is Mr. Wilkes here?
(No response.)
Senator KING. Mr. Donald Marks, representing H. Hentz & Co.

STATEMENT OF DONALD MARKS, NEW YORK CITY, REPRESENTING
H. HENTZ & CO.

Mr. MARKS. I have a brief, Senator King, which I will file.
Senator KING. Proceed, Mr. Marks.
Mr. MmAKS. I am here to make a plea for a rather narrow amend-

ment to title 8, schedule A, of the tax law of- 1926, as it now stands.
relating to transfer taxes on securities. I appeared before the House
Ways and Means Committee and presented my plea there, after hav-
ing vainly taken up with the Bureau of Internal ]Revenue and the
TrIeasury Department the situation presented by a ruling of the
Bureau which was made in March 1937 and reaffirmed, after some
discussion with the Bureau, in February of this year.

My plea is against a double taxation which has resulted from the
ruling of the Bureau, and I am basing my plea not only on the ground
it is an obvious inequity Which plainly was not intended by Congress
but also because I feel that the amendment which I have to suggest
will actually result in an increase in revenue through added income
taxes because I am speaking for what may be called a depressed
industry.

H. H1entz & Co. is a member of the stock exchange and of various
other security and commodity exchanges in this country, and has
offices in somae of the principal cities abroad.. They have, offices in
Amsterdam and Rotterdam in Holland, and this particular problem
relates only to purchases of American securities by Dutchmen.
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Senator KINo. You want us to take Holland, do you?
Mr. MARKs. Not quite; I want you to do something for Holland,

and incidentally for ourselves.
Senator KING. Just give us a concrete illustration.
Mr. MAnKs. The problem arises because in the very large invest-

ment business in American securities that has been carried on by
the Dutch, in various American securities purchased by the Dutch
and taken to Holland hiave been put in what are known as Dutch
administration offices, which are stock corporations-there are about
800 of them, organized for the sole purpose of becoming depositaries
for American securities. The Dutch administration offices issue their
certificates against American securities and they are traded in on the
Dutch exchanges. That is the practice and has been the practice for
many years in Holland.

The Dutch administration offices are organized under the statutes
of the Netherlands and have no power to buy or sell securities them-
selves, but only the power to hold securities for deposit and retender
the American 'certificate upon surrender of their own.

Now, what has happened is this: The Bureau of Internal Revenue
has ruled that there are two transfer taxes to be paid upon American
securities bought by Dutchmen and put into the name of a Dutch
administration office, and the reason they have ruled it is because
they have said the Dutchman who purchases the security must pay a
tax on the purchase and by transferring the certificate into the name
of the Dutch administration office he must. pay a second transfer tax
on the right to receive the certificate because title 8 taxes not only
purchases and sales but also transfers of the right tc receive.

I argued at length with the Bureau that the transfer of the ri ght
to receive, if any occurred, took place outside of the country, but
they turned me down on that-

The CHAIRMAN. If a )arty puts it in the bank here and it is
transferred the bank being the beneficiary, is it not true it has to
pay the tax?

Mr. MARKS. No; there are now in title 8 exemptions which are to
avoid double taxation where securities are put in the hands of nomi-
nees or custodians in this country, and I say the intent of Congress
plainly was not to have two taxes on any single purchase.

Senator KING. Your contention is if 1 purchased stock here, as a
Dutchman, and pursuant to the plan in tolland, transferred it to
this organization, there would be just the one tax?

Mr. MAIMs. There should be.
Senator KINO. That is scarcely a transfer but merely a custodian-

ship.
Mr. MARKs. Yes, sir. I might say this, gentlemen, that the result

of this ruling-the original ruling came down in March 1937, -and
from then until the reaffirmation in February of this year there was
great confusion in the application of this provision, but since this
affirmation of the ruling there has been a tremendous falling off of
the business of American brokers who have Dutch offices because
the Dutchmen say they are not going to buy securities and have two
taxes of 4 cents a hundred each imposed on every purchase.

The CIRAmBIAN. I was under the impression the same rule applied
here; how about that?

Mr. L. H. PARKER (Joint Committee on Internal Revenue Taxa-
tion). If a man wants to go to Europe and he puts his securities in
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the name of a nominee, for instance a bank, he has to pay a tax;
even if the beneficial title has not changed he still has to pay another
tax.
The CAIRMfAN. If a gentleman was traveling abroad to be gone

a year, he would go to a-bank in Washington and say, "Here are my
securities; you may sell them"; he has to pay two taxes?

Mir. PARICER. The way he would get around it would be to give a
power of attorney. If he acted as agent it would not be. But the
ordinary way, years ago, they would put them in the hands of a
nominee.

Senator KINo. Suppose I was going abroad and I deposited a
stock with my banker and told him, "If I draw a draft and I do
not have sufficient funds to cover, you sell that stock"?.
The CHAIRMAN. You would have to pay two transfer taxes.
Air. PARKER. If you do it by putting it in the hands of a bank.
Senator KING. Suppose I borrow money and put up the stocks as

security and go abroad and I do not pay i'y note on time and they
sell the stock; do I have to pay two transfer taxes there?

Mr. PARKER. No; I think not.
Mr. MARKS. If I endorse a certificate in blank and put it in the

hands of a bank with power to sell it, then there is no second trans-
fer tax on that deposit of my certificate.

Mr. PARKER. th power of attorney.
Mr. MARKS. Yes. The method suggested would not be followed

here. If I leave m) stock in the hands of a broker, in street name,
or endorsed in blaik, there is no transfer tax. I say clearly that a
method which has been followed in regard to American securities and
which has made a good market for American securities abroad should
not be submitted to 'a penal tax which will freeze that market. We
cannot afford to lose any revenue, I know, but what they have derived
from revenue on these double-transfer taxes will be lost by reason of
reduction of income taxes as a result of loss of this Dutch business.

Senator KING. Suppose, as a Dutchman, I went to that organiza-
tion, the depositary, and I would say, "In order to avoid an unjust
tax, you order for me 100 shares of stock and take it in your name,
although it is mine and then give me the certificate; youi are doing
that for me so I will escape the tax."
Mr. MARKs. I would not be here if that siml)le method of evasion

could be followed, because the Dutch administration offices cannot
buy' they are not permitted to do so.

TIe CiIAIRMAN. Have you filed your brief?
Mr. MARKS. Yes, sir.
The CHAIRMAN. This matter was brought to my attention by some

American bankers, that is, a certain feature of'it. There, may be
certain aspects of it that I do not recall, but the committee will con-
sider it.

(The brief above referred to is as follows:)

MEMORANDUM IN RE PROPOSED AMENDMENT OF SCHEDULE AS OF TITLE VIII OF THE
REVENUE ACT OF 1020, AS AMENDED BY SECTION 723 (a) OF TIE REVENUE AO'
OF 1032

This ienorandum is submitted on behalf of H. llentz & Co., of New York
City, members of the New York Stock Exchange and other American and
foreign securities and commodity exchanges, and who have branch offices and
agents in many European centers. These brokers, and other sinlarly situated,
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have been affected by a ruling of the Connuissioiier of Internal Revenue relating
to the transfer of stock purchased in this country by Dutch owners to the sev-
eral Dutch administration offices. The peytinent facts are as follows:

The Dutch administration offices are corporations organized under the laws
of Holland to act as depositaries for .nierican securities which are traded iII
on Dutch securities exchanges. Dutch owners may deposit such securities with
the appropriate administration office and receive i exchange therefor cer-
tificates which are deliverable on th Dutch exchanges.

Dividends which accrue on stock deposited with a Dutch administration office
are payable to said ofilee; and the holder of the Dutch certificate issued against
the deposited shares may receive such dividend upon presentation of the ecr-
tificate, which is then stamped to show the payment of such dividend.

There are about 300 Dutch administrative offices. They are organized under
Statutes of The Netherlands, and they are quite uniform in their "Statuten"
and bylaws. We are Informed that they may act only as depositaries and may
not engage in the purchase or sale of securities. There are elaborate safe-
guards established in their bylaws for the protection of the owners of d0iOsited
securities. A fee is charged for the making of such deposit and the issuance of
time administration-office certificate.

All certificates deposited with an administration office must be issued in tile
naie of said administration office. They will not accept certificates in nego-
tiable condition or ili common parlance, i "street name."

The maintenance of proper arbitrage facilities between the Dutch and Anmeri-
can securities markets necessarily involves the ninimizing of expenses in con-
neetion therewith so that the limits of price disparity between such markets
may not run to extremes. Iloth Investors and arbitrageurs iII 11olland tecs-
rarily use the administration offices. It Is quite usual for Dutch purchasers of
American securities to instruct the broker, either at the time the order for pur-
chase is given or at some time thereafter before the new certificate hits heel
Issued In the name of the purchaser, to have the stock certificate issued ill the
name of a particular administration office.

The Commissioner of Internal Revenue has ruled that in such cases a second
transfer tax is payable on the theory that there has been a transfer of the right
to receive from the owner to the administration office.

The ruling of the Commissioner Is contained in a letter dated March 24, 193,
addressed to H. Hentz & Co.

Reconsideration of said ruling has been requested on tile ground that such
transfer of the right to receive, if any there be, takes place wholly outside this
country and is, therefore, without the taxing jurisdiction of the United States.

However, in anticilpation of a possible adverse decision upon said applica-
tion, this memoran(lunm Is submitted to request favorable consideration of ait
amendment of the law so as to avoid the disruption of Dutch business which
has followed the ruling of the Commissioner.

A similar disruption of business with Switzerland has been experienced since
the method of handling American securities in Switzerland Is similar to that
in Holland, except that the Swiss Banking Corporation acts as the depositary,
and the American certificates must be Issued in Its name.

It is suggested that the law be amended so as to enlarge the exemption from
transfer tax to include deliveries or transfers by a broker to a depositary,
custodian, nominee, or agent for a customer under certain limited conditions
which will not unduly broaden such exemption.

It seems obvious from the present wording of the proviso In schedule A3 of
title VIII, exempting deliveries or transfers to a broker for sale or by a broker
to a customer for whom and upon whose order lie has purchased securities,
that it was the intent of Congress to avoid double transfer tnxatlon in the
purchase and sale of securities. It is quite natural that where special facil-
ities or methods exist in the handling of such securities, as in the case of the
Dutch administration offices, such cases might have been overlooked in the
drafting of the proviso above referred to.

However, there Is no more occasion to impose a double transfer tax upon
the purchase of American securities by Dutch owners than in any other case.
where the purchase by reason of such special methods, requires Issuance of
the new certificate in the name of a custodian, nominee, or agent. That fact
should not result In double taxation. Such double taxation Imposes an undue
burden on the purchase of American seeuritles by foreigners and tends to
imlpair their value In International markets.
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The revenue derived or to be derived from the imposition of such second
tax Is trivial at best, and It is readily apparent that the indirect loss of revenue
through tile business which Is lost to this country will far outweigh the small
returns from such transfer taxes.

American brokerage houses with offices in Ifolland, or with Dutch colnec-
tionq, and those with similar connections in Switzerland, have complained that
since th ruling of the Conunissioner above referred to, their business from
H lolland and Switzerland has been materially affected.

()n principle, it is submitted that when securities are purchased and tile pur-
chaser directs his broker to have the new certificate issued in the name of a
custodian, nominee, or agent, there is not the substantial change of ownership
or interest therein which is or should be taxable. A custodian, nomiinee, or
agent holds the security for the benefit of the purchaser thereof, and therefore
no additional tax burden should be laid upon tile issuance of tie certificate in
the name of such custodian, nomnice, or agent.

It Is to be noted that if the American certificates were transported abroad in
street name, and merely delivered from hand to land lit Holland or Switzer-
land, there would be no tax on such transfers. The fact that the Dutch or
Swiss owner, in order to meet the requirements of a special method which exists
in those countries, has the American certificate issued iln the name of a ell,-
todiln, should not alter the taxable status of the transaction. The mere issu-
ance of the new certificate here in the name of the custodian should not be made
the occasion of a transfer tax.

An amendmnent to accomplish this narrow objective is simple. It is requested
that the third proviso of schedule A3 of title VIII be amended to read as fol-
lows (italicized portions are new) :

"Provided further, That tile tax shall not he imposed upom deliveries or trals-
fers to a broker or his registered nominee for sale, nor upon deliveries or trails-
fers by a broker or ils registered nominee to a customer for whom and umpon
whose order the broker has purchased same, nor upon deliveries or transfers by
a purchasing broker (a) to his registered nominee if the shares or certificates so
delivered or transferred are to be held by such nominee for tile same purpse
as If held by the broker, or (b) to a depositary, custodian, omnince, or (y( nt
for the custoiner if the instructions8 to make such delivery or transfcr shall harc
been giren by the custonmjr to the broker at or before the completion of the
purchase, but such deliveries or transfers .shall be acconiamlied by a certificate
setting forth the facts."

Tile foregoing elanges will not provide an unduly broad exemption, hut will
correct a1 obvious inequity whieh Is at the present thne seriously halrling our
securities business with Holland and Switzerland.

Respectfully submitted.
IBAYE & MAKS,

No. 20 Exehalnge Place, Borough of Manhattan, City of New York, Attorneys for
II. Hcitnl dCo.
Dated, Nsw YORK, March 16, 1938.

The CHAIRMAN. There is one other witness, I think. Is Mr. Camp
here?

Mr. CAMP. Yes, sir.
The CITAIMAN. We will hear you now, Mr. Camp.
Mr. CABP. Mr. Chairman, if you wish to adjourn I could appear

in the morning.
The CHAI MAN. We will not have any time in the morning as we

have quite a number of witnesses scheduled to be here tomorrow.
Mr. CAMP. It will only take me a few minutes.
Senator KINo. Do you have a briefI
Mr. CAMP. Yes.
The CHAIRMAN. Are there any other witnesses who desire to speak

who were not on this calendar?
Senator KINe. One or two witnesses did not show il).
The CITAIRMAN. They will not be heard tomorrow then because we

have a full calendar.
All right, Mr. Camp, you may proceed.
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STATEMENT OF FRANK B. CAMP, CHICAGO, Ill.
I

Mr. CAMP. I represent the 100 Percent Endorsement Association
of Chicago, Ill. I am the executive secretary of that association, Mr.
Chairman.

A year ago it was incorporated to secure the 100 percent endorse-
ment of the toilet preparations industries of the United States.

On January 22 1 appeared before the Ways and Means Committee
for all the associations in the United States except the Toilet Goods
Association of New York. That association prior to March 5 had
not endorsed the bill we are sponsoring which was introduced in the
House. Today we have the Toilet Goods Association's endorsement.

The purpose for my being here is to ask you gentlemen to allow me
to put this amendment into the House bill, which reads, "That the
tax imposed"

The ChA'MMAN (interposing). Let me find that provision. That
is on cosmetics and toilet artieies?

Mr. CAMP. That is the House bill. That is on page 299, line 86.
The CHAMMAN. All right.
Mr. CAMP. Our House bill H. R. 8484 asks for the repeal of the

entire section. This amendment also asks for the repeal of the entire
section.

Now, I have one other thing to ask.
The CHAIRMAN. You are satisfied with certain provisions of the

House bill, but you do not think it goes far enough?
Mr. CAMP. It does not go far enough, Mr. Chairman,'and there is

no reason for segregating any one of those things from the other.
Now, I was told by the Ways and Means Committee it was a matter

of revenue. The Finance Committee naturally thinks they must have
revenue. There is no question about that.

I have an offer to make Congress whereas the Government can se-
cure enough revenue to take care of the entire repeal of section 603,
and also the excise tax collected from the radio industry, which was
mentioned by Mr. Geddes who preceded me here.

The CHAIRMAN. What is that tax?
Mr. CAMp. This is a tax on international and exl)ress-money orders

of the United States of America.
Now Mr. Chairman, I am only going to be brief.
On January 8, 1937, a member of your committee, Senator Arthur

Capper, wrote to me that he was very much interested in my letter
in which I said I would like to see a plan worked out by which
aliens would pay a tax of 25 percent on the money which they send
to their relatives in foreign countries.

I have been trying to get a bill through Congress for 4 years.
I have a letter from the Assistant Postmaster General, and some

from seven or eight Congressmen, and from several Senators.
Prior to 1927 1-had the Bonners Ferry News in NorthQrn Idaho,

and I had occasion to contact the Great Northern and the Southern
Pacific and many others with employees approximating 10,000. And
there was a Greek section hand at Bonners Ferry, who was an alien,
and who had lived 10 years in the United States, and who every
month went to the post office in Bonners Ferry and bought a $100
money order for $1 and sent it to Athens, Greece.
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I have been told the Greek Government is taking 40 percent of
every dollar sent out by alien Greeks in this country.

It seems to me, gentlemen, you are seeking revenue. And as one
Congressman wrote me, he says, "You ask why Congress (loes not
enact a tax of 50 percent on international money orders. So far as
I know such a tax has never before been suggested." Why? Is it
because we are afraid of antagonizing our foreign voters that we
do not tax them for more than 1 percent to send money out when
they fail to become citizens of the country they have lived in for
years?

We are the only Nation left in the world Mr. Chairman, where its
citizens solid money out for any percent. Why should we?

And if I understand correctly-I may be misinformed, but I think
note-there were $32,000,000 sent. out last year from this country to
72 other countries by aliens and immigrants.

Now, why not 25 percent instead of 1 percent? It brings you
back tax which you eliminate from the excise taxes and the balance
helps Mr. Farlq with the deficit in the Post Office Department.
It can be worked out. It is simple. It does not require any more
employees and it does not require the appointment of any com-
mission. The postmaster in each post office simply charges 25 percent
instead of 1 percent-1 percent, you understand, Mr.'Chairman, to
send our money that is earned here by alien citizens to their own
countries, when now an alien call send for $1 the sum of $100.

I am offering you that as a bill, and if it could be introduced and
argued by your committee before the Senate I believe that you
would have the cooperation of 100 percent of the Senate behind such
a bill. Perhaps you would not have 100 percent, but you would have
a majority that would enable you to stop considering piecemeal
measures as to these various excise taxes.

I am not trying, you understand, to have a tax removed from all
industry just for the sake of having the tax removed, I have made a
study of this industry for 2 years inside and out. I worked for the
Internal Revenue Department in Chicago, Ill in the Excise Tax
Division with warrants for distraint on taxes tiat were assessed 22
months back after a certain new ruling was made.

But what I am trying to get at is tis: Today we have in Chicago
alone so many unemployed, worse than, I believe, it has ever been,
staggering help in the department stores and in the offices everywhere.
And we have in the cosmetic industry a necessity for taking $500,
$1,000, or $2,000 to the window of the Collector of Internal Revenue
in cash every month, instead of being able to take and advertise a new
name on a new face powder or other products.

And there is not a gentleman on this committee, Mr. Chairman, who
has a wife and daughters who can conscientiously say that toilet
preparations today are a luxury. They are an absolute necessity,
unless you pay $50 an ounce for perfume, or unless you pay $40 a
box for an imported talcum powder. But the man with a wife
and daughters in any home will find everything that is taxed in
that list on the shelf and it is used.

But I have this thought-and I know positively that it is not a
question of just taking and wiping out excise taxes. But I do
know this-that my contacts with both cosmetic and with radio
people will enable Congress not only to eliminate soaps and tooth-
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pastes but everything in that section 603. And that is all I am
asking. I am here in this city today for the purpose of asking your
committee to repeal this tax; also for the purpose of asking you to
let me file this amendment and a brief on Saturday with these
reinarks.

The CHAIRMAN. I would suggest you get it in promptly.
Mr. CAMP. It will be here Saturday morning.
I thank you.
(Subsequently Mr. Camp submitted the following brief:)

[11. It. 8484, 75th Cong., 2d sess.]

A BILL To terminate the tax on toilet preparations, etc.

Be it e)nacted by the &enatc anid House of Representatives of the United States
of Amncrica itn CongrCss assembled, That section 603 of the Revenue Act of 1932,
as amended (imposing a tax on toilet preparations, and so forth), Is hereby
repealed.

1311ILF OF 100 PERCENT ENDORSEMENT ASSOCIATION

(An association to terminate the tax on toilet preparations, etc., sponsoring bill
II. R. 8484, Chicago, Ill.)

BRIEF FO IlREPEAL OF MANUFACTURER' EXCISE TAX ON TOILEr REPARATIONS As PRO-
VIDED FOR IN TIlE REVENUE ACr OF 1932 AND AMENDMENTS THERIV'O, BY FRANK RI.
CAMP, EXECUTIVE SECRETARY, 100 PERCENT ENDORSEMENT ASSOCIATION

Your petitioner respectfully represents that the membership of the 100 Per-
cent Endorsement Association consists of members of the toilet-preparation
industry located in every section of the United States and likewise members
of affiliated groups buying from and selling to the toilet-preparations Industry.

The toilet-preparation industry, due to the Imposition of the excise tax, has
suffered directly in four principal ways, as follows: (1) Loss of immediate
working capital, (2) creation of competitive restrictions, (3) goyernmental dis-
crimination, (4) bankruptcies and failures.

The reference to loss of immediate working capital means, in substance, (a)
the loss of cash paid to the Government in taxes which should, in view of con-
ditions existing within the industry, be available for reinvestment in current
business; (b) the loss of reserve capital wherewith to offset general or local
business recessions as are being experienced at the present time.

Unequaled taxation has imposed severe restrictions upon the toilet-prepara-
tion industry. Business competition today is between all industries that com-
pete with each other for a share of the public's dollar. The most successful
industry is one that intensively applies all of Its resources to creating a greater
volume of sales, higher turnover, and lower cost of operating expenses. Such
an industry can operate at a profit.

The toilet-preparation industry has been denied, through taxation, its rightful
opportunities to conduct this competition. It Is obvious that such an industry,
when taxed, cannot devote Its financial resources to compete with other indus-
tries which are not taxed. Industries which have a higher rate of turnover,
higher rate of sales, have a greater degree of profit-industries which, by the
conservation of their moneys, can, under normal conditions, devote their full
energies to stimulating their production and distribution, and in subnormal
periods can better withstand business recessions.

The toilet-preparation industry of the United States has been forced to meet
all adverse economic situations, and by reason of discriminatory taxation has
lost its place in American business life until it has reached a point where it
no longer represents Its Industrial capabilities or possibilities. It Is being rap-
idly taxed out of existence-its bankruptcies and failures adding to the burdens
of the Nation.

It Is conscientiously believed that the toilet-preparation Industry has been
and Is being severely discriminated against by reason of its classification for
purposes of taxation-as an industry that deals in luxuries, and especially In
view of tile fact that other industries have long ago been freed of excise tax:
which action places the toilet-preparations industry in an underhalanced cnl-
petltive position.
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It Is further believed that It is erroneous to construe the toilet-preparatioil

Industry as a source of taxation, justified on the assumption that it is able to
pay its taxes and yet remain i t existence. It Is respectfully subnltted that this
discrimination on the part of the Government has done more to retard tile
growth of this industry than any other given element and that this discriinina-
tion has caused such reverses In the past 5 years as the industry will never be
able to overcome so long as this discrimination continues. It is contended that
such conditions are economically unsound, unjust, and unequal. It Is not be-
lieved that it is the intent of the (overmnent to contribute toward their con-
tinuance.

l'ractleally every tollet-preparation manufacturer during tile last several
years has been involved iln serious tax litigation with the Bureau of Internal
Revenue regardilig Interpretations and application of the tax on toilet prepara-
tions. and particularly the small manufacturers of toilet preparations wio made
nioi.tlily returns and paid taxes as provided for under the section relating to
tax oni toilet preparations as interpreted by the former administration.

Int 1iU35 different interpretationhs and applications of rhe section were invoked
and iniedhitely thereafter deputy collectors called on nil toiiet-preparation
manufacturers in tite entire United States and set up 'Idlitional taxes. It was
not a ease wherein the present administration indicated that from a date a cer-
tain new policy would be invoked and that Interpretations till(] application of
the tax would be thus and so, but, on the contrary, set up retroactive taxes which
the small manufacturers in the toilet-preparation industry cannot possibly pay,
and consequently will result iln tie closing of their doors or the filing of bank-
rupty proceedings. The larger manufacturers of toilet preparations, although
likewise assessed additional taxes, (lue to their reserve, etc., and their method
of passing the tax on to distributors, will be the only ones able to ride the storm.

Your petitioner further respectfully represents that there has been an enor-
ious increase in selling prices on toilet preparations, yet said increases all had
to be absorbed by the manufacturers engaged in the toilet-preparation industry.
Selling costs have materially Increased, this being due to decreased prices, and
general business conditions having caused a decrease in sales, while salesmen's
salaries and expenses have not decreased, and expenses in many cases, due to
hotel and railroad rates, have shown an increase.

The greatest demand for toilet preparations Is through tile chain-store chila-
nels of distribution, sold to the consuinlig housewives at a set price of 10 cats.
Likewise there hasi been a nmterial Increase during tile past several years in the
cost of raw materials, packaging, labor, overhead expense, other expenses, etc.
Manufacturers generally have been obliged luring the past 6 months of this year,
on account of ullderpro(uction, to carry an ellorniuos loss iln labor aid overhead,
which had to be deducted from any net profit which they contemplated making,
bealse ill cost accounting it is necessary to figure cost of labor and overhead
upon costs arrived at on the lasis of capacity on norlual production, and this
Is equally true as to figuring the expense factor and eosts.

There has been a material decline liu sales of manufacturers selling to the
wholesale trade and retail chaiels of (listributil for tie past 6 Inontils. The
returns on excise tax themselves, us paid to tile Treasury Department, show the
percent of tIle falling off of said sales,

Your petitioner furtiler represents that there has been a noticeable feature
in analysis of present-day conditions in which there Is a marked tendency to-
ward localization of business. Local and near-by territories have shown In
soe instances a falling off of sales, which can be attributed, first, to higher
freight rates; and, secondly, the policy of hand-to-mouth buying, and low stocks,
which cause jobbers and retailers to buy where they can get the quickest service,
as said wholesale and retail channels of distribution have refused to carry any
large amount of stock on hand.

There are certain sources using toilet preparations, such as beauty shops,
barber shops, etc., who compound and mix their own preparations in conjunction
with services rendered In said establishments. No records are kept, no taxes are
paid, and yet they are in direct competition with manufacturers who are
compelled to make required returns and pay said taxes monthly.

Another bad competitive development exists wherein certain channels of dis-
tribution have toilet preparations manufactured and produced for them, which are
produced in bulk, the tax being paid 91 the manufacturer's selling price to said
channels of distribution. Tile distributor does not pay any tax on his sales to
the retail ellannels of distributlan, yet there are certain small toilet-preparation
manufacturers who manufacture and produce toilet preparations and then sell
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direct to the wholesale or retail channels of distribution. It is necessary, in the
sale of said toilet preparations by small manufacturers to the wholesale and
retail channels of distribution, to account for the sales made by them to the
retail channels of distribution, which nominally carry with the selling price man-
ufacturing costs, raw materials, packaging, labor, overhead expense, commissions
pail salesmen, advertising, etc.

It is also worth considering that 75 percent of the sales of toilet preparations
are direct to the housewives, and particularly to the farmers and residents of
small towns. The housewife cannot understand why it Is necessary that she
should be coml)elled to pay a tax of 10 percent on toilet preparations when same
are a necessity and not a luxury, while at the same time there is no further tax
on Jewelry, candy, etc., which might properly be elassified as luxuries.

Your petitioner further represents that a tabulation Is now being' preplred
relating to failures inI the toilet-preparation industry and likewise pending addi-
tional assessment matters against small and large manufacturers, which will
plainly indicate the dire need for relief for the small manufacturers.

In presenting these facts, It is especially urged that the toilet-preparation
industry be consi(lered as entitled to a complete elimination of excise tax, as ani
industry deprived of its competitive rights to such an extent that its economic
condition does not warrmt a (lassifcation as a source of reveitue. If freed from
taxation, the toilet-preparation Industry can recover a part of Its lost advan-
tages, and by a utilization of its saved profits, recognize Its ensuing possibility for
stability and permaneney. Through this means the payment of taxes under other
provisions of the Ievenue Act will more than make up for any dclciency by the
elimination of the present tax on toilet preparations. Unquestionably the revenue
will be used for increased pay rolls, Increased use of raw materials, increase in
production, etc.

The repeal of the 10-percent excise tax on toilet preparations and 5-percent tax
on toothpaste, soaps, etc., should he made effective immediately, as the stocks of
this merchandise, both in the lmnds of the wholesale and retail channels of distri-
bution, are lower at the present tine than at tiny other time in the history of the
industry. Accordingly tle elimination of the tax effective on some date in the
near future would cause minimum inconveniences and financial loss.

The appeal is endorsed by every large and small manufacturer of toilet prep-
arations in the United States and by the following associations representing this
industry: The Chicago Perfumery, Soap an( Extract Association, tle California
Cosmetics Asociation, the Allied I)rug and CosmetIe Association of Michigan,
and the Toilet Goods Association, Inc., of New York, also by approximately all
associations representing industries which buy from and sell to this industry.

The entire approximate revenue collected from this Industry yearly does not
exceed $18,000,(KX0. The 100 Percent Endorsement Association realizes that
your connittee cannot erase this amount from the actual revenue needed by
the Treasury I)epartment, and because it so realizes It Is offering a substitute
tax, which. if enacted Into law by the Congress, will produce a very substantial
amount above the $1S,000,000 now collected InI excise taxes from the toilet
preparations Industry.

(Following is an outline of the proposed Federal tax:)

"PROPOSED FEDERAL TAX ON A,, MONEY OnDF.mus SENT OUTSIDn ALL BouNDAnI s

OF THE UNITED STATES

"[An At

"UNITED STATES POSTAL DEPARTIKENT-OFMICE OF THE POSTMASTER GENERAL

"By virtue of the authority vested in the Postmaster General, I, James A.
Farley, Postmaster General, do make, prescribe, publish, and give public notice
of these regulations, with the force and effect of law, to be in force and effect
on and after June 1, 1938, and until amended or sunerseded by regulations there-
after made by Congress with the approval of the President under said act.

"I. Definifton

"The following terms as used in this regulation shall have the meaning hereby
assigned to it:

"All money orders, secured or puiehnsed, by any individual person, partner-
ship, firm, estate, or corporation, of Any amount whatsoever, which said in-



REVENUE AC'f OF 1938 121
divlidual person, partnership, firm, estate, or corporation, has secured or pur-
chased front any post office it the United States of America for the purpose of
sending to any individual person or persons, business houses, firms, or corpora-
tions, in any foreign country, shall be subject to a tax of not less than 25
percent of the face value of said money order and this tax of not less than
25 percent shall be payable to the postmaster of the post office from which said
money order Is purchased, prior to the issuing of said money order.

"2. There shall be one exception to the above ruling, to wit: If a sworn state-
netit accompanles the request for International money orders, showing that
money being paid to an individual, partership, firm, estate' , or corporations
outside of the boundarles of the United States of America, is t payment for
merchandise purchased by sender, it shall not be subject to the tax. There
shall be no other exceptions.

"In witness whereof I have hereunto set my hand and caused the official
seal of the I)epartnent of postal affairs to be affixed in the city of Washington,
this 1st (liy of June 1938.

"JAMES A. FARL.EY,
"J'osfll aster Gemcral.

"Approved:
"IFRANKrIN D. JRoosEV.'PLT,

"The )'residriit of the United Stotes.
Your petitioner also wishes to incorporate in this brief the following copy of

a proposed bill to be later introduced in Congress:

"AMENDMENT Intended to be proposed by Mr. - to the bill (i. 11. 9082) to provide
revenue, equalize taxation, and for other purposes

"On page 229, lines 3-, Insert the following:
"'(a) Toilet preparations. The tax Imposed by section 603 of the Revenue

Act of 1932 shall not apply to articles sold after June 30, 1938.'"
This act must be legislated by Congress. Your petitioner Is tinder the Im-

pression that possibly such legislation must be inaugurated In the House ofRepresentatives because of Its being a new revenue measure, but regardless of
where inaugurated, such a tax is justifiable and when enacted into law will
produce twice the revenue now collected by the Treasury Department lit excise
taxes front the toilet preparations Industry. One of your conjnittee members,
the Honorable Arthur Capper has expressed himself as being in favor of a plan
by which aliens would pay a tax of at least 25 percent on the money which
they send to foreign countries. Your petitioner further feels that the absolute
repeal of the excise tax ott all toilet preparations (section 603) will enable this
certain industry to do its share toward taking till the slack of unenployitent.

We therefore respectfully, urgently, and earnestly petition the Congress of
tile United States to grant to the toilet-preparation industry the much-neded
relief by entirely repealing, at the earliest possible monient, section M03 of tile
Revenue Act of 1932, as amended, and all provisions pertinent thereto or in
connection therewith during this, the Seventy-fifth Congress.

Respeetfully submitted.
FRANK B. CAMP,

Excoutre Secretary.

The CHAIRMA x. The committee will recess until tomorrow morn-
ing at 9:80.

(Whereupon, at 5:05 p. m., the hearing was adjourned until
Friday, March 18, 1938, at 9: 30 a. m.)
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FRIDAY, MARCH 18, 1938

UNITED STATFS SENATE,
Co'.NiI'rrEE ON FINANCE,

Vashington, D. C.
The coinnittee met, pursuant, to recess, at, 9: 30 a. m. in the Finance

Cominittee, room, Seiate Ofice Building, Senator Pat Harrison
(chairman) presiding.

The CIHAIRM AN The committee will be in order. Mr. Iglauer, of
Cleveland, Ohio,

STATEMENT OV JAY IGLAUER, CLEVELAND, OHIO, TAXATION
COMMITTEE, NATIONAL RETAIL DRY GOODS ASSOCIATION

The CRAIRMAN. Mr. Iglauer, we have been forced to limit these dis-
cussions if we are ever going to get, a tax bill out of the committee.
Do you have a brief, so we can refresh our minds when we go into the
executive session?

Mr. ILAUEE. I have that brief, and I shall also time myself so I
will not exceed m, time.

Tihe ('IIAJIIMAN. You represen,, the taxation committee, National
Retail Dry Goods Associatlon?

Mr. IOLAUER. Yes; and 40,000 retail stores of other associations,
whose telegrams I shall submit for the record.

Senator TowNSEND. In other sections of the country?
Mr. IOLAFR. All over the country. I represent 5,900 retail stores,

as chairman of the taxation committee of the National Retail Dry
Goods Association. In addition to that, I have telegrams authorizing
representation from four or five national associations not affiliated
with the National Retail Dry Goods Association, representing some
40,000 retail stores throughout the country.

(The telegrams referred to are as follows:)
WASBIINOTON, D. C., March 17, 1938.Mr. HAROLD R. YouNo,

3525 Davis Street NW., Wash ington, D. 0.:
Will you ask J.ay Iglauer to represent tile opinion of our group of 5,000

member stores in his appearance tomorrow before Senate Finance Committee.
We are strongly and basically opposed to the principle of this undistributed-
profits tax, as testified before the same committee 2 years ago by our repre-
sentative. We favor no cut it revenue but substitution of fiat corporation In-
colie tax of slightly higher percentage to offset the possible loss of proceeds.
Will you seek, however, some relief for smaller firms. Please ask in our behalf
repeal of salary publicity. A return to fiat rate capital-gains levy in place of
present gradliated tax and some strengthening of section 102 to stop under-
accumulation of surplus for tax avoidance.

NATIONAL RETAH, FURNITuRE. ASSOCIATION,
WM. J. CitEy'y, Vice Preeidct.



124 RFVENUE ACT OF 1938

NEW YORK, N. Y., March 17, 1988.JAY IorLAUm,
Natiotial Retail Dry (ood8 A8sociation, Muiscy Batildig,

Wash ngton, D. 0.:
In your presentation to the Senate Finance Committee of the views of your

association on pending legislation we understand that you plan to oplMe the
undistributed-profits tax in any form and also to oppose further publicity for
income-tax returns in any form. We should like to have you know that tiss
association, representing 3,500 shoe stores In all sections of the country, Is in
thorough agreement with this position. Our members strongly holw that the
committee will endorse the principles of no publicity for Income-tax returns
and no tax on undistributed profits In any form.

NATIONAL: COUNCIL OF SHOE ItETAILEIS, INO.

INDIANAPOLIS, INi)., March 17, 1938.
HAROLD R. YoUNo,

Mfinscy Building, Wa8hington, D. C.:
Iglauer authorized to voice our objection to continuance undivided-profilts tax,

Insist on reduction capital-gains tax, elimination salary publicity, and strength-
ening of act prohibiting accumulation of unreasonable corporation surpluses.
In our judgnmnt everything possible should be done to simplify our entire
tax structure.

IIhnMT P. SHrFPTs.

CHICAGO, ILL., March 16, 1938.
HAROLD YOUNG,

lVaahftigton, D. C.:
N. A. R. C. H. approves Iglauer recommendations. Authorized to speak for us

as outlined.
NATIONAL ASSOCIATION DETAIL CLOTIIIERS.

N W Yon, N. Y., March 16, 1938.
JAY IOrAUER,

Care Harold Yoing, Wa8hington, D. C.:
Understand you are to appear before Senate Finance Committee Friday in

opposition to capital-gains and undlstriibute 1-proflts taxes, including publicity
of salaries of executives. The Limited Price Variety Stores Association, repre-
senting 2,000 Independent variety stores as well its claims In this field, agree
fully with the National Retail Dry Goods Association In conviction that these
provisions are not merely unsound but actually harmful to the (leveloplment of
American business. You may, If you so wish, state your views represent those
of our association as well as your association.

PAUL HI. NYSTROM,
President, Limited Price Variety Store8 As8ociation.

I shall go right to thd heart of this thing at once.
I am of the Halle Bros. Co., of Cleveland, Ohio, and chairman of

the taxation committee of the National Retail Dry Goods Associa-
tion, representing 5,900 individual retail store members located in
every State. The personnel of our committee includes several mem-
bers who have been in the service of the association since 1917 or
1918 and continuously through the subsequent periods of business
depression, of great financial and political change. The committee
has worked with the Treasury Department, the Bureau of Internal
Revenue and with the successive congressional committees; it has
consistently viewed Government activity, both legislative and admin-
istrative as a sincere effort by you to solve pressing national prob-
lems and not to create them.
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We realize that extraordinary conditions have existed which have
made extraordinary expenditures necessary; there are still problems
which may require continuing aid from State and Federal Govern-
ment. Looking to the future we are concerned with the preservation
nnd further develo pment of our economic system. We believe this
can be best accomllished by encouraging the prosperity and expan-
sion of our industrial life.

Taxes are an essential part of the governmental and economic
picture; we are not here to ask you to reduce the total tax (lollars
needed for essential and reasonably economical operation; we hope
you gentlemen will give attention very soon to reducing the cost of
government. Our suggestions will attempt tu clarify the function
of taxation; to point out the instal)ility of yield under the present
law and to suggest means of relieving industry and distribution of
those l)sychological factors that breed uncertainty and hesitation;
that lead corporations to make unwise distributions of working cap-
ital and then to make retrenchment of physical expansion and reem-
ployment.

The function of taxation it seems to us, must always be primarily
that of obtaining revenue. When weaknesses in our tax structure
develop and loopholes for some of our taxpayers appear, it is not
illogical for government to attempt to close them. As a result
there has been a trend toward the use of the taxing power for regu-
lation or for punishment. With this resort to abuse of the taxing
power, we take issue.

Regulation and punishment are functions of government, but it
would be well to keep them as distinct as possil)le from the function
of revenue production. The reasons underlying this l)rinciple are so
numerous and so well under-stood that the'time of your committee
will not be taken to outline them.

Section 102 is one of the remedies of the present law. It imposes
a penalty u)on uinreasonable accumulations of reserves to avoid
tax. When it has been invoked by the Government, it has been
effective, we are informed, in 9 out of 16 cases. Whether it is
amended to strengthen it, or left in its present form, it is unlikely
to present any l)roblems for the ordinary operating company. By
the intelligent and vigorous use of section 102, the proper iegula-
tion, of those corporations especially created, or availed of to evade
tax, will be accomplished.

If you will strengthen section 102, and eliminate the tax on
plowed-ini profits, ou will remove one of the major causes of irrita-
tion on the part of the multitude of corporations whose history
belies any appearance of an attempt to evade taxes.

The revenue from income taxation is sensitive to the total volume
of business profits; government income from this source fluctuates
widely with the changing cycles of business.

Under a system of taxing corporations at fixed rates your Treas-
ury experts could use the cumulative data on trends of current busi-
ness as a fair measure of the expected income. Under the present
system of taxing "plowed in" earnings, corporations, in one year,
following a number of years of good operation, may declare large
dividend--in the nev ".ar, they may have the same earnings but
requirements for work 'ng capital may force corporations to retain
their earnings, and pay the penalty.
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Thus in 1 year the yield from undistributed profits will be small
but the )ield from surtaxes very large-tho next year quite the re-
verse. It is unreasonable to expect Treasury experts to foretell the
return from either source or from both sources, because of unpre-
dictable changes in corporate policy, bred of necessity or uncer-
tainty.

I submit that there is no reliable l)rol)ortion between the amount
of tax saved to corporations who distribute their earnings, and the
amounts paid by the individual stockholders, as the result of such
distribution. It 150 million was the yield from the undistri!uted-
profits tax for 1936, the only year for which this information is
available, no one can saly accurately that the return to the TIrealsury
from individual surtaxes would have increased by 150 millions if
corporations had (listribuited all their earnings fo. that year, with
no yield from the undistributed-profits tax.

Business fluctuations are sufficiently severe to cause the Treasury
ample concern without retaining factors of unpredictitble character
inherent in the law itself.

It seems inevitable that the same total of corporate income will
yield entirely different tax revenues in different years, both as to
revenues from corporation taxes and that of individuals. In short,
the effect of the tax on earnings l)Iowed into business is to make it
difficult in the extreme for the Treasury to budget Federal receipts
with any practical certainty.

Of the uncertainties and'hesitation on the part of business we can
speak with first-hand knowledge insofar as it applies to the retail
craft. Certainly one of the important factors which has contributed
to this feeling on the part. of business has been the iml)osition of the
tax on undistributed profits. In the opinion of our taxation com-
mittee, it strikes at the very heart of one of the basic principles of
American business-the plowing in of profits. This is particularly
true of retail stores.

In every urban community, stores have grown from small begin-
nings with few employees to moderate and large, specialty and
department stores, each eniploying hundreds, alh often thousands
of people. The stores we are thiinking of are a l)art of the very life-
blood of the communities you gentlemen represent. They" have
grown as their communities have grown and in accordance with the
requirements of the consumers in their neighborhoods. This growth
was possil)le only through the willingness of the proprietors to
defer for many years, the personal enjoyment of the annual profits,
while they built up the business and created increasing employment
for hundreds of their fellow townsmen.

Under the present law, they must choose between two horns of a
dilemma: If they retain their profits for working capital for the
retirement of debt. for the expansion of facilities and added em-
ployment, for the replacement of worn-out or obsolete equipment,
they must pay a penalty for such retention; if they distribute their
earnings to avoid the penalty, to that extent they limit the capital
available for any of the purposes just mentioned. The very fact that
such an alternative exists makes for division of opinion in the man-
agement of corporations as to which course is the more prudent, or
desirable, and tends to discourage the purchase of new equipment as
well as expansion of facilities and employment.

126 REVENUE ACT OF 1M
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Tile amount of the tax is actually of less importance to the business-
manl than the method of its imposition. W e agree wholeheartedly
with the public statement attributed to the chairman of the Finance
Committee, and with the attitude of his colleagues to which the
statement referred, reflecting a disposition to siml)lify the tax struc-
ture. I am confident that business in general, and retailing in par-
ticular, will be deel)ly grateful for any action this committee may
take to make our tax laws silnpler and more understandable.

Under the urge of the undistrilbtedl-l)rofits tax in 1936, corpora-
tions distribute(d in dividends a much larger share of their earnings
than formerly. Many of them, in the years from 1930 to 1936, used
ul) substantial portions of working Capital as the result of the depres-
sion, but particularly because they continued to pay dividends out of
aecumulated surpluses to aid the restoration of business. As a conse-
quence, they do not now possess the protective cushion of accumulated
surplus which was available in 1929 and 1930. More than ever it. is
necessary for corporations to plow in their reduced l)rofits to maintain
emlj)loymnent, to provide a cushion against losses during periods of
low net income, and to provide capital for the expansion of merchan-
dise stocks, of accounts receivable, and for renip Ioyment.

Actually, taking the bill as it is now before you, the amount which
the Treasury suggests is necessary to make up'for the loss of revenue
as the result of the elimination of the tax on undistributed profits, is
al)proximately 1.8 1)ercent of the total estimated yield from corporate-
income taxes alone, or less than $22,000 000 at the outside. I am
taking $22,000,000 as the figure. If we take $40,000,00 as tile amount
then it is only 3.7 percent of the total estimated yield from corporate
income taxes, but I am told that $22,000,000 is the accurate igure,
which is 1.8 percent. Now, so much for the undistriiuted-profits tax.

The (0uAIR .\N. Have you about finished your statement ?
Mr. IOLAUVI. Yes; on that point. I want to talk about capital

gains and losses.In the bill before you we are confronted with a new and extremely
complicated system of taxing capital gains.

The taxlpayer is confronted with the necessity first of Cgpgting
his gains and losses into the numerous categories of the lie
must check every individual transaction to see in which of the 49
categories it belongs. He must test whether he is to add the net long-
term capital gains to his ordinary income and apply the usual normal
and surtaxes, or to compute the tax on the ordinary net income and
add thereto 40 percent of the net long-term capital gain to see which
mnethlod produces the lesser tax, and so on and so on,

We are informed that in 1936 this section of the revenue bill yielded
less than $25,000,000 and further decreases are expected by the Treas-
ury in 1937 and 1938. This contrasts with the testimony of Mrh-.
Magil, that the average yield of the years 1921 to 1936 inellsive was
approximately $141,533,000. Mr. Iagill failed to state at that pohit
what was the yield for 1936 alone.

It is common knowledge that the revenue yield has been substan-
tially reduced as a result of even the existing provisions of this law
and 'it sees obvious these new complications will further discourage
sales an1 purchases productive of tax revenue.

Our taxation committee had earnestly hoped that the proposed
bill would move in the direction of simplification-we are (isap-
pointed that the contrary has occurred.
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The new definition of capital assets which will permit the taxpayer
to take losses against ordinary income from the sale of property
used in tile taxpayer's trade, or business, and subject to de)reciationI
allowances, constitutes some relief. There is however a situation
which arises frequently in the retail business and in that of building
contractors, and pprhal)s others of which we may not have kno'l-|
edge, in which sales in substantial amount made io a large corpora-
tion are paid for with the stock, or other securities of the corpora-
tion. The taxpayer receiving such stock or security, in payment of
his bill puts t ho security in his p)ortfolio and closes the accounts
receivable. Thereafter the stock, or security, l)ecomes worthless, or
suffers substantial depreciation in value when sold. The taxlpaver
cannot charge the full loss against ordinary income under tie 1ro-
posed statute. If ie was fortunate enough to have taken the stocks
or bonds as security for a note or mortgage, it is true he would
probably be able to charge off the full amount of his loss if the stocks
or bonds become worthless, but not otherwise. However, in the
case of a taxpayer known to us who accepted $100,000 in second
mortgage bonds'issued by an hotel company in exchange for mer-
chan(lise consisting of furnishings supplied to the hotel, the pending
reorganization of the hotel company will wipe out these bonds.

If the proposed change in the revenue act is retained limiting bond
and stock losses on corporation transactions to $2,000, there will be
a denial of a rightful loss reductionn not involving an investment
or speculative transaction, but which is in fact a merchandising trans-
action in the ordinary course of business. This is an inequity which
should be cured in any revision of the capital gains and losses section.
Corporations which of necessity must accept securities in payment
of merchandise and services should be permitted to deduct such losses,
if any, in full, just as they charge off bad debts.

I think that is a new element that has not been studied before.
Finally as to gains and losses, we say to you with the greatest,

earnestness--simplify the tax structure, please (0 not complicate it.
Encourage the purchase and sale of securities by adopting a single,
flat rate similar to the 121/.) percent. rate in the earlier statute.

Now, may I say just a word about publicity?
The taxation committee of our association strongly recommended

the elimination of that clause, known as 148-D in the existing statute
which requires the publication of salaries.

The very astute proposal of a member of the House Ways and
Means Committee to increase the limit to $75,000 for the purpose of
harmonizing the differences of opinion which existed among House
Members on this provision, has probably had the effect of satisfying
a great number of those whose names will not now be published under
the changed provision, but seriously gentlemen, I direct your atten-
tion to the principle presented in, this provision and its unfairness in
the higher brackets of which unfortunately not I, nor the majority
of our members are victims.

There may be some justification for the disclosure to stockholders
only of the salaries paid to the officers of a company, whose stock is
widely held, but the public disclosure of salaries both under the Se-
curities amid Exchange Commission Act and the bill before you serves
two principal harmful purl)oss: First, it tends materially to ac-
cept class consciousness; the workman at the bench, the salesperson
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or the floor manager, fails to oppreciate the knowledge, the experi-
ence and the skill and personal q qualification of leadership, modern
business requires of executives. 1v,,en if the salary of the executive
is only $10,000 per year the rank and tilo may regar(l such compensa-
tion as excessive. Second, the individual is seldon an impartial judge
of his own value. When he learns through the newspapers of sal-
aries paid to one or more of his associates which may be in excess
of his own compensation he is ma(de unhappy, and it may result in
irritations and lack of cooperation between the executives in an
organization. The disclosure of salaries in large organizations, which
would be the ones affected by tile new provision, would ill oir op)in-
ion seriously impair the individual usefulness of l)e'sons who might
think they )lad been rated unfairly by the management. This is a
serious handicap) to the successful operation of a business and might
often result in injury to the interests of the stockholders.

'T'he publication o;f salaries provides a convenient list for sticker-
seekers and criminals. I think this statement needs no elaboration.
Tho CKAIRMAN. Well, you do not object to a shareholder in a cor-

poration knowing whatthe salaries of the officers and executives in
that particular corl)oration are?

Mr. ILAUER. Not in the least. I believe the S. E. C. shoul reveal
to individual stockholders who have shares in the corporation any-
thing that they may want to know about the operation of the com-
pany, concerning its financial soundness, that vill give them an op-
portunity to judge whether the organization is stable and whether
it is spending its money wisely, but the public disclosure does not do
anything but satisfy cuiriosity seekers.

Senator BULKTLE. What is your comment on the way tle bill
passed the House in regard to this disclosure?

Mr. ThIATFJR. I just said I believe it would make no difference
because their names would be no longer on the list, but as to the
larger corporations like General Motors, for example, where someone
in management has to determine the value of the individuals who
are the executives, and they themselves would hardly be fair judges
of their own value, when they see the disclosure of ihe salaries paid
to other men of the organization and they feel that that compensation
is in excess of their own, it makes for'lack of cooperation between
the individuals and the management, and to that extent I think it is
a bad thing, and it might go so far, with a man of great capability, as
to affect tile actual interests of the stockholders. I think nothing is
served except it provides a convenient list for sucker-seekers and
criminals.

Now, Mr. Chairman, I have finished. I have hero a supplemental
statement. I want to offer it for the record.

"(The supplement referred to is as follows:)
I have not Included in my formal statement any reference to the so-called 1B

provision originally In the House bill because of Its elimination In the bill now
before you and because of the further fact that based on apparently depend-

able Information, the attitude of the Senate is not favorable to restoration of
this title. However, Under Secretary Rosweil Magill appeared before you urging
restoration of this provision. With no desire to consume unnecessarily the time
of your committee, In the event there Is sufficient interest in It, I have what
may be some Illuminating observations with reference to Mr. Magll's Initial
statement before the House Ways and Means Committee urging the imposition
of this tax. In the printed hearings before the Committee on Ways and
Means, page 105, the statement of Mr. Magill is: "During 19.3 the dividends
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paid credit for all corporations reporting prior to August 31, 1937, amounted
to an average of 80.06 percent of the adjusted net income. In the 10 years from
1926 to 1935, when no undistributed-profits tax was in effect, the ratio of cash
dividends paid to adjusted net income ranged from 57.1 percent in 1926 to
100.7 percent in 1932. In only 2 years, 1926 (57.1 percent) and 1928 (59.7
percent), was the ratio less than 00 percent. The average distribution of
American corporations of all sizes during this 10-year period, taking into
account both good years and bad, was 70.9 percent of net Income."

I call your attention to the filet that the 10-year period used by the Secretary
includes the beginning of tile depression in) 1930 and the substefluent disastrous
years, 1931, 1932, 1933, and 1934. It is a well known fact that unily corpora-
tions, during the period of the depression, paid out substantially more than
their entire income in dividends in tie hope of maintaining buying power in
the consumer, aad many of these suffered severe losses It their effort to illaill-
tan employment in the earlier years of the depression when they did not
fully realize )low long it would last. They were able to do both of these things
because of surplus accumulated il prior yeaIrLs when there was no ulldis-
tributed-profits tax.

I believe it will Impress you gentlemen as somewhat unfair to use a 10-year-
period basis, of which 5 years out of the 10 were tile years of the depression.

Your attention is directed to the fact that in the years 1923 to 1929 tile figure
ranged from 47.4 in 1923 to 62.0 in 1929. Percentages, however, (1o not tell
the whole story. We call your attention to the fact that in the year 1932 when
cash dividends were 100.7 of the adjusted iet income, tile adjusted net Income
was only $2,305,000.000, compared with $12,G]9,000,000 in 1929, when 62 percent
was the ratio, or $8,055,(00,000 il 1923, when the ratio was only 47.4.

Standard Statistics hials compiled Nome figures which may be of interest iII
this connection: 403 industrial companies, 22 utilities, 25 railroads, earned, in
the 5-year period, 1930 to 1934 Inclusive, a total of $8.00S,000,000 and disbursed
in dividends $15,800,000,000.

It will be apparent to you I am sure that the record for tile years used in
Mr. Magill's statement cal hardly I)e regarded as anl argument for the retenllton
of the tax oil undistributed earnings.

Taking the figures from the Treasury reports of all corporations used by
Mr. Vinson and Mr. Magill, tile total dividends of all companies for tile same
years, 1930 to 1934 inclusive, were 19 billion 272 millions, compared with
earnings of 21 billion 551 million, or a ratio of 89.4 pIrcent. Would you say
that that represented retention of earnings whe no undistributed-profits
tax existed? Would the undistributed-profits tax have Increased tIle divilend
distribution? Is there evidence of unreasonable retention ill the 10-year
period selected by Mr. Vinson?

Under tile original House bill the "Vlnson" report slows net loss it
revenue of 23 million Ili a total of 5 billion 300 million expected tax revenue.
"That certainly in substantially a balance", lie said.

It would be interesting to learn from the Under Secretary what would lave
been the return from the undlstributed-proflts tax for the year 1933 or the
year 1932 when the total tax received from all corporations was only .123
million iln 1933 and 296 million in 1932.1

Ill those two years all corporations in total reporting income showed a
combined deficit of 2 billion 547 million and 5 billion 644 million respectively.
Would tile undistributed-profits tax have been a burden ill those years of
great stress? Would it have been fair to tax those few profitable corlporations
for retaining their profits when tile banks were closing aud fear gripped every
business mni? Would you gentlemen like to have such a tax oil tie statute
books If we should have another doba(ele in the coming years?

Senator TowNseND. Mr. Chairman, T desire to insert in the record
a table worked out by the tax commission of my State, showing
the effect of this tax on estates. I do this so that tile experts and the
Treasury Department may ee it and work out an answer to it.

The CHAIRMAN. Witlout objection that will be ordered, and I
hope the representatives of the Treasury Department will take cog-
nizance of this, so they might elaborate on it.

*1 Source: Statistlcal Abstract of the United states, 1936, page 187.
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(The paper referred to is as follows:)

PROPosED RtFvENu ACT RFLATING TO ESTATE TAXES REDUCEs STATES' REVENUE

Additional encroachment upon State tax systems and inroads into State
revenue are contained in the Revenue bill of 1938, as introduced on March 1,
pertaining to estate tax.

At the time the 1026 estate-tax law was adopted, credit was allowed an
estate for 80 percent of the tax if paid to a State tinder that law, provided an
amount equal to such 80 percent wast paid to the State government. The various
States were urged to pass laws enabling then to take advantage of this source
of revenue, derived from a Federal tax bill. Although this advantage was not
extended in the revenue law of 1936 pertaining to estate taxes, neither was it
restricted by the later law.

Analysis of tie 1938 revenue bill indicates that if it Is passed every State
which has enjoyed tHie equalization features of the 1926 bill (fit some Cases at
the insistence of the Federal Government) will derive much less revenue than
inder the present S0-percent provision, according to every ease. reviewed by
the State tax department. In no case did gift taxes act to reduce the amount
of the credit previotisly enjoyed by this State. If such gift-tax credit had been
allowed before computing an 80-percent credit tinder the 1936 act, no ease has
been found where the amount accruing to the State would be less than 80 percent,
yet it is proposed to reduce this credit to 16/ percent and give the Impression
that the States will enjoy the same yield.

The prolposed Iaw provides for a credit of 16,2 percent. On all estates valued
at $1,5M)000 or more the decrease and consequent loss to the States from tilts
change iln credits allowable is as shown it the following table:

Amount of 80percent 16Y6-per. Decrease
Net estate after $40,000 exemption Federal under c vent credit

eate tax act posed law Amount Percent

1,60,000 .................................... $382,600 66.960 $63, 129 $3, 831 5.7
$2,000.000 ................................... 557, 600 102, 480 92, 004 10,476 10.2
$2,500,000------------------------------.... 747,.600 142, 000 123,354 18,848 13.1

000,000 .................................... 952.,O 18o5,520 157,179 2 341 15.2
E-5o0010 .................................... 1,172,600 233, 040 193,479 39,W4 16.9

,4.000,000 .................................... 1,407,600 284, 60 232,254 52,30 18.3
$4,600,000 .................................... 1,657, GO0 340,080 273,504 0 578 19.6

000,000 ................................... 1,92, 600 396000 317,229 785 19.9
V:000.000 .................................... 2, 482, G00 615,600 400,629 10,971 20. 4
$7,000,000 .................................... 3,072,600 643,120 506,979 136,141 21.1
$8,000,000 .................................... 3,682,600 778,840 607,629 171,011 21.9

,000,000 .................................... 4,312, 0 922,160 711,579 210,581 22.8
8t0,000,000 ................................... 4,962,600 1, 073, 680 818,829 254,851 23.7

0000,000 .................................. 11,662,600 2,673,200 1,924,329 748,871 28
00,000 ................................... 32, 36 600 7,473,200 5,339,829 2,133,371 28.5

Prepared by State Tax Department, State of Delaware, Mar. 10, 1938.

The CHAIJIMAN. I again il)Iplore the witness to try to stay within
the time linit, because it is not t pleasure for the chairman or anyone
on the committee to call anybody down or to suggest to them that
their 10 minutes' allotment has expired.

Mr. W. J. Kelly, of Chicago, representing Machinery and Allied
Products Institute.

STATEMENT OF WILLIAM 1. KELLY, CHICAGO, ILL., PRESIDENT,
MACHINERY AND ALLIED PRODUCTS INSTITUTE

Mr. KELLY. The course of a nation's history can be determined in
substantial measure by its tax policies,

The future of millions of Americans will be permanently affected
by tax policies instituted, perpetuated, or discontinued at this session
of the Congress of the United States.



The questions involved are grave. Practically every citizen-cer-
tainly every businessman and every business organization-now has
a broad and active interest in the proposed provisions of the Revenue
Act of 1938. They should freely comment upon them for the welfare
of the Nation demands and past experience proves that thoughtful
consideration must be applied to them if further pitfalls of entranc-
ing theory are to be avoided. In that spirit and in the hope that our
views may make some contribution in aiding your committee and
the Congress to exert a positive and constructIve influence on the
future course of the Nation's business and industrial history, Ma-
chinery and Allied Products Institute makes this statement to your
committee, now charged with the great responsibility of developing
the needed modifications.

Sweeping changes have occurred during tbe last 5 years in tax
policies in the United States. These changes have exerted profound
influence upon the saving and investment policies of individuals and
_:pon the operations of private business and industrial corporations.
But unfortunately, we had to be visited by a so-called recession before
-public opinion became aware of the uncertainty current tax policies
,ad created in the minds of that large segment of the American

people which either invests accumulated savings or bears the respon-
:sibility of protecting the savings of stockholders invested in business
enterprises.

Let us carefully note right here that adequate savings and invest-
ment policies 6f individuals are not ends in themselves. Neither are
such progressive practices and operations of the corporate enter-
prises of private business as to stimulate initiative and the hazarding
of capital and credit in long-range plans ends in themselves. They
all combine merely as means to an end. That end is the gainful
employment of so large a proportion of the employable population
of our country as will sustain and raise the American standard of
living for all our people. That is the sole result which produces
progress for the Nation, happiness for our countrymen, and profits
for business.

Tax policies today more than ever before are a determining fac-
tor in businesss s conditions. Twenty-five years ago, when only 6
cents of each dollar of national income was taken in taxes, taxes
had little economic or social effect. Now, with 20 to 25 percent of
eachl dollar taken as taxes they have become a factor having pro-
found economic and social effect. The sweeping changes of tlhe )ast
few years in types of levies have made the effect even more pro-
nounced, so that the tax policies now under consideration by this
committee are incomparably more important to business conditions
and national welfare than those of a decade ago.

Further than that, our economy is more susceptible to fluctuation
today than formerly because an increasing proportion of all goods
produced are of a durable or semidurable character, and purchase
of them can be postponed when confidence in the future is lacking.
Tax measures which affect confidence tend to paralyze the 40 per-
cent of our productive system which is devoted to durable-goods
production. It is in the durable-goods industries and activities de-
pendent upon them where our principal unemployment has existed
since 1930; it is in these industries that unemployment is being
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forced upon us most rapidly today, and it is here also that the
potentialities for new employment are greatest.

Now the citizen, and perhaps least of all the business man, cal?
make no just complaint against paying equitable and reasonable
taxes. The spirit that prepares the good citizen cheerfully to carry
his end of the tax load is the same urge that makes him insist more-
over that the total tax bill be the lowest possible and the spreading
of the assessment the fairest possible. Above all he expects his
Government to be practical.

Unhappily, the sweeping changes in tax policy referred to have
been far from practical, however proper an d praiseworthy in theory,
the underlying ideals and aims may be. For recent tax policy has
been preinise( , in our judgment assertedly and evidently, upon the
following ideals and aims (undoubtedly among others of minor
importance) :

A. That taxation be based strictly upon ability to pay.
B. That income from corporate operations be uniformly taxed,

whether paid out or retained; that failure to disburse income as
taxable dividends not permit a corporation to deprive the Govern-
ment of revenue.

C. That income realized by capital gains, enjoying equal purchas-
ing power, be taxed equally with income otherwise earned or re-
ceived, and that allowance of capital loss as.an offset be restricted
in order to prevent excessive speculation in securities.

D. That large family fortunes amd consequent concentration of
wealth be not perpetuated to thd extent of past years.

E. That personal incomes of unreasonable size be reduced by high
surtaxes on individual incomes of large amounts.

I draw your particular attention to these ideals and aims, for I
now make the assertion and will spend some time in supporting tile
statement that in practice the results have been in some cases dia-
met.rically opposite, in others have failed in objective, and that the
net effect of all this has been to deprive thoge most needing them of
opportunities for employment and better living. It is not too much
to add I think that our targets looked as though they should be hit,
but our shells hurt the innocent bystander-the unemployed-much
more than they punished the taxpayer.

Therefore I wish to discuss these subjects,
1. The surtax on undistributed earnings in theory and practice.
2. lhe graduated normal income rates in theory and practice.
3. The capital gains and losses tax and effect upon Federal reve-

nues and activity in the securities markets.
4. Excessive inheritance taxes and their effect upon an open and

free flowing capital market.
A. Excessive taxes on income of individuals in the higher brackets,

relative to tax policy and effect upon business enterprise.

1. TIE SURTAX ON UNDISTRIBUTED EARNINGS IN THEORY AND PRA-TICH

A tax upon undistributed earnings first received serious considera-
tion in the proposals advanced by the Treasury Department for in-
corporation in the Revenue Act of 1936. You will recall that as so
recommended it was passed by the House as a punitive tax of con-
fiscatory proportions replacing the normal income tax on corpora-
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lions. Such a concept of tax method had no precedent in the statutes
of the United States, and it had no sponsorship or backing in busi-
ness and economic fields.

A popular reason then advanced for this method of tax was that
it assured payment of equal taxes upon equal income and applied
more equitably the principle of taxation on the basis of ability to
pay. While all corporate income was taxed at normal rates when
earned, it was pointed out in support of the undistributed earnings
tax that while a part of corporate income was again taxed as divi-
dends in the hands of stockholders, the remainder of it avoided being
taxed again if it was retained by the corporation as surplus instead
of being disbursed to stockholders. Therefore the claim was made
that the tax upon undistributed corporate earnings, replacing the
normal income tax, would either force out income to stockholders in
whose hands it would be taxed, or would subject it to heavy penalty
if retained by the corporation.

Aniong inaNy effective argunments presented to your committee
against it, p)roof was offered that the House bill would have had the
result of wholly exempting from Federal income taxation the earn-
ings of hundreds of large corporations possessing substantial reserves,
while transferring the burden to relatively small or less-well-financed
companies needing to retain part or all of their earnings for the pur-
poses of their businesses. Prominently included in this classification
were countless con panies in industries, such as the capital-goods
industries, where voume of business is subject to wide fluctuations,
and a larger )roportion of earnings is necessarily retained for future
operations. Rather than promoting the objective of equal taxation
on basis of ability to pay, the House bill stood convicted of accom-
plishing the exact opl)osite.

You will remember, too, that despite administration insistence in
favor of it, your committee wisely recommended modification and
combination with the normal income tax. By so doing your com-
mittee, in our judgment,'averted a drastic and immediate unbalancing
of the economy. Aside from a small and shrinking minority we all
agree now, I think, that your action was not nearly far reaching
enough, however, for while it deferred the cause of much of the sub-
sequent unbalance and loss of confidence culminating in the present
business recession, it was not by any means sufficient to remove the
cause, and tremendous distress has ensued.

Nevertheless, despite our costly experience, the same reason has
again been directly or inferentially advanced by the proposals of the
House subconmittee for retention of the undistributed -earnings sur-
tax in reduced amount, and for imposition of the surtax on "closely
held" corporations. Before commenting further on the proposed re-
tention of the surtax in reduced amount I want to express our great
gratification that the l)rOl)osd "closely held" corl)oration surtax has
been so overwhelmingly defeated by the action of the House of Rep-
resentatives. If enacted, it would have constituted gross inequit
and placed an unbearable load upon the kind of companies which
more than any other has brought profit and progress to our Nation.
Indeed, it, would have surpassed in unfairness the provisions of the
present Revenue Act.

A further argument made for the surtax on undistributed earnings
of corporations is to the effect that the accumulation of savings or
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surpluses on the part. of corporations is harmful and should be pre-
vented. Does this not mean that the surtax was predicated upon the
erroneous assumption that government in a free-enterprise system
should undertake to determine the distribution of the national in-
come between savings for reinvestment and expenditures for current
living?

Indeed, the object ive reveals itSelf as threefold:
First, to force such savings into circulation as purchasing power

in tle coilsumption-goods industries on the mistaken theorv that such
savings, if retained by the corporations, would not contribute to pur-
chasing power.

Second, by forcing such disbursements to remove the possibility
that such finds would be used in the securities markets by a corpora-
tion to bid ill) the )rices of securities. Presumably, this idea was
advanced on the mistaken information that the savings of corpora
tions were substantially resl)onsible for the extent of -1929 specula-
tion.

Third, by forcing such disbursements to del)rive corporations of
some or all of their liquid assets, and so control the extent to which
capital facilities would be expanded. This apparently on the theory,
again mistaken, that the expansion of plant facilities in the twenties
was excessively large, and that capital-goods industries should never
be permitted to advance faster or to reach a larger volume of pro-
duction than the consuml)tion goods industries. Each of these prem-
ises in our judgment was based upon misinterpretation of economic
fact and social effect.

In its statement before your committee in May of 1936, directly
pertinent Ixbth to the House bill then before you for consideration
and the Revenue Act of 1936 as enacted, the Machinery Institute
listed 10 evils which the undistributed-earnings surtax would inflict
upon the economy of the country. Experience since has compelled
universal recognition of these ill-effects, for the undistributed-earn-
ings surtax has been found to have--

(1) generated uncertainty and lack of confidence.
2) unduly encouraged liberalized dividend policy which will re-

sult in deepening and lengthening depressions.
(3) fostered industrial-lnefficiency and obsolescence.
(4) penalized new corporate enterprise, expansion of industrial

activity and development of new products.
(5) multiplied taxation on del)reciation reserves.
(6) resulted in the imposition of heavy tax penalties on unrealized

or "book" profits.
(7) inequitably subjected capital gain to heavy surtax without al-

lowance of offsetting capital loss on depreciable assets.
(8) resulted in a confusing multitude of inequitable exemptions

and "relief provisions."
(9) borne out prognostications of harmful fiscal effects, made on

the basis of itemized comparisons of the operating statements of in-
dividual companies for prior periods.

(10) unfairly penalized capital goods companies without recogni-
tion of fundamental differences in operating conditions and financial
ratios existing between capital goods and consumption goods coi-
panics.

6-1885-38--10
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Thc bill now before you embodying the recommendations of tho
House Ways and Means Committee for the Revenue Act of 1938 pro-
vides for a contifiiation in modified yet substantial degree of this
detrimental surtaxing of undistributed profits.

The bill seeks to retain the surtax to such extent as still to bulk
as large as 25 percent of the basic 16-percent normal tax proposed
in the "general rule."
If. as is overwhehningly established to be the fact, the effects of

the undistributed earnings surtax are economically unsound, there
can be no justification for continuing the precedent in any degree
whatever. Industry and all of business need now to be assured that
Congress recognizes the evidence presented in the record convicts the
surtax, and that the threat of unsound manipulation of corporation
income will be definitely and finally remove(L Long-term planning
in industry, upon which so much employment depends, demands that
by positive action industry be assured that this method of taxation
vill not again be forced ui)on it.

We reiterate that mathematics do not comprehend a program en-
bracing this form of surtax which is equitable. In whatever degree
it is retained it is unfair to the capital-goods industries where busi-
ness and profits fluctuate widely in contrast to consumnption-goods in-
dustries where business and profits are relatively stable. Fairness
and common sense demand its complete repeal.

I do not wish by what I say to imply that we fail to recognize that
instances exist of unreasonable retention of earnings for the lprl)ose
of avoiding Federal taxation. But as we stated to the Ways and
Means Committee of the House on January 22, repeal of the undis-
tributed-earnings surtax having been accomplished, we are confi(lent
that on the side of necessary reform reinforcement of section 102,
which is the provision of the present act against unreasonable retell-
tion of earnings, can be successfully implemented. Similar beliefs
as to this have recently been expressed on the floor of the House, and
I confidently believe that a public-spirited committee of tax experts,
attorneys, and businessmen working with Treasury officials would
find sufficient ingenuity within it to accomplish such reinforcement
of the present section as would be equitable to all.

2. THE (RADUATED NORMAL INCOME-TAX RATES IN THEORY AND PRACTICE

The Revenue Acts in 1935 and 1936 introduced for the first time
the practice of using graduated rates of Federal normal income tax
for corporations, based solely upon the volume of income. The 1935
act substituted for the flat percentage tax upon corporate income
applicable to all corporations, a tax ranging from 121/2 to 15 .per-
cent-12/ 2 percent upon income of $2,00O or less, 13 percent upon
income of $2,000 to $15,000, 14 percent upon income of $15,000 to
$40,000, and 15 percent on incomes over $40,000. The Revenue Act
of 1930 widened these graduations, by increasing the range to from
8 to 15 percent.

In the bill for. the Revenue Act of 1938 now before you it is pro-
posed to retain the principle of graduated rates.

The theory underlying the levy of a tax graduated in relation to
volume of income is presumably that of taxation on the basis of ability
to pay, with thie premise accepted that large corporations are better
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able to pay higher percentages of their incomes than are small com-
panies. Obviously, therefore, the theory of graduated tax in relation
to volume of income overlooks the fundllanlental fact that corporations
are merely groups of individuals organized for profit. Yet no such
claim has ever been proved, for the simple reason that statistics upon
which to prove any such claim do not exist-that large companies are
owned entirely, characteristically, or even to average extent by stock-
holders best able to bear the burden of higher Federal income-tax
rates. Similarly there is no evidence that small companies consist
entirely, characteristically, or even to average extent of stockholers
least able to bear the burden of higher Federal income-tax rates. And
again, mere volume of income, without reference to its proportion to
the investment in the business and rate of profit yield, is no measure-
met of ability to pay.

A tax levieI upon corlporate income, graduated in relation to the
volume of such income, and without consideration of the relation of
such income to invested capital, Peializes apparent size only. The
precedent of such taxation opens the way for far-reaching inequities
and oppressions of the small stockholder in a large company, as
against the large stockholder in a small company.

3. THE CAPITAL GAINS ANI) L,&qES TAX AND EFFECT UPON FEDERAL REvE-

NUES AN) At\cMVITY IN TIlE SECURITIES 31AIET

An open and free-flowing capital market is ar essential to all busi-
ness, but absolutely so as to the machinery, capital-goods, and related
lines of business. lBecause of their reliance upon long-range plans and
long-term credit, it is of transcendent importance to dira ble-goods
lines. It is in the durable-goods lines. I take the liberty of reminding
you again where we have great resou'ces coml)arat ively l)aralyze(
and contributing vastly to a precipitately (leclining national economy.

The volume of transactions in the -ecurities of business has been
greatly reduced. New securities issues still total less than one-third
of normal amount. Investment capital ordinarily available to new
enterprise has shifted to large extent to tax-exeml)t securities and
other securities which fluctuate little in price. Venture funds are
lacking.

The dearth of activity in the securities of business may le explained
in important part by the policy of taxation embraced in the capital
ga is and losses tax. The capital-gains tox, which in 1932 provided
for offset of capital losses before application either of normal rate or
of a flat tax of 12172 percent on net capital gains, whichever was lower,
has been progressively increased. The Revenue Act of 1934-continu-
ing to date-restricted the offset of capital losses to $2,000 above the
capital gains in that year and, in lieu of the 12l/2-percent rate, pro.
vided for inclusion in normal income of proportions of capital gains,
varying from 100 percent of capital assets held 1 year (town to 30
percent of those held more than 10 years, subject to full normal and
surtax rates.

More than anything else, the capital-gains tax, in our judgment, is
responsible fo-

(1) The widespread postponement of taking of capital gains, and
an unwillingness to risk capital in pursuit of new capital gains, thus



reducing the volume of trading in securities and subjecting the Se-
curities markets to wide fluctuations in prices as a result of "thin"
markets:

(2) T e shift to tax-exempt securities-to which I will later refer
in greater detail-and to securities of minimum risk and little price
fluctuation, with consequent reduction ill the supply of venturesome
capital; and

(3) The lack of favorable capital markets available to small, mar-
ginal, and new enterprises. Taxpayers subject to heavy gains with-
out full privilege of offsetting capital loss are reluctant to purchase
securities of high risk and consequent prospect of sharp fluctuation
in price, because it becomes too costly to sell when a sale appears de-
sirable, and in event of loss little if anything can be taken as a tax
credit.

It is time the proposals before you modify the tax rates upon capital
gains and we note with encouragement their improvement over the
provisions now contained in the Revenue Act of 1936. Particularly
do we welcome as a necessary and very helpful change the recommen-
dation of the House that the definition of "capital assets" in section
117 (b) of the Revenue Act of 1936 be anen el so as to except de-
preciable assets used in business and trade. This modification, by
which such depreciable assets will be exempted from the $2,000 liml-
tation on capital loss, is of vast importance to machinery mnanufac-
turers and their customers. The Machinery Institute has urged this
new provision upon many occasions. A flagrant inequity of past
treatment of depreciable assets has now been removed if acceptable
to you. We commend and are most appreciative of the action of the
House in this respect. We urge and hope for the concurrence of the
Senate.

We are hapNy to observe also that even as they are now drafted
in the House b11, the provisions for taxation ofcal)ital gains and
losses will result in increased revenues to tile Governnment, because
by reducing to the extent proposed the burden of taxation of capital
gains, the free flow of capital will to a degree be stimulated, with a
resulting number of transactions subject to tax. It is our judgment,
however, that the proposals do not begin to go far enough inl this
direction. This may be said not alone from tile standpoint of the ob-
jective of a productive rather than a punitive tax--of stimulating
tile free flow of capital into securities of business-but also from the
standpoint of Government revenues on securities transactions.

It is axiomatic that a tax which discourages capital transactions
will produce less revenue than a reasonal)le tax which does not deter
such transactions. We believe that figures compiled ill the Treasury
Department must show that the tax on capita gains has reached a.
point of diminishing returns and that in comparison with volumes
of transactions normally and reasonably expected under conditions of
free and open capital markets the lowering of rates of tax uipon capi-
tal gains will sustain and increase Federal revenues from this source.

Therefore we urge:
(1) That the rates of tax on capital gains now proposed in the

House bill be further reduced to a flat rate low enough to encourage
tile taking of gains.

(2) That provision be made for full offset of capital losses against
capital gains, now denied in the House bill recommendations, with-
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out any restrictive provision such as that to compel the application
of short-term losses against short-tern gains, and vice versa.

(3) That the net capital loss carry-over recommended in the House
bill be extended to permit carry-over of all capital losses not offset
by capital gains into any one of 3 succeeding years.

Such changes in the revenue act will generate confidence in business
enterprise on the part of owners and managers. They will stimulate
enthusiasm for the securities of business on the part of the American
public. Renewed business activity and employment will quickly
follow.

4. EXCESSIVE INJIEIIlTANCE TAXES AND TIIKJR EFFECT UPON AN OPEN AND
FREE-FLOWINO CAPITAL MARKET

During the last few years inheritance or estate taxes have been
staggeringly increased. Comiencing with 1932 the rates were tre-
imiendously ilcrease(l, while the specific exemption was substantially
decreased' and credits for State taxes remained stationary. rie
following approximation will serve, however, to illustrate the im-
mensity of the increases:

Rates (percent)
1920: $100,000 exempt ----------------------------------------- 1-20
1932: $50,000 exempt -------------------------------------------------- 1-45
1034: $50,000 exempt ------------------------------------------ 1-60
1935: $40,000 exempt -------------------------------------------------- 2-70
1938 (proposed) : Previous exemptions of $40,000 each for iilieritauce and

gifts. total $80,000, reduced to total $40,000 ------------------------ 2-70

The approximate effect assuming an estate of $150,000 after gifts
to in(livimals prior to death of $40,000 maniy be roughly seen as
follows:
1926: 1 percent of $50,000 ------------------------------------------- $500
1932: 1 to 7 percent of $100,000 ------------------------------------- .1. (00
1034 : 1 to 9 percent of $100,000 -. . . . ..------------------------------- 5. 200
1935: 1 to 17 percent of $110,000 ------------------------------------- 10, ( w0
1938 (proposed) : 1 to 17 percent of $150,000 --------------------- 15,113

Need for revenue has of course increased substantially during these
years, l)ut further than this it is apl)arent that increases o?1 such
proportion have been the result of an underlying philosophy ex-
pressed in the doctrine that the wealth of America is unduly concen-
trated. Such fiction as the recent Sixty Families is an exposition of
this poorly based belief. The doctrine that redistribution of wealth
should be'and can be forced overlooks at least two significant facts:

1. In America more, than in any other major country in the world
wealth is not perpetuated in(lefinitely. American competitive enter-
prise is such that opportunity for wealth is available to the average
mai to a degree without precedent in any part of the world. The
ability to retain it once it is acquired also requires rare skill, if we
are to judge from the history of fortunes made and lost. The process
of accumulation and dissipation are constant and reasonably equal-
ized. In America, family fortunes as a rule have not been perpetu-
ated over many generations nor as is generally supposed iave all
large companies managed to retain their positions.

A study by the Twentieth Century Fund indicates how transitory
is the leader-ship of business and industrial corporations. Of the
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200 largest corporations in 1909, this study reveals, 89 had dropped
out of tie list by 1924. Many which remained on the list were operat-
ing unprofitably and clearly on the decline. Fourteen of the forty-six
railroads on tie list had lost their positions of dominance by the
enid of 15 years; of the 55 utilities, 28 bad disappeared from the
roster of the 200 largest corporations; 47 of the 99 industrials had
dropped out by the end of 1921.

The nominal capitalization of tie 200 largest corporations of 19091
rose in each of the next 15 years (1909-24) at the rate of 3.5 percent
anmally. During the same period national wealth rose a t e rate
of 5.1. percent, and the national income at the rate of 6.6 percent.
Workingmen's wages, wholesale prices, and cost of living all rose at a
more rapid rate than the capitalization of these corporations. these e
statistics present convincing evidence that there is neither an alarm-
ing growth in number of (loninating corporations nor a l)et-
ation of leadershi p) by the same corporations from generation to
generation.

2. Indirect attempt to redistribute wealth through confiscatory
inheritance and( gift taxes, even though it be pursued with the intel-
sity of the past few years, cannot on thle oe hand be successful,
anl on the other cannot avoid resulting in such widespread retarda-
lion of our processes of saving and investment as to bring far more
social detriment than benefit. Significant in this connection is the
recent statistical study of wealth owned by persons having income
of more than $5,000.

The study was made by Gerhard Cohn and Fritz TLelmann, of tie
graduate faculty of political and social science, New School for Social
Research, and concludes:

In 1930 we estimated 3O percent of the total amount of this property was
In the hands of 2 percent of the I)roiH'rty owners, while under the Impact of the
present tax rates the smnie 30 percent of the property after 30 years would be
owned by 3 percent of the property owners.

This conclusion is noteworthy in p art for its showing that at-
temipt to redistribute wealth through ieavy taxation-unless we are
to progress to the point of confiscation---cannot. succeed except
minutely. But it is much more significant as a yardstick of possible,
accomplishment in this direction against which to compare the great
social detriment in having wealth in hiding, unproductive, and incap-
able of originating gain ful employment.

Estates almost univ'ersally consist of property which must be sol,
or liquidated, in proportion to the taxes assessed upon them. With
death ditties at their present height, instead of concentrating on the
planning of expansions or new ventures, which would produce more
jobs, wages, trade, and l)ublic revenues, the major task instead must
be to keep the wealth in shal)e to be immediately liquidated on favor-
able terms, so that in event of death the taxes may be paid without
rendering insolvent the property or the business concern.

The result of the excessively high inheritance taxes has been con-
stant diversion of investment money to offset the necessities of liquid-
ity, and its consequent unavailability for enterprises which would
produce employment. The policy o? reform and redistribution of
wealth through punitive estate taxes is a brake on progress and an
interference with a higher standard of living for all.
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5. EXCESSIVE TAXES ON INCOME OF NIIVIDUAL.S IN TIM1 III011-111 IIIIACI(E'S,

IIELATIVE TO TAX 'OLICY AND EFFECT UPON JIMSINESS ENTEIPIIISE

The record of tax increases against tle larger incomes of indi-
vidlifils l)1r-alheIs the record of the increase of inheritance taxes. In
the 1926 Revenue Act tie smtax on inlividhal income provided for
a basic exemption of $10,000, and the tax ranged from 1 to 20 1l)reent.
Increases since make tlie following comparison: 1926, $10,000 ex.
empt, rates 1 to 20 percent ; 1932, $6,000 exempt, rates I to 55 l)trcent ;
1934, $4,(X)0 exem)t$ rates 4 to 59 percent ; 19:16, $4,000 exell)t., rates
4 to 75 percent ; proposed 193'8, $4,000 exempt, rales 4 to 75 percent.

These -mriiaxes must be read in conjunction with the normal rates
on individual income, which were. as follows: 1920, first $4,000, V/.
percent, second $4,000, 3 percent, remainder, 5 percent ; 1932, first
$4,00), .1 percent, r remainder, 8 percent ; 1931, on till taxlhle income,
4 percent ; 1936, on all taxable income, 4 percent; )ro)osed 1938, ol
all taxable income, 4 percent.

The growing penalty upon individual incomes of larger amounts
may he illustrated as follows: Individual taxal)le net income of
$60,O00t before minhPiun c'xml)tion taken:
(m ined normal tax and surtax:

1926 ----------------------------------------------------------- $7.091
1)32 ------------------------------------------------------------. 12,020
103-1 ------------------------------------------------------------- 12,893
:L 3 --------------------------------------------------------------- 12, 9)8
11038 (proposed) ---------------------------------------- 12, 9)58

Here again the desire to redistribute wealth by heavily )enalizing
it does not take into account the resultant loss to the mia without a
job. I call your attention to the fact that combined with the capital-
gains tax, the high surtax rates on income of individuals have driven
amin enormous sum of Cl)ital from tile markets serving the securities
of business and thus has eliminated jobs. A table, taken front the
New School for Social Research statistical study previously referred
to, is indicative of the extent to which the shift to tax-exenpt securi-
ties has already taken place.

Percentage of tax.exempt 8ecuIities in estates

Siteof estate 1927 1031 1935

000-4200,000............................................... 4.1 4.2 8.
200,0042, 00 M............. . 7. 3 10.4 18.W,000 00 0,000 ........................ .13 0. 2 18. 7

$4,000,000 and over ........................................................ 1 9.2 16.3 1 44.0

I The higher percentage of (ax-exeznlfl securities for 1935 Is also In part due to lower stock prices In 1934
and 1935. The group of estates of over $1,000,000 contained only 41, 83, and I0 cases for the years 1927, 1931,
and 1035.

The significant facts revealed by this study are that holdings of
Government securities increase disproportionately with size of the
estates, and that, this dispro)ortion 1ias been greatly accentuated
since the heavier estate taxes were imposed. In the estates of over
$4,100,000, 44 percent of all assets are tax-exempt Government se-
curities, 1as comlparel to six-tenths of 1 percent for estates valued at
less tlha'i $5,000. The concentration of large estates in Government
securities is revealed by the fact that in estates of from $50,000 to
$100,000 only 7.5 percent are Government securities. In estatcfs of
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$200,000 to $2,100,000 the percentage is doubled, or 16.1 percent. In
estates of $2,100,000 to $4,100,000 tile holdings represent 20.7 per-
cent and over $4,100,000 the percentage is 44.

This large shift to tax-exempt securities and away from invest-
ments in )hsiness in order to avoid high-surtax rates, is obviously
far from an end, and so lon as the present rates continue business
will be robbed of the capitafwhich should be flowing into emlploy-
melnt-making and wealth-producing enterprises.

The economists who compiled the table referred to above estimate
that an additional $15,000,000,000 now invested in business securities
is in danger of being gradually transferred to tax-exeini)t securities
by holders whose incomes are of such proportions that they could
obtain a higher net yield from tax-exeml)t securities than they niow
obtain from net divi~len(ls on business securities after deduction for
taxes.

Tile present. policy, viewed entirely from the standpoint of the real
interests of those in the lowest income brackets or without income, is
a mistaken one. Surtaxes on individual incomes most not be per-
mitted to continue at such punitive rates as to eliminate individual in-
centive for enterprise and deprive the country of resulting employ-
ment-making activities.

In conclusion, permit me to speak briefly on the present oppor-
tunity of your committee and of Congress to build confidence and
increase e iployment through tile mnediumn of a thoroughly equitable
and reasonable revenue act.

As the Congress assembled last October in sl)ecial session, there
was being exl)ressed in the Senate, in the House of Representatives
and throughout the country a common concern over the part playe(1
by the discredited tax policies enacted in the Revenue Act of 1936
in causing the business recession.

More than a half year will have passed before that act can be
Stlwepseded by a Revenue Act of 1938. This half year will have
witnessed no'lessening of recognition of the great need for drastic
and imm,,diate change. Rather, that need has deepened and the
recognition of it has increased as employment has dlrol)lped precip-
itously in the most rapid decline in l)usiness the country has ever
experienced within a similar period of time.

The constructive attitude of your committe is well known. We
applaud it for we know your purl)ose is to (leal realistically with the
iml)ortant problems involved. If the Congress takes fill advan-
tage of its opportunity it will lead the country on a course of en-
couragement and hope which will enable business to renewed ad-
vance upon our great economic frontiers. It will declare against
erroneous theories of overproduction and oversavings which hal e
been and are now stultifymig our national policies and drastically
hnp)edling progress. Moreover, Congress will give positive (lemon-
stration that it is firmly behind equity and reasonableness in all tax-
ation; thus Congress will hearten the discouraged and thus it will
call forth the enthusiasm and galvanize into action the combined
great forces of America's savers and investors, its workers and its
managers of business in the common task of achieving full employ-
ment, prosperity, and happiness for all.

The CHAIRMAN. Mr. Maurice E. Peloulet of New York City, rep-
resenting the Copper and Brass Mill Products Association.
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STATEMENT OF MAURICE E. PELOUBET, NEW YORK CITY, THE
COPPER & BRASS MILL PRODUCTS ASSOCIATION

M4r. PELOUBET. I am Maurice E. Peloubet, a member of the firm of
Pogson Peloubet & Co., certified public accountants, of New York
City. I am speaking for the Copper and Brass Mill Products Asso-
ciation, a group of manufacturers who lroduce copper and brass
sheets, tubes, rods, and other shapes, principally for further fabrica-
tion by other manufacturers but to some extent for use as finished
products. The members of this Association wish to have that sec-
tion of the proposed Revenue Act which corresponds to section 22 (c)
of the Revenue Act of 1936 so worded as to perinit members of the
association to use, for Irtrposes of com)uting income subject to Fed-
eral income and excess profit taxes, the same accounting methods
which are generally accepted as correct for reporting to the Securi-
ties and Exchange'Commission, reporting to their stockholders and
for other corporate purposes. This met10ied is the last-in, filt-out
method of applying current costs to current sales and is not now
permitted by the United States 'Treasur' Department to be used as
a basis for deterininig taxable income.

I appeared before tl is committee at the hearings on the Revenue
Act of 1936 to request legislation in that act to permit the use of this
method andA was told that it was within the power of the Commis-
sioner of Internal Revenue to permit the use of the last-in, first-out
method all(] that legislation was not, therefore, required. Those
whom I rel)resented were advised that appropriate action could lbe
obtained front the Tivasur y Department, but while they ]have been in
almost continuous touch with the Department since thepassage of the
Revenue Act of 1936, the Treasury has continued to require tie use of
niethods of determining income which are not generally considered
to be correct for the copper and brass mill products industry.

The copper and brass mill l)products industry conducts its business
so as to avoid loss and thereby preclude gain from market fluctua-
tions, vhich is accomplished by, matching purchases and sales in the
following manner:

Orders are customarily taken for delivery some time in the future-
generally 90 days, sometimes more. Tille price ait which the orders are
taken is a coinbinat ion of the fabricating charge, gener-ally known ats
tile fabricating (differenltial, and the price of the metals used inl tileproduct on the (lay that thle. order is taken. Promptly thereafter a
purchase commitment is made for Copper, zinc, or other metals re-
quired to fill the orders taken.

The products may not be delivered and the metal may not be re-
ceived for several weeks or months, but the manufacturer knows that
he' can obtain metal to cover the sale he has made and that he will
neither gain nor lose on the metal but will make his profit on the dif-
ference between his fabricating cost and the differential charged the
customer, which is the basis on which his business is done.

The prices of copper and brass mill products are increased or
lowered as the prices of copper and zinc change. Price changes on
products are made within a few hours after a change in metal prices,
and it is of the utmost importance to each fabricator to have a sys-
tem and orgaiiizittion by which these prices caii be ,hanged mid inmde
effective promptly. If this were not (lone, heavy losses could result.
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Thus, on the metal itself which is bought for and included in the
products sold to customers, the brass manufacturer neither gains nor
loses. It is not possible, however, to run a mill solely on the metal
which the manufacturer has contracted to deliver to his customer in
the form of finished products. He must, in addition, maintain a sub.
stantial inventory of metal. This inventory is in many different
forms. Beginning at the casting operation, an excess of metal must
be provided to allow discarding of unsound metal and dross. Siii-
larly, in the rolling, drawing, and extrusion operations, unsound
surfaces edges, and ends must be removed. In finishing operations
the product is reduced to proper dimensions by cutting off surplus
material.

In other words, to produce a given quantity of a product a sub-
stantially larger quantity must be processed, the difference being
mill scrap which is reclaimed and constitutes a constantly revolving
inventory within the mill. Besides this, quantities of partially proc-
essed material must be kept at various points in the mill to permit
economic production of the stream of orders which vary widely as
to their individual quantity requirements. Altogether, therefore,
the manufacturer must keep on hand an inventory which in metal
content may equal several months' production. The inventory must
always be kept on hand; a mill could no more operate without this
inventory or so-called metals in process than it could operate with-
out its plant or any of its equipment. And its practice, as I have
explained to you, recognizes this fact. Sales are not made against
this inventory; they are made against )urchases of metal which
occurred at approximately the same time as the sale.

In spite of this, the regulations of the Commissioner under sec-
tion 22 (c) compel the fabricator to apply his current sales against
an inventory deemed to be the earliest purchases when this, in fact,
is exactly contrary to the fabricator's business practice. This re-
suilts in inclusion in the computation of income, for income-tax pur-
poses, profits or losses which are not the result of actual transactions.

The resulting distortion becomes particularly important in the
copper and brass mill products industry because of the nature of
their manufacturing operations, the relatively high cost of the
metals they use, and the fluctuations in price to which those ma-
terials, particularly copper, are subject and over which the mills
have no control. Their manufacturing operation is a complicated
process bristling with physical. and technical difficulties, and such a
long period is involved that changes in price of inventory have a
a maximum effect. The cost of the metal is the principal single
cost of their product--often representing 60 percent or even more
of the price which they receive for the product. Furthermore,
copper is subject to wide fluctuations in price. During 1937, for
example, copper rose from 12 cents at the beginning of the year to
17 cents, then declined again to 101/8 cents at the end of the year.
The reflection of this market fluctuation in the manufacturer's tax-
able income for that year might either double his actual profits for
tax purposes, or result in a loss for the year, depending solely upon
which his fiscal year ended. Certainly uniform and equitable taxa-
tion cannot be predicated on such an unreal base.

The taxation of fictitious incomes cannot be justified by the allow-
ance of fictitious losses. The taxation of profits based 'on assumed
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transactions which do not occur in periods of rising prices and ex-
panding business forces a taxpayer, at the time wlen his working

-capital is most fully employed and most urgently required, to pro-
vide money for tax payments at effective rates double, triple, or
quadruple those noinally in force. No matter how much benefit lie
may receive later in periods of declining prices and declining business
when through contraction of operations his needs for working ca)itai
are less and his position more liquid, he will still have no relief robin
his present compulsion to obtain by any means and under any terms
money to pay the taxes then assess d on income assumed to have been
realized. Over a period of years total income will be the same under
any method of accounting consistently applied, and if taxed at a flat
rate the aggregate tax will be the same.

What the members of the Copper and Brass Mill Products Associa-
tion want is an amendment in section 22 (c) which will permit them
to'determnine the cost of current sales by using the cost of the metal
which they buy currently to cover such sales. This is the system
which I have described as "last in, first out"-that is, metal which is
sold is deemed to be the last acquired instead of the first acquired, as
the Treasury Regulations now provide. This method corresponds
with the mills' actual practice in conducting their business and is the
method which many of them now use for their corporate accounts,
although they are not allowed to use it for tax purposes. It deter-
mines all of the profit which they have actually realized, but it does
not tax them upon profits or allow them losses which have not
occurred as the present method does.

There can be no doubt that the last-in, first-out method is an
approved accounting practice, Statements filed on this basis have
been accepted by the Securities and Exchange Commission and the
special committee on inventories of the American Institute of Ac-
countants approved this method in a report dated May 7 1936. In
A Statement of Accounting Principles prepared by Proiessor San-
ders, of the Harvard School of Business; Professor Hatfield. of the
University of California; and Professor Moore, of the Yale University
School of Law, the authors expressed their approval of last in, first
out or similar methods. This study was prepared under the auspices
of the Haskins & Sells Foundation, an organization formed for
research into accounting matters, and was published by the American
Institute of Accountants.

I have here letters from members of nine 3f the most prominent
accounting firms in the United States approving the use of this
method.

The members of the association which I represent do not ask for
any special consideration, they do not wish any preferential treat-
ment; they merely ask to be placed on a par with other industries
which are permitted to determine taxable income on the basis of
accounting methods recognized as corurectly determining income in the
industries in which they operate. No one inventory method is suit-
able for all industries, and the members of the Copper and Brass
Mill Products Association merely ask that they be permitted to pay
income and profits taxes on income actually realized rather than on
the basis of a method which is not applicable to their particular
industry, which shows profits in periods of rising prices which are
not and can never be realized and which show losses in periods of
falling prices which are equally fictitious.



The copper and brass mill products industry is being subjected to,
discriminatory treatment by the United States Treasury Department
because other manufacturing industries are permitted to use their
recognized accounting methods to determine taxable income and are
taxel on income which h is admittedly realized or realizable while the
copper and brass mill products industry is taxed on unrealized and
unrealizable income determined by methods not recognized by the
industry.

Other industries are permitted to determine ',come and inven-
tories by methods substantially similar in purpose and effect to the
method the use of which is denied to the copper and brass mill
products industry.

Industries dealing in a product such as cotton textiles or flour
where the conditions are similar to those in the industries described
above, apply "hedgin j" transactions to their inventories and are
thusle to get for t lenselves the same sort of results as the *in-
dustries under discussion obtain by thle use of the "last-in, first-out"
method. The cotton and flour iiilling industries are permitted to
use their "hedging" methods for tax purposes. The leather, non-
ferrous metal and other industries are not permitted to use an ac-
counting method producing the same results. The entirely fortuitous
circumstances of the existence or absence of an effective futures
market is thus made the basis of discrimination between various
taxpayers similarly situated. (See general counsel's memorandum
17 322.)

The high rates of tax which are generally considered to be in-
evitable for many years in the future magnify the importance of
using accounting methods which reflect only such income as can
actually be dispersed in taxes. A nominal tax rate of 5 percent,
which 'by the inclusion of fictitio's income becomes an actual rate
of 10 percent, is unfair but will not ruin an industry. A nominal
rate, however, of 20 to 30 percent levied on the fictitious income may
easily become an actual rate of 40, 60, 80, or 100 percent on realized
income. The members of this association do not wish to pay an
effective rate of 3 or 4 times that of most industries and I cannot
believe that it is the intention of Congress that they should do so.

I ask, therefore, that the section of the proposed act which deals
with inventories should be so worded as to make it possible for the
members of this industry to determine their taxable income on a
basis which is generally accepted as that which shows as nearly as
possible the actual results of operations and the actual realizedin-
come. They ask relief from the arbitrary imposition on their in-
dustry of a method which is clearly unsuited to it and which shows
results which are demonstrably at variance with the facts.

To accomplish this I suggest the addition of the following lan-
guage to section 22 (c) of the revenue act now under consideration:

"Goods remaining In inventory wiei have been so Intermingled tlat they
cannot be identfled with specific invoices may be deemed to be the goods
first purchased or produced during the period in which the quantity of goods
in the inventory has been acquired and the cost of goods most recently sold
may be deemed to be the cost of those most recently purchased or produced,
If in conformity with the taxpayer's method of keeping his books or records and
with the best accounting practice in the trade or business."

The ChAIcMFAN. You say it is a question then of regulation by
the Department?

REVENUE ACT OF 1938146
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Mr. PELOUBET. I think not, because the Department has refused
to recognize an accepted method.

The CHAIRMAN. I understood that the Treasury Department, in
1936 had stated that they had the power to effect it by rules and
regulations.

fIr. PELOUBET. They now say no.
rhe CnAnIV.AN. Is that the only question you discussed in your

brief?
Mr. PELOUBLTr. That is the only question.
The CHAIRM AN. When was the last, time you had a conference

with the Treasury officials?
Mr. PELOUIBET. A few days ago. with no results whatever.
The CIAI4 nRAN. With whom did you talk?
Mr. PELOLTBET. That was not a conference at which I attended

personally, but I understaiid they spoke with Mr. Kent and with
some of the other officials working under him.

Thie CHAIRMAN. You did not get very far?
Mr. PELOUBET. We got nowhere, I think there is no question about

that.
The CHAIRM3AN. I might. say to you that this is not a new question.

I rememnl)er it was presented in 1936.
M'. PELOUBET. Yes.
The CAIRMmAN. The committee will inquire into it very definitely

and will take your brief in connection with it. I was going to sug-
gest, if you had not talked to these experts it might be well to bring
it ip to date, because we have some experts at one time and at an-
other time we have different experts. They change them at times.

Mr. PELOUBEV. We haven't gotten very far with them.
TLhere is one thing that I might bring out. Of course we are not

asking for privileges, we are not asking for anything exceptional,
and there is nothiing in this method which will reduce revenue over a
period. As a matter of fact, in the year 1937 the revenue would
have been increased if we had been permitted to use this method,
for the year 1937 there would have been more taxable income in a
number 'of industries than there are. Of course that will always
happen in a period of declining prices. It works both ways. Our
people are perfectly willing to take the consequences either way.
The only thing is we do not want to pay taxes 2 or 3 years before
we make any profits just because we must write up inventories which
we cannot sell.

The CHAIRMAN. I will ask the representative of the Treasury to
bring those matters to their attention.

(The memorandum heretofore referred to is as follows:)

BRIEF OF MAURICE . PELOUBET ON BEHALF OF COPMMa AND BRASS MILL PRODUCTS
ASSOCIATION

The members of the copper and brass mill products industry desire to be
permitted to use the last-in, first-out, or replacement method of costing Inven-
tories for purposes of computing taxable income for Federal Income and excess-
profit toxes. These methods are already In use by representative members of
the industry for corporate purposes and it is desired to compute taxable income
on this basis because it conforms more nearly to the basis on which business is
actually done.

The members of the Copper and Brass Mill Products Association, which in-
cludes practically all the makers of what are known as copper and brass mill
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products, that is, copper and brass sheets, tubes, rods, and extruded shapes, and
similar and related products, carry on their business in very much the same
way. By far the larger part of their business is made up of sales of substan-
tial quantity and amount to other manufacturers who in turn produce the
goods which go into direct consumption or to Jobbers and distributors whose
business it is to deal with the small user of the products of the various mills.
There is, of course, a comparatively small volume of business which might be
almost considered "retail," sales to small manufacturers, to hndivid._als living
in a territory not served by a distributor and the like, but the amount of such
business in most mills Is relatively unimportant. The first two classes of bus-
ness with other manufacturers and distributors is done by means of contracts
calling for delivery of substantial amounts of material over all extended period
of time. Contracts calling for delivery within 60 to 90 days are probably the
most frequent although it is not unusual for them to extend further.

The purchaser who is In all probability already committee to his own cus-
tomer for the price and amount of material to 0'e furnished mtm know the
price he will need to pay for his sheets, tubes, rode, or whatever products he
requires and, therefore, enters into a contract not ohtly to trike delivery of a
specified amount of material but to take delivery at a fixed price. Ili deter-
mining this price the copper or brass mill takes two factors into consideration :
First, what the mill should charge the customer for the fabrication of the
product which he ordered, and, second, what should be charged for the metallic
content of the material. The first charge is determined by the usual competi-
tive considerations, the mills' own cost amid what others are charging for a
similar service. Tills charge, which is generally known as the manufacturing
or fabricating differential, does not change frequently but responds somewhat
slowly to changes in wage rates and( other factors affecting manufacturing cost.
That part of the price representing metallic content, however, is determined
promptly and definitely -and without reference to any competitive considerations
or to any profit or loss to be made by the sale of the metal to the customer.

The prices of copper, zine, lead, nickel, and other metals used in the produc-
tion of copper and brass mill products are quoted daily and publicly. Time
metal producer, the management of the copper and brass mill, and the purchaser
of the mill's product all have available to them at the same time the sae in-
formation on metal prices. The mill's cu~itomer, therefore, if he orders today
a product which will require, say, 1,000,000 pounds of copper and 400,00) pounds
of zine will receive a contract stating that the mill will deliver to him 1,400,000
pounds of product as specified by the customer within the agreed time at a price
determined by the metal prices of the day on which the order was taken and
plus the fabricating differential which was in effect on that day.

Long experience has taught the members of the copper and brass mill prod-
nets industry that it is more profitable for them in the long run to confine them-
selves to fabrication and to make their profits on the difference between the
manufacturing cost and the fabricating differential charged to the customer.
The fabricators, therefore, wish to avoid any possibility of loss to themselves
by reason of fluctuations in metal prices and are willing to forego any possi-
bilities of profit from this same cause. Obviously, if an order is taken today
and a contract made at today's metal prices for delivery 2, 3, or more months
in the future, a speculative risk would be taken by the fabricator if he failed
to make certain that he would have metal available to him at the same price
as that on which the order was placed at the time It was necessary to fill the
order. There is, of course, but one general method of bringing this about,"
that is, to make a forward purchase commitment for the same amount of
metal as will be required to cover his forward sales commitment and at the
same price. This is the general custom of the industry and as soon as a
fabricator receives an order he "covers" this by making a purchase commit-
ment for the metal required. Obviously, every small order for a few thousand
or even a few hundred thousand pounds is not covered individually hut it
is generally the custom to calculate the amount of metal required to fill the
orders of any one day and to make purchase commitments to cover immediately.

The comparatively small amount of business which is done on what might be
called a "spot" basis can generally be estimated and provided for with a
considerable degree of accuracy.

Most mills have agreements with customers to buy back scrap from their
own product and it Is possible for those experienced In the business to esti-
mate the amount of scrap which will be received from customers with a con-
siderable degree of accuracy and tills Intake of metal is considered when de-
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ciding on the amount of purchase commitments for raw metal. On the whole,
it may be said that it is the constant and generally successful endeavor of the
management of a copper and brass mill to protect themselves against any fluc-
tuation in tile price of the metal included in their sales and that they accom-
plish this by means of covering purchase commitments made with individual
metal producers.

Obviously, this method, while always working towards the norm of exact
coverage, will inevitably result in some lack of balance between purchase and
sales commitments caused perhaps by the failure of a customer to carry out
a contract, by a change in specifications, or by some condition in the metal
market over which the fabricator has no control.

When metal prices change tile price lists of the fabricators change at tihe
same time and in the same proportion and it is only a matter of hours after a
change In the metal price before changes in the prices of copper and brass mill
products are notified to the trade.

It is obvious that the method of doing business adopted by the industry, which
is designed to eliminate so far as possible profits or losses on metals, puts the
fabricator, so far as metals are concerned, practically in the position of a buying
agent for his customer.

If the fabrication of CO)per and brass mill products were a simple process
completed within a relatively short period of time, the method of applying costs
to sales and consequently of determining income and inventories would be of
little importance and almost any recognized method consistently applied would
produce a substantially correct income account. This, however, is not the case.
The process of manufacture in a copper or brass mill is long and complicated
and in many of the processes time is an important element. The conversion,
for instance, of an ingot of raw copper and a slab of raw zinc into a brass tube
where the alloy must be exact and uniform, the metal of a specified hardness,
and the thickness of the walls and the inside and outside diameter accurate
within a very small limit of tolerance, is a long mind involved technical process
and cannot be successfully completed within a short period of thne. In general,
the turn-over in a copper and brass mill is slow, three to four times a year being
representative.

Many of time operating processes are continuous and in anost every operation
it is desirable to have some material constantly in the department or in process.
Every manager of a copper and brass mill knows it Is expensive to carry inven-
tories, and it may reasonably be assumed that inventories are generally main-
tained at the lowest practicable point and that the turn-over in the industry Is as
rapid as is consistent with satisfactory operations.

The practical requirement that a minimum inventory be maintained In the mill
makes it necessary that each sale should be covered by a forward purchase
rather than applied to stock in works already on hand. The management know
that if any order were considered to be covered by stock in works, a substan-
tially equivalent amount of metal would need to be purchased when delivery
to the customer was made, and this might easily be at a higher price than the'
metal prices on which the sales contract was based. In a copper and brass mill
the management do not consider that they may apply current sales to stock In
works, but they know that they must purchase to cover their sales commitments.
For this reason it Is the custom in the industry to calculate income by applying
current purchases to current sales without changing the metal prices applied to
stock in works. This is the method known as last-In, first-out, under which it Is
assumed that the latest purchases are those first consumed rather than as is
the case in other industries, assuming that the first purchases are the first
consumed.

Obviously, the amount of stock in works required for successful operation
will vary from time to time. If during a period~of rising prices stock lit works
is increased, that is, if metal is bought for which there are nto corresponding
sales, such metals should be carried min the inventory at its cost. If, in a
period of declining production which will, in all probability, be a period of
declining prices this metal is sold, it should be applied against sales not other-
wise covered. By this method the necessary flexibility of the amount of Inven-
tory required at different volumes of operation will be automatically main-
tallied and the income of the fabricator will be affected by the liquidation of his
inventory. at the time this actually takes place. This is the principal difference
between the "normal stock" method and the last-in, first-out method. While
the results obtained by thle usegf_.a, n.ornmaL_.tock,.ff.tbjs mctbodispropcriy.
aiplrlei, "*;il["?req-ueitmly closely lapproxinate the results obtained under tile
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last-in, first-out method, the normal stock method is, nevertheless, based on the
arbitrary assumption that one unchanging normal quantity at one unchanging
price exists. This can hardly be exactly true in any case and in most cases it
is demonstrably incorrect. This element of rigidity and arbitrary assumption
is probably the reason why the courts and the Treasury Department have not
looked on the normal-stock method with favor. The last-In, first-out method has
been devised to eliminate the arbitrary features of the normal-stock method
and to retain at the same time those features of the normal-stock method which
are based on correct theory and which corresponds to actual business practices
and operations.

If a fabricator must keep in process at all times 1,000,000 pounds of copper
he must maintain this amount in order to operate his business.

Accordingly, on January 1, 1937, he has o1 hand 1,000,000 pounds (cost 10
cents pr" pound).

During the year he sells 4,000,000 pounds (selling price 15 cents per pound).
In the course of the year lie purchases, as he sells, 4,000,000 pounds (cost 15

cents per pound).
He has left at the end of the year 1,000,000 pounds (cost ?).
The Treasury Department's position is that lie has sold 1,000,000 pounds on

hand at the first of the year costing him 10 cents ant 3,000,000 out of the
4,000,000 pounds purchased during the year at 15 cents; that lie has, therefore,
realized a profit of 5 cents a pound on the 1,0(,000 pounds, but the fabricator
started out with 1,000,000 and ended with 1,000,000 pounds of the identical
material. He has not bargained for a profit on the commodity; his whole
course of business was to avoid it. The so-called profit cannot be realized
unless the 1,000,000 pounds of copper are sold tit 15 cents but in order to operate
his plant the fabricator must immediately replace his 1,000,000 pounds of
copper at 15 cents and his profit is back in copper again. Yet this is tile profit
from which lie must pay taxes at high rates or which lie must distribute i
dividends.

The question mark under the cost of the last million pounds presents the
issue. Does lie have on hand a ncie million pounds of copper at 15 cents (having
realized a profit of 5 cents on the first 1,000,000 pounds) or, does he really have
on hand nothing but what lie originally started out with-,000,000 pounds of
copper at 10 cents? This is really tile heart of the question. The iuiore detailed
examples serve to illustrate this int different situations aind to varying degrees
but the principle remains the same in every instance.

The following table shows the results in periods of stable rising and falling
prices of tihe application of the first-in, first-out method to the operations of a
hypothetical mill which handles, for simplicity, copper only. It is assumed that
the mill has a capacity of 500,000 pounds per month and carries an inventory
equal to 2 months' production. Inventory prices oii tile first-in, first-out method
are taken at the average of the last 2 months of operation.

STABLE MARKET-CONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED DEC
31, 1935

First-in, first-out Pounds Cents per Amountpound

Sales:
Metal ............................................................. 6, 000, 000 8.8 $526,876
Fabricating differential ------------------------------------------------------ 4.0 240,010

Total sales value ................................................ 6, 000, 000 12.8 766,875

Cost of sales:
Metal cost:

Inventory beginning .......................................... 1,000, 000 9.0 90,000
Purchases ..................................................... 6, 000, 000 8.8 526,875

Total---- .................................................. 7, 000,00- --------- 616,875
Less Inventory end ........................................... 1,000,000 94 91,260

Cost of metal sold .......................................... 6, ,000 8.8 625,625
Manufacturing cost ...........................................--.... . . 3.0 180, 000

Total cost ofsales ............................................... ,ooo,0 11.8 70,626

Profit ---------------------------------------------------------------- 61,.
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RISING MARKET-CONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED MAR.

31, 1937

First-in, first-out Pounds Cents per Amountpound

Sales:
Metal ............................................................ 6, 000, 000 11.1 $8,620
Fabricating differential ....................................................... 4.0 240,005

Total sales value ................................................ 6,000,000 15.1 905, 628
(Jost of sales:

Metal cost:
Inventory beginning .......................................... 1, 000, 000 9 92,600
Purchases ..................................................... 6,000,000 11 665,625

Total ....................................................... 7,000.000 .......... 768,125
Less inventory end ........................................... 1000000 1434 145.000

Cost of metal sold .......................................... 6,000,000 10.2 613,128
Manufacturing cost ........................................................... 3.0 180,000

Total cost of sales ............................................... 6,000.000 13.2 793.125

Profit ............................................................................. 112,600

FALLING MARKET- CONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED DEC.
31, 1937 BUT WITH LOWER CLOSING PRICE

Sales:
Metal ............................................................
Fabricating differential ...........................................

Total sales value ................................................
Cost of sales:

Metal cost:
Inventory beginning ..........................................
Purchases ...............................................

Total .......................................................
Le inventory end ...........................................

Cost of metal sold .....................................
Manufacturing oost .........................................

Total cost of sales ...............................................

Profit .................................................................

6,000,000

6,000,000

13.0
4.0

17.0

$780,000
240,000

1,020,000

1,000,000 10% 108,750
0,000.000 13.0 780.000
7,000,000 .......... 888,760
1.000,000 9.0 90,000
0,000,000 13.3 7 760

S3.0 180,000
61000,000 1.3 97& 760

..................... 41,250

In each case the 6,000,000 pounds of metal included In sales and the 6,000,000
pounds of purchases were tinide at the 1ame price. The profit is, therefore, com-
posed of two cleinents-$60,03) being 1-cent-per-pound profit on 6,000,000 pounds
of production and the difference in the value of inventories as calculated on the
first-in, first-out basis, although the nature and amount of the inventory was the
same at all times.

Under the last-in, first-out method, the profit would amount to $00,000 in each
of the three periods, as shown below:

STABLE MARKET-CONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED DEC. 31
1935

Last-in, first-out I Pounds Centsper A

$526,876
240, O0
708,875

90,000
626,875
616,875
90,000

526,875
180,000
706, 876

60, O0

Sales:
Metal ............................................................
Fabricating dIfferential ...........................................

Total sales value ...............................................
Cost of sales:

Metal cost:
Inventory beginning ..........................................
Purchases .....................................................

Total ........... ............ .................
Less Inventory end ...........................................

Cost of metal sold ...........................................
Manufacturing cost ...............................................

Total cost of sales ...............................................

Profit .................................................................

64885--38 1--11

6,000,000

6,000,000

1,000,000 9.0
8.000,000 1 8
7,000,000 ......
1,000,000 9.0
8,000,000 88

............. 3.0
6,000, 0o0 11.8

... ..... .. o.. ........

8.8
4.0

12.8
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RISING MARKCET-OONDITION88SUB8TANTIALLY TH08E OF YEAR ENDED MAR. 31,
1937

Lat-in, first-out Pounds n Amount

Metal .................. 6,000,000 11.1 $88,626
Fabricating differential ........................................ 4.0 240,000

Tot sales value .......................................... * ..... 6,000,000 15.1 05, 626

cost of sales:
Metal cost:

Inventory beginning .......................................... 1,000,000 9.0 90,000
Purchases ..................................................... 8,000,000 11.1 6,625

7,000,000 .......... 765,625
Less Inventory end ........................................... 1,000,000 9.0" 90, 000

Cost of metal sold ................................ 8 .000,000 11.1 665,625
Manufacturing cost ................................................... 3.0 180,000

Total cost of sales ............................................... 6, 0DO, 000 14.1 845,623

Profit ....................................................................................... 60,000

FALLING MARKET-CONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED DEO
31,1937, BUT WITH LOWER CLOSING PRICE

Sales:
Metal ............................................................ 6, 000,000
Fabricating differential ..................................... ............

Total sales value .............................................. 6. 000. 00
Cost of sales:

Metal cost:
Inventory beginning .......................................... 1,000,000
Purchases .................................................... 6, 000, 000

Total ................................. . . .............. 7000,000
Less inventory end ........................................... 1,000,000
Cost of metal sold ............................................ 6000,000

Manufacturing cost ............................................... ......
Total cost of sale ............................................. .6,00,000

Profit .......................................................................

1 $780,000
4 240,000

17 1,020,000

0 90,000
13 780, 000

.70....... 870,000
9 90,000

13 780,000
8 180,000

16 90 000........... 6%o

If the fabricator acts as the buying agent for his customer and not as a
dealer in metal it should make no difference by whom the metal Is bought. It
is not uncommon for the larger customers of some copper and brass mills to
buy their own metal and to ship this to the fabricator, paying the fabricator
only his manufacturing differential. If the assumption that the fabricator is
merely the buying agent is correct, and the general universal practice of the
trade bears this out, then the results of a correct method of accounting where
the fabricator buys the metal should be the same as the results where thA
customer buys the metal.

The following table is given for illustration only, as it is highly improbable
that any mill would operate entirely on customers' copper:

Pounds I Cents Amountpound

fetal belonging to customers ............................ 6, 000, 000 ...........
Fabricating differential ................................. ............ $24R000

Cost of sales:
Inventory beginning .............................................. 1, 000, 000......................
Receipts .......................................................... 6,000,000 ......................

Total ............................................................
Lem Inventory end ............................................... 1,000,000 ....

Total ........................................................... 0, 000 0 .......... ............
Manufactutig cost ............................................................ 8. 180,000

Total cost o; sales ....................................................... ............ 180.000
Profit ................................................................................. 60, 000

.

I
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The profits under, the last-in, first-out method and the profit which would

result if all metal belonged to customers are the same. These profits also rep-
resent the only profits which would be realized in cash as the remainder of
the so-called profit on the first-in, first-out basis Is represented entirely by
changes in the valuation of inventories.

GENERAL USE AND RECOGNITION OF LAST-IN, FIRST-OUT MErHOD IN THE0 INDUSTRY-

The following members of tie Copper and Brass Mill Products Association
have stated through the medium of published accounts that the last-in, first-out
is used by them for determining their corporate Income: The American Brass
Co.; Bridgeport Brass Co.; Phelps Dodge Corporation; Revere Copper & Brass,
Inc.; Scovill Manufacturing Co.

A number of other members who keep statistical records on substantially this
basis have stated that they would use the method in their financial books if it
should be allowed for tax purposes, their reason for not using it at present
in their financial books being that it was not permitted for tax purposes.

The method is recognized by the Securities and Exchange Commission, edu-
cators, and leading practicing accountants as a correct method of determining
income for industries situated as is the copper and brass industry. To estab-
lish the recognition of the method by accounting authorities there is submitted:

(a) Opinions of: Paul K. Night, of Arthur Anderson & Co.; Deloitte, Pleader,
Grifliths & Co.: Edward A. Kracke, of Hasklins & Sells; Dr. Joseph J. Klein,
of Klein, Hinds & Fink; Walter A. Staub, of Lybrand, Ross Bros. & Montgomery;.
Samuel J. Broad, of Peat, Marwick, Mitchell & Co.; Rodney F. Starkey, of
Price, Waterhouse & Co.; C. Oliver Wellington, of Scovell, Wellington & Co.;
Victor H. Stempf.

(b) Excerpts from: A Statement of Accounting Principles, prepared by Thomas
Henry Sanders, Harvard University Graduate School of Business Admninstra-
tion; Henry Rand Hatfield, University of California; Underhill Moore, Yale
University School of Law; referring, on pages 15, 43, 78, and 74 to last-in, first-
out, or similar methods with approval.
(o) Resolutions of committee on Federal taxation of the New York State

Society of Certified Public Accountants.
(d) Data on last-in, first-out, and similar inventory methods: Corporations

using last-in, first-out, or similar methods in corporate accounts; bibliography
on last-in, first-out, or similar inventory methods; list of trade and other
associations approving last-in, first-out, or similar methods.

LAST-IN, FIRST-OUT IS A METHOD OF DMrERMINING COST

"Last-in, first-out" or "replacement" method of costing sales is merely one
of several methods commonly used to determine cost for the purpose of arriv-
ing at taxable or corporate income and Is, therefore, a permissible method,
subject to the same regulations as any other method of arriving at cost in
situations to which the various methods are adapted.

DISCRIMINATORY TREATMENT OF THE COPPi AND BRASS MILL PRODUCTS INDUSTRY

The copper and brass mill products industry is being subjected to discrimina-
tory treatment by the United States Treasury Department because:

(a) Other manufacturing industries are permitted to use their recognized
accounting methods to determine taxable Income and are taxed on income
which Is admittedly realized or rea ipble while the coppetf nd brass mill
products industry is taxed on unrealize'anq unrealizable Income determined by
methods not recognized by the industry, and

(b) Other industries are permitted to determine income and inventories by
methods substantially similar in purpose and effect to the method the use of
whfch is denied to the copper and brass mill products industry. Industries
dealing in a product such as cotton textiles or flour, where the conditions are
similar to those in the industries described above, apply "hedging" transac-
tions to their inventories and are thus able to get for themselves the same sort
of results as the Industries under discussion obtain by the use of the "last-in,
first-out" method. The cotton and flour milling industries are permitted to
use their "hedging" methods for tax purposes. The leather, nonferrous metal,
and other Industries are not permitted to use an accounting method producing
the same results. The entirely fortuitous circumstances of the existence or
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absence of an effective futures market is thus made the basis of discrimination
between various taxpayers similarly situated. (See General'Counsel's Memo-
randum 17822.)To accomplish this,I suggest the addition of the following language to section
22 (c) of the revenue bill under consideration:

"Goods remaining in inventory which have been so intermingled that they
cannot be identified with specific invoices may be deemed to be the goods
first purchased or produced during the period in which the quantity of goods
in the inventory has been acquired and the cost of goods most recently sold
may be deemed to be the cost of those most recently purchased or produced,
If in conformity with the taxpayer's method of keeping his books or records and
vith the best accounting practice in the trade or business."

[Letterhead of Arthur Andersen & Co.]

NEW YoRic, February 25, 1938.
Mr. MAUBicU . PnouvT,

Pogson, Peloubet df Co., New York, N. Y.
D&%n Mn. Pnr.ounEr: As representative of the Copper and Brass Mill Products

Association, you have asked my opinion of the propriety of the use in the
industry represented by that association of the last-in, first-out, or replacement
method of costing sales and determining inventories, and you have particularly
asked whether this method may be considered to be In accordance with present
standards of good accounting practice.

The last-in, first-out, or replacement method of costing sales and determining
Inventories is appropriate in those industries which meet the following main
requirements:

1. The investment In inventories is large relative to other assets.
2. The inventory consists of a few basic materials which form a substantial

part of the cost of the product sold.
3. The spread between raw material prices and finished goods prices Is

relatively constant.
4. The turn-over is slow because of the length of the processing.
The fabrication of copper and brass appears to be an industry which meets

these requirements. The last-in, first-out, or replacement method of costing
sales and determining Inventories is therefore applicable to this industry. It is
my opinion that this method is in accordance with good accounting practice
for this Industry and for any other industries which have similar character-
istics.

A number of important industrial companies are now using this method and
have used this or similar methods for many years. Accounting authorities, both
educators and practicing accountants, have, by the written or spoken word,
advocated the use of this method in those industries to which It applies, and
accounts prepared on this basis have been accepted by the Securities and Ex-
change Commission.

I see no reason why the United States Treasury Department or any other
department or commission concerned should hesitate to recognize the last-in,
first-out or replacement method as good accounting practice and as a method
which is acceptable, both for corporate purposes and for determining taxable
Income. in certain industries.

Very truly yours, PAUL K. KNIGHT.

[Letterhead of Deloitte, Plender, (Iriflithn & Co., United States. Canada 0.uba, Mexico.
South America, Great Britain, Continental Europe, and South Africa I

NEW YORK, March 2, 1938.

Mr. MAURICE E. PrWuBr,
Pog8on, Pcloubct & Co.,

Ncw York, N. Y.
Dn , SiR: As a representative of the Copper and Brass Mill Products Asso-

,elation, you have asked our opinion of the propriety of the use in the industry
represented by that association of time last-in, first out or replacement method
of costing sales and determining inventories and you have particularly asked
whether this method may be considered to be in accordance with present stand-
ards of good accounting practice.
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In our opinion the last-in, first-out method of costing sales and determining

inventories is an accepted principle of accounting and could appropriately be
followed, in preference to other methods, in any business where raw material
forms a major part of the cost of the finished product, where minimum in-
ventories must be maintained and where the inventory is slow. We have
had no experience of the application of the last-in, first-out method to the
copper and brass mill Industry but the use of that method has been advocated
for the oil industry by the American Petroleum Institute.

We see no reason why the United States Treasury Department or any other
Department or Commission should not be prepared to recognize the use of the
last-in, first-out method as being good accounting practice and as being par-
ticularly appropriate in the case of any business which has the characteristics
mentioned in the preceding paragraph.

Yours very truly,
DEOIr PLENDER GREFFITIIS & CO.

[Letterhead of Haskins & Sells, certified public accountants)

NEW Yoni, March 3, 1938.
Mr. MAURICE E. PEoU1r,

Care Me8r8. Pogson, Peloubet & Go.,
25 Broadway, New York.

DEAR Si: With regard to the allegation that the last-in, first-out basis of
inventory valuation did not conform to good accounting practice, may I refer
to the conclusion reached by the special committee on inventories of the Aeri-
can Institute of Accountants in its report to the council of the Institute, dated
May 7, 1936, in which the committee gave its unanimous opinion as follows:

Our committee, after careful consideration of the matter, has found itself
In agreement in arriving at the following conclusion:

"The last-in, first-out method for the valuation of oil company inventories,
as recommended by the American Petroleum Institute, constitutes an accept-
able accounting principle for those companies, which, finding it adaptable to
their needs and views as correctly reflecting their income, apply it consistently
from year to year; it is important, however, that full and clear disclosure,
in their published financial statements, be made by the companies adopting
it, both as to the fact of its adoption and the manner of its application,
including information as to the period adopted for the unit of time within
which the goods last in are deemed to be the first out, that is, whether the
fiscal year or a shorter or longer period."

The above excerpt is, of course, a summarization of the committee's findings
which that report set forth in the remainder of the report in extended form.

Sincerely yours,
E. A. KRACKE,

[Letterhead of Klein, Hinds & Finke, certified public accountants]

MAUICEm ProUn, Esq., NEW YORK, March 2, 1988.

25 Broadway, New York, N. Y.
My DmR ProuBnr: I am glad to respond to your recent invitation to express

my personal views regarding inventorying on the basis known as last-in, first-
oit. Under date of February 3, 1938, the chairman of the committee on
Federal taxation of the New York State Society of Certified Pablic Account-
ants, I addressed a communication to the Hnorable Roswell Magill, Under
Secretary of the Treasury, with reference to tthe same subject.

The experience of professional accountants has demonstrated that no single
inventorying method serves the purpose of all types of industries. The method
with respect to which you wish my opinion is in quite general use and has
Justified itself in connection with enterprises (1) which must maintain a
constant minimum or base inventory, (2) which customarily make purchases
of raw materials to fill specific orders, (3) in which the cost of the raw
material constitutes the predominant element in the value of the finished
product, and (4) in which the chief income is represented by the charge for
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processing. In the situations under discussion, considerable periods of time
frequently elapse between the taking of the order and the delivery of the
finished product.

In the determination of costs of operations for the types of business which I
have in mind, it has been found that most dependable results are achieved when
it is assumed that the cost of the raw-material ingredient of the finished product
is represented by most recent purchases. In other words, in the determination
of costs, it is assumed that the most* recently acquired merchandise is first
consumed; hence the designation of the formula as last-in, first-out.

In practice the accountant associates the concept of cost, not only with ref-
erence to income from operations, but likewise with respect to the effect on the
balance sheet. If it is assumed that raw materials are exhausted in the inverse
order of their acquisition, it follows that the cost of the inventory on hand is
predicated on the earliest costs. Where the base stock fluctuates little in physical
quantity, the balance-sheet value of the inventory may be based on prices of
many years earlier. Regardless of which inventorying method is employed, the
balance-sheet valuation should in general reflect the lower of cost or market
value. It follows, therefore, that, regardless of which inventorying method is
employed, the inventory should not be shown in an amount in excess of the
lower of cost or market value. Thus, unless the base inventory is priced as of a
time when the market was low, the results from the application of the last-in,
first-out method may have to be modified so as to reduce the value of the end-
of-the-period inventory to the currently lower market. If this precaution is ob-
served, it would seem to me that neither management nor Government officials
should object to the use of the last-in, first-out method by Industries of the type
herein referred to.

Very truly yours,
JosEPH J. KLEIN.

(Letterhead of Lybrand, Ross Bros. & Montgomery, certified public accountants)
NEW YORKT, March 8, 1938.

Mr. MAVRIeVI U. PELOU ,
25 Broadway, New York, N. Y.

DsAI Ms. PEwun'r: At your request I am submitting herein my opinion as to
the propriety of the use of the so-called last-in, first-out method of costing sales
and determining inventory valuations and whether this method may be considered
to be in accordance with present standards of good accounting practice.

I can perhaps most readily express my views on the general principle involved
and the reasons for preferring the last-in, first-out method by quoting from my
article written in the latter part of 1934, which was based on talks on the sub-
Ject of Adjustment of the Balance Sheet to Present-Day Business Conditions,
given at meetings of the Washington and Rockford chapters of the National
Association of Cost Accountants in December 1933 and October 10,34.

I append hereto a copy of that portion of the article which dealt with the
subject of inventories and the costing of sales. The L. R. B. and M. Journal,
in which the article appeared, is published primarily for distribution among
the members of the organization at our different offices.

I first became interested in the subject almost 20 years ago when the tre-
mendous rise in commodity prices occurred during the World War. I ques-
tioned the reality of profits whieh were then being shown as the result of the
sales of products at greatly enhanced prices being compared with the lowest
costs of materials or finished product included in the stock on hand. Unfor-
tunately, however, there was not sufficiently general recognition at that time
of the fallacy of costing sales and showing profits by the first-in, first-out
method, which was suitable enough for ordinary circumstances but not, in
.my opinion, nearly as sound as last-in, first-out in times of wide fluctuation in
prices. Also, the optimism of war times indulged in the hope that post-war
reconstruction and similar influences would maintain and continue permanently
the price level attained during the war.

The tremendous fall in prices in 1920 led to some recognition of the weak-
less of the first-in, first-out method, but, again unfortunately, the Treasury In
its regulations regarding inventories adhered to the old method which had
been evolved under comparatively stable conditions of pre-war times. These
Treasury regulations for the administration of the 1918 Revenue Act (which
.was not actually passed until February 1919), and their substqnt~nl continuance
under succeeding acts, had, I think, much to do with the slow reognition of the
superiority of the last-in, first-out method, as businessmen were naturally
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reluctant to keep their books on a different basis than that which they were
required by the Treasury regulations to use for reporting profits or losses for
income-tax purposes.

The rapid rise in commodity prices during the later twenties and the cata-
clysmic drop in prices during the depression, which completed a cycle similar
to that of the war period and the post-war years of 1919-20, caused more
serious consideration to be given to the subject than ever before. As you know,
about 4 years ago one of the major industries of the country asked the American
Institute of Accountants to appoint a special committee to confer with an
accounting committee representative of the industry in an endeavor to determine
the most satisfactory method of valuing inventories and consequently of
determining profits, Although the Industry was, naturally, most concerned with
Its own immediate problems, the committee of our Institute obviously had to
consider the question from the broader aspect of the basic principle upon
which any particular method should rest. I served on that committee for a
time, and urged strongly the use of the last-in, first-out method because of the
superiority which I believe It enjoys as compared with the first-in, first-out
method. The report of the Institute committee expressed approval of the
last-in, first-out method for use in that particular industry, and In my opinion
It would be just as suitable for general use in the industry represented by lhe
Copper and Brass Mill Products Association.

A number of representative companies have for years used the last-in, first-out
method or its practical equivalent, and the number of such companies is, I be-
lieve, now larger than ever before. I am of the opinion that the method Is in
accord with good accounting practice of the present day for the purpose of
determining the cost of Inventories of industrial and mercantile enterprises
other than in those cases where specific articles can be readily Identliled as
used or sold and the nature of the business is such that the cost of specific
articles should be used.

Very truly yours,
VALTim A. STAUB.

ExTRAcT noM ARTICLE ENrITTYD "NoTs ON THE ADJUSTMENT OF TIHE BALANCE

SIEET TO PRESENT-DAY BUSINE88 CONDrIONS "

[L. R. B. and M. Journal, November 1934]

Inventories materials, goods in process, and f10lhed product.-In the course
of time the rule of "cost or market, whichever is lower," for which the public
accountant profession consistently contended In season and out of season, and
at a time when many businessmen did not agree with the rule, has become
generally accepted by the banker, the manufacturer, the merchant, and the
taxing official.

It Is a rule of conservatism and safety rather than of logic. oglcally, by
the same token that inventories are written down to provide against potential
losses not yet actually sustained but threatened by a fall of market prices below
cost, It could be argued that Inventories should be written up to recognize poten-
tial profits therein not yet actually realized but promised by a rise of market
prices above cost. Long experience, however, has taught that the only course
of safety Is that of providing against threatened losses but of not counting
chickens until they are actually hatched.

The time-tested principle of "cost or market, whichever Is lower," Is on the
whole still the best to follow. But question has from time to thne been raised
which cost Is to be applied to the goods sold and which cost Is to he applied
to the goods remaining on hand. Shall it be "first in, first out, or last In, first
out, or average of the beginning Inventory cost plus subsequent pur-chase or
production cost (on a weighted average basis)?

This question has been receiving renewed consideration because it Is of
greatest Importance iII periods when a radical change In the price level occurs
(whether up or down) as during the depression period. When the price move-
ment Is upward, as during the World War, the use of the first-in, first-out cost-
Itig of sales tends to show large profits because of selling at mounting prices
goods purchased at the lower price level, although It the concern Is to remain
In business It must immediately replace the sold goods with others purchased
at prevailing higher prices.

The effect Is that the valuation of the inventory Is at the highest recent cost,
and the profits shown on goods sold have to a large extent not been realized
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in the sense that they are available for distribution but they have bad to be
reinvested in large part in maintaining a stock of goods no larger in quantity
than that previously carried for a much smaller investment. When the inevit-
able drop in the price level occurs, large losses on inventory values are shown
In adjusting to "cost or market, whichever is lower." In 1920 many concerns
showed inventory losses which offset to a considerable extent the large profits
apparently earned during the war period. Similarly, large inventory losses due
to the tremendous drop in prices during the present depression have in the case
of many companies absorbed profits shown during the time that a high cost was
being developed for the inventory.

The question has been raised whether, assuming a starting inventory at a
low enough level so that prices would hardly drop below it excepting under
catastrophic conditions, the use of the formula of "last in, first out" in costing
goods sold would not result in a truer picture of actual profit. The argument
can he a-iade that there is a closer relation between the prices of goods last
purchased and of the goods currently sold then between the earliest purchases
of goods on hand and of the goods currently sold.

In the case of industries or concerns the inventories of which are ordinarily
very large in relation to other assets-as, for example, the oil industry where
large quantities of crude oil may be carried in stock continuously-the last-in,
first-out method of costing sales has a tendency to minimize the extremes of
profits and losses. The profits shown in periods of rising prices would tend to
be less than by using tihe formula of "first in, first out," and correspondingly in
periods of falling prices such losses as might be shown in reducing inventories
to lower market prices would not be as great as would otherwise have to be
taken. It is to be noted that the formula of cost or market, whichever Is lower,
would still govern the violation of the inventory and would correct the tendency
which might develop in a period of falling prices for the inventory to remain
at a higher price level than the current prices at which sales would be costed.

The last-lit, first-out formula is being given study by an inventory-methods
committee in one of the large industries of the country at the present time.
Any method which will tend to minimize the profits shown in periods of rising
prices which are not actually available for distribution, because of the need for
retaining at least a material portion of such profits in the business as added
working capital and thus subjecting it to a business hazard which becomes
greater the higher the price level rises, Is worthy of careful consideration.

If such a cost formula or method were generally adopted it an industry, it
would be desirable to show as a memorandum on the balance sheet the cur-
rent replacement market value for tihe inventory. This would assist III giving a
full understanding of the situation to those extending credit to a given con-
cern or those who wish to make an intelligent comparison of tihe financial
position of various companies in the same industry whose inventories may be
carried at differing costs. Even under the present more general use of the
first-in, first-out cost formula, the supplementing of the valuation at which the
inventory is carried in the balance sheet by a memorandum of the approximate
replacement market value thereof would be informing.

The average cost method of carrying or valuing the inventory may be said
to be intermediate between the first-in, first-out and last-in, first-out methods.
It is probably less used now than was at one time the case, though it is still
the method generally used In at least one of the major industries of the
country.

An inventory method which has somewhat the same end in view as tihe last-
in, first-out cost formula is the base-stock method. It has the virtue of con-
servatism, both from a balance-sheet point of view (assuming, of course, that the
base price, which remains unchanged, is set sufficiently low at the inception
of the use of the method) and from the point of view of the earnings shown
during an era of rising prices.

The leading exponent of this method in this country is the National Lead Co.,
which has clearly explained the method in its annual reports. Another of the
prominent industrials of the country, the International Harvester Co., used tile
method for a few years at the close of the World War period but discontinued
when the United States Treasury refused to accept the method for income-tax
purposes. The refusal of the taxing authorities in both the United States and
Great Britain to accept the base-stock method for valuing inventories has prob-
ably discouraged a more general use of it by industrial companies.

One other point In the valuation of inventories which requires especial con-
sideration in the depression period is that only normal overhead should be
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included in inventory value, even though under present conditions with greatly
reduced output the actual overhead ordinarily exceeds a normal rate of
overhead.

(Letterhead of Peat, Marwick, Mitchell & Co., accountants and auditors]

NEW YORK, N. Y., March 3, 1938.
Mr. MAURICE E. PFOumEr,

Messrs. Pogs8of, Peloubet & Co.,
New York, N. Y.

D&AR SnI: I refer to your recent discussion as to the propriety of the use in
certain industries of the last-in, first-out method of costing sales and deter-
mining inventories, and particularly to your inquiry as to whether, in my
opinion, this method may be considered to be in accordance with present stand-
ards of good accounting practice.

The commonly used basis of stating inventories is under the formula of cost
or market, whichever is lower, but within that formula variations of method
of determining cost and market prevail, consistency of treatment from period
to period being, of course, essential whatever method be adopted. Your inquiry
is directed to that method underlying cost which is designated "last in, first
out."

It Is well to point out, In the first place, that before determining the prefer-
able method of computing the cost of inventory on hand there must be careful
consideration of the purchasing and selling methods, rapidity of turnover of
inventory, extent eZ inventory normqlly carried, and the timing of sale-price
changes in relation to changes in purchase prices of materials entering into
the product sold. It is impracticable and undesirable, in a period of changing
cost prices for m iterials, to determine the cost of goods sold by following
through from purchase to sale the speefic materials entering into the product
sold; thus it becomes necessary to appraise the merits of various methods, i. e.
whether the goods sold may be regarded as having been produced from mate-
rials purchased first or from those purchased last, or from the group of all
similar materials purchased and on hand within a specified period.

In a period of stable prices it would not make much difference which method
Is used, because all would produce substantially the same results. Such is
not the case, however, where purchase costs have changed materially during
a period. Thus the problem resolves itself into a question as to which method
would most adequately reflect the results of the transactions and managerial
policies and methods.

The average manufacturing or processing company usually has a certain
amount of inventory on hand in different stages of production. Where prices
have changed between the beginning and the end of a period, the use of either
the first-in, first-out method or the average-cost method results in a change in the
costs used for the terminating inventory as compared with the inventory at
the opening date even though substantially the same amount of goods may be
on hand. Particularly in the case of industries where the turn-over is slow
because of the length of the processing time, either method would thus intro-
duce into the accounts an element of profit or loss on the inventory which is
to some extent speculative in nature and which may never be realized.

In some businesses an attempt is made to eliminate so far as possible the
the speculative element by relating sales commitments to current costs of mate-
rials: thus, when goods are sold, substantially the required amounts of raw
material are either purchased concurrently or future commitments therefor may
be entered into, the principal purpose being to avoid speculation and to eliminate
the effect of market fluctuations from the profits. In cases where such procedure
exists it would seem entirely arbitrary to declare that only the first-in, first-out,
or the average cost, method should apply, or to take the position that market
profits or losses reflected in the inventory as a result of determining them on
such a basis had actually occurred.

I believe that these considerations are the more Important in the case of those
industries in which raw material costs form a relatively large part of the total
cost of the product, and particularly where the raw material involved is sub-
ject to substantial price fluctuations. Due to the element of timing as between
the purchase of raw materials and the shipment of the corresponding sales, an
assumption that the last goods in are the first goods shipped is also arbitrary
to a certain extent. But it is my opinion that this assumption, under the
conditions outlined above, most nearly reflects the actual operating conditions,
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and that the last-in, first-out method can be considered in such cases as in
accordance with sound accounting practice for costing sales and for determining
inventories.

While I realize that so far this method has not been accepted by the Treasury
Department for the purpose of determining taxable income, some substantial
corporations have adopted It for their fiscal purposes, notwithstanding the added
difficulty of a double determination of the inventory; and this very fact would
seem to justify the assertion that they regard this method the preferable one
from a business standpoint and the one which most accurately reflects the
profits or losses which have been realized.

Yours very truly,
SAMUEL J. BROAD.

[Letterhead of Price, Waterhouse & Co.)

Nt;w YoRK, March //, 1938.
Mr. MAuracE E. PELOUBET,

Poon, Poloubet & co., 25 Broadway, Now York, N. Y.
DEAn Sin: You have requested my opinion of the propriety and use of the

last-in, first-out method of costing sales and whether, In my opinion, this method
may be considered in accordance with present standards of good accounting
practice.

The question of determining the cost of sales and of pricing inventory at cost,
whether this cost be used In the balance sheet or compared with market in
order to determine Inventory at cost or.market for balance-sheet purposes, is,
I believe, a broader subject than a mere consideration, of whether a last-in,
first-out method Is in accordance with present standards of good accounting
practice.

In a report in 1930 on a P5roposal of the American Petroleum Institute to adopt
the basis of last-in, first-out for the oil industry, the special committee on in.
ventories of the American Institute of Accountants made the following observa-
tions in regard to valuing inventories "at cost or market, whichever is lower":

"The principle of 'cost or market, whichever is lower,' which constitutes the
present-day, generally followed method of inventory valuation, is one of long
standing and dates from the days when the balance sheet was accorded much
nore attention as compared with the Income account than Is the case today, and
eeounting practices naturally reflect this viewpoint. To value inventories at
ost was, of course, the logical thing to do, and to take cognizance of a declining

market was equally logical and conservative. The question of what constituted
cost, however, in the days of simple business relations did not give rise to the
involved considerations called for by present-day business complexities, and be-
cause of the much greater emphasis laid on the balance sheet of effect upon
income of the diverse views which are possible in regard to cost computation
did not receive much attention."

In a recent booklet published by the American Institute of Accountants, en-
titled "A Statement of Accounting Principles," the first-in, first-out, last-in, first-
out, and average cost have all been recognized as proper methods to be used in
arriving at cost In any industry for which they may be appropriate.

Fundamentally, the determination of net income for income-tax purposes
should not deviate from good accounting practice, and this has been consistently
recognized in the Federal income-tax statute. Section 41 specifically provides
that "The net income shall be computed * * * in accordance with the
method of accounting regularly employed in keeping the books of such tax.
payer; but * * * if the method employed does not clearly reflect Income,
the computation shall be made In accordance with such method as, in the opinion
of the Commission, does clearly reflect the income."

The regulations have amplified the general provisions of the statute, and in
article 22 (c) (2) two tests are provided, to which each inventory must con-
form: "(1) It must conform as nearly as may be to the best accounting practice
in the trade or business, and (2) it must clearly reflect the income." The regu-
lations are principally concerned with the "valuation of inventories," whereas,
in my opinion, more emphasis should have been put on the determination of "cost
of goods sold."

Among the various bases which may be used In computing cost of goods sold
are the following:

The actual identified cost of the materials used In production (this basis Is
applicable in cases where the material can actually be Identified).
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The basis of average cost (many variations of this basis may be made as

required by conditions. The period of time used for averaging ias to be
considered. In some cases an average cost for a period of a year may be
used and again it may be necessary to average the cost of current production
with the unsold quantity and cost of prior production).

The last-in, first-out basis which has been adopted by the oil industry and
a number of other industries.

Tie first-in, first-out basis which is also being used by a number of industries.
The various methods of determining cost of sales set forth in the foregoing

paragraph are, Ili my opinion, appropriate and good accounting practice for
certain companies and industries.

Yours very Atruly,
RODNEY F. STAIIKEY.

[Letterhead of Scovell, Wellington & Co., accountants and auditors]

NEW YORK, March 10, 1938.
Mr. MAURICE E. PPL.OUnET,

Po1381, Pcloubct d Co.,
25 Broadwiay, New York, N. Y.

DEARN MNR. PELOUIET: As a representative of the Copper and Brass Mill Prod-
nets Association you have asked my opinion as to whether the last-in, first-out
method of costing sales and determining inventories may be considered good
accounting practice for the industry represented by the Association. "

The use of the last-In, first-out method for determining cost of goods sold and
net earnings has always been good accounting practice, and, In my opinion,
is particularly well adapted to an Industry such as that you are representing,
with whose usual operating conditions I am familiar. While the use of the
first-in, first-out method of determining cost of goods sold is more general and
Is applicable to the conditions in many Industries, there has been in recent
years an Increasing adoption of the principle of last-in, first-out In place of
first-in-, first-out for those companies where the last-in, first-out method most
clearly reflects income.

The purpose of accounting is to state operating facts as clearly and ac-
curately as may be under the circumstances, For companies in the industry
that you represent, a comparison of the metal content of sales with the cost
of the metal most recently received in my opinion comes closest to the actual
operating facts, and more clearly reflects income than under the first-in, first-
out method, where the cost of materials sold is assumed to be those first
purchased.

Fundamentally, the function of the companies in the industry you represent
is the fabrication of raw materials into a finished product. The profits should
be and generally are from fabrication, and the gain or loss on raw materials
is incidental. A well-operated company endeavors to cover current sales by
current purchases. Many of the companies, if there were a market available
for hedging transactions as is the case with some other raw materials, would
undoubtedly make hedges to eliminate any gains or losses on raw materials.
Lacking such an opportunity, the use of the last-in first-out method corresponds
most closely with business conditions under which sales and purchases are
made, and in my opinion most clearly reflects income and is therefore good
accounting practice for the Industry.

Sincerely, yours, C. O r WELUN0TON.

EIGHTY MALDzN LANmj Nzw YORK, N. Y.,
February 25, 1938.

Mr. MAURvOu B. PEl gouBr,
New York, N. 7.

DEAs SiB: As a representative of the Copper and Brass Mill Products As-,
sociation, you have asked my opinion of the propriety of the use in the in-
dustry represented by that Association of the last-in, first-out, or replacement
method of costing sales and determining Inventories and you have particularly
asked whether this method may be considered to be In accordance with present
standards of good accounting practice.
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The last-in, first-out, or replacement method of costing sales and determining
Inventories is appropriate In those industries in which:

1. Operating processes are continuous.
2. Turn-over is slow because of the length of the processing.
3. Minimum inventories must be constantly maintained.
4. Raw material costs form the greatest or a substantial part of the total

cost of the product.
In such industries it is the custom to make purchases of raw material at the

same time and at the same price as the sale Is made, even though delivery to
the customer is to be made some little time In the future. Generally, in such
industries the price of the finished product varies with that of the raw material,
which is the principal constituent of the product. In such industries profit on
converting or fabricating is the principal object, and any gain or loss on mate-
rial is incidental and frequently the result of circumstances beyond the control
of the management.

A method of determining costs and inventories, therefore, which has the effect
of applying current costs to current sales, reflects the income more correctly
than any other. A method such as first-In, first-out which disregards the fact
that purchases are made to cover sales and attempts to apply entirely unrelated
purchase and sale transactions, must of necessity distort the results of
operations.

The fabrication of copper and brass appears to be an industry which pos-
sesses the characteristics outlined above, which indicates that the last-in, first-
out, or replacement, method of costing sales and determining inventories in
applicable to it. In my opinion, therefore, the last-in, first-out, or replacement,
method of costing sales and determining inventories may be regarded as good
accounting practice in that Industry, being the method which most nearly
reflects the correct income for any given period.

I do not need to remind you that a number of important Industrial compa-
nies are now using this method and have used this or similar methods for
many years. Accounting authorities, both educators and practicing account-
ants, have, by the written or spoken word, advocated the use of this method In
those industries to which it applies, and accounts prepared on this basis have
been accepted by the Securities and Exchange Commission.

In view of all this I see no reason why the United States Treasury Depart-
ment or any other department or commission concerned should hesitate to rec-
ognize the last-in, first-out, or replacement, method as good accounting practice
and as a method which is correct, both for corporate purposes and for determin-
ing taxable Income, in the accounts of companies or industries which possess
the characteristics outlined in this letter and which carry on their business
in the manner described herein.

Yours very truly,
VICTOR H. STEMPF,

Certified Public Accountant, Member American
In8titute of Accountant.

ExcERPTs FROm "A STATEMENT OF ACCOUNTING PRINCIPLEs"

Prepared by Thomas Henry Sanders, Harvard University Graduate School of
Business Administration; Henry Rand Hatfield, University of California;
Underhill Moore, Yale University School of Law, for the Haskins & Sells
Foundation, InC., published by American Institute of Accountants

(P. 15)

Such Inventory policies as the base-stock method frankly abandon the usual
basis of keeping Inventories within the cost or market area. A long-time view
is taken; a low point ischosei as the lnventory base price; the ups and downs
of current prices above that point are Ignored with respect to the base In-
ventory; most of the time the Inventories stand in to balance-shget at iOsflG.
thing much below either cost or market, and there results some equalizing
of profits over periods of prosperity and depression.

(P. 48)
If the management wishes to go further and adopt a still more conservative

policy with respect to inventory valuation, calculated to reduce the fluctuations
In profits, that should be regarded as well within Its, province. The base :or
normal-stock method Is a notable example. It Is not, as some suppose, an
artificial treatment of the figures; on the contrary, it takes cognizance of two
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important facts: First, that a minimum inventory is a constant necessity to

the operating company, and, second, that in times of prosperity the incipient

conditions of depression are already present. The basic question is, What is the

accounting period? A narrow adherence to the conditions and figures for the

one year will exclude any notice of what may come after, while a recognition of

the fact that the year is simply a chapter in the company's history may lead to

adoption of sounder policies.
If the base or normal-stock method is clearly explained in the annual reports,

especially as is sometimes done, with tables showing the adjustments, a reader

can compute for himself the approximate effects of the policy, and can adjust

inventory and profit figures If he chooses. If a company can show a strong

current ratio with inventories on the base-stock method, the ratio would be

still stronger if they were stated on the usual basis. In these circumstances the

base-stock method seems to be within the bounds of proper accounting prin-

ciples. The policy of the Bureau of Internal Revenue in disallowing this

method, while it may simplify the determination of income for tax purposes,

is probably not a wise public policy in the long run. The subject of inventory
valuation is further discussed in part III, page 73.

(P. 73)

Accepting the rule stated above that the lower of cost or market is the
primary guide, the accountant should apply this rule reasonably and consist-
ently. If by different interpretations of the rule it is possible to arrive at
substantially different results, then It is desirable to indicate the method em-
ployed and to follow that method consistently from period to period.

Accountants may properly arrive at "cost" on a basis of (a) first-in, first-
out; (b) last-in, first-out; (c) average cost; or (d) base-stock method, as may
be most appropriate for the industry. For raw-materials "market" usually
means the buying or replacement market; as to work in process and finished
goods, "market" means the cost of reproduction or replacement, unless the
realization prices are lower, In. which case they would govern.

Discussions as to the auditor's responsibility for inventories should not
obscure the fact that those who read the statements will in fact rely upon
the inventory figures there given as a representation by the company's account-
ants and auditors. Tile latter are, therefore, bound to take reasonable and
appropriate steps to ascertain that the inventory is as reported; if they know
of any circumstances likely to invalidate conclusions drawn from the inventory
figures, they are bound to endeavor to preclude the drawing of such erroneous
conclusions, either by changing the figures themselves, or by suitable quali-
fications.

Rules like the lower of cost or market were devised as an aid to prudent busi-
ness management and for the protection of investors, and not for tax pur-
poses. But under these rifles, cases have occurred of wide fluctuations of
material prices resulting in losses of one period, followed by profits of another
period, in which the latter were taxable without proper offset. In these cases
such valuation methods as base stock, or last-in, first-out, are intrinsically
proper, as well as being proper from a business point of view.

LurrEa FROi DR. JOSEPH J. KLEN, CERTIFIED PUBLIC ACCOUNTANT, CHAIRMAN
OF THE COMMITTEE ON FEDERAL TAXATION OF TE NEwV YORK STATE SOCIETY

OF CEtTIFIED PunLio ACCOUNTANTS, TO TE HONORABLE RoswELL M AIAG, UNDER

SECRETARY OF THE TREASURY

Hon. ROSWELL MAOILI, FEBRUARY 3, 1938.
The Under Secretary of the Trea8ury,

Washington, D. Cf.
DEAR PROFESsoR MAOILL: The committee on Federal taxation of the New

York State Society of Certified Public Accountants has given considerable
thought to a suggestion made by the society's committee on inventory methods
relative to the inventory regulations of the Commissioner.

As you know, section 22 (c) of the Revenue Act of 1930 and the corresponding
provisions of the preceding acts, provide that-

"Whenever in the opinion of the Commissioner the use of inventories is neces-
sary in order clearly to determine the income of any taxpayer, inventories:
shall be taken by such taxpayer upon such basis as the Commissioner, with
the approval of the Secretary, may prescribe as conforming as nearly as may be,
to the best accounting practice in the trade or business and as most clearly-
reflecting the income."
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You also know that General Counsel's Memorandun No. 17322 (reported
on p. 151 of the Cumulative Bulletin XV-2) wisely and fairly permits industries
processing certain raw materials, principally wheat and cotton, to apply the
results of hedging transactions, entered into for the purpose of eliminating
gains or losses on raw materials, to their inventories without the application
of the limitation imposed on capital gains or losses, although such Ilmita-
tions are applied generally to futures transactions in these commodities.

There are, as you know, other industries producing, fabricating, or processing
raw materials which are not permitted by the Commissioner to apply current
costs to current sales under the replacement, or last-in, first-out inventory
method. The committee on inventory methods urges that the presently unrecog-
nized method of inventorying, under ordinary conditions, has a similar effect
upon the determination of income as that produced by permissive open-niarket
hedging transactions in commodities where effective and satisfactory futures
markets exist.

As practicing accountants, the members of our committee are keenly aware
of the fact that during a period of rising prices ihe first-in, first-out method of
pricing inventories, as at present required by the Commissioner, where mer-
chandise Is commingled, results in taxing business income that is in part neces-
sarily absorbed in increased inventories and working capital. Manifestly, the
injustice of taxing such Increase as a part of the income is grossly aggravated
under a system of graduated taxes on income and on undistributed earnings.

It seems to us that the discrimination referred to, to the extent that it exists,
is unintentional, because it is unthinkable that the tax authorities should wish
to impose unlike burdens on different groups of taxpayers similarly situated in
all respects except with respect to the possibility of access to an adequate
futures market. The change advocated by the committee on inventory methods
may be most simply made in the regulations, by including among permissive
niethods of computing income and valuing Inventories, the method known as
replacement or last-in, first-out. It may be that, for administrative reasons
iinknown to us, the alleged discrimination directed to your and to our attention
may best be remedied by amendment of the revenue act.

This matter is brought to your notice at this time so that it may be before
you in the consideration of necessary and desirable changes in the revenue act.
From time to time we shall feel free to write to you about other technical
matters.

Very truly yours.

Chairman, Committee on Federal Taxation, the New York
State Society of Certified Publio Accountants.

corporationss using last-in, flrst-in, or similar methods in corporation accounts

Auditors Date of first us
of method

American Smelting & Refining Co ......... Scovell Wellington & Co .......... low.
National Lead Co ......................... Bieth X MaoNaughton ................. 1913.
Chicago Frog & Switch Co--------------------------------------Previous to 101.
Continental Can Co., In ................. Deloitte Plender, Orfllths & Co ........ Do.
American Can Co ......................... Lybrand, Ross Bros. & Montgomery... 1917.
International Harvester Co ................ Haskins & Sells ......................... 1917.
U. S. Smelting, Refining & Mining Co.... Lybrand, Ross Bros. & Montgomery. 1924.
Graton & Knight Co ...................... Arthur Anderson & Co ................. 1926.
Anaconda Copper Mining Co ............. Pogson, Peloubet & Co ................. 1927.
Anaconds Wi & Cable Co .................... do ................................... 1929.
Cero do Pasco Copper Corporation ........ Lybrand Ros Bros & Montgomery.... 1929.
The American Oak Leather Co ............ Ernst & Ernst .......................... 1032.
American Metal Co., Ltd .......... Lybrand, Ross Bros. & Montgomery .... 1933.
Bridgeport Brass Co .....................- R. 0. Rankin & Co ..................... 1933.
Consolidated Oil Co---------------Arthur Young & Co .................... Previous to 1934.
Vulcan Detinning Co ...................... Loomis Suffern & Fernald .............. 1034.
Standard Oil Co. of California ............. Price, Waterhouse & Co ................ Previous to 1935.
Phelps Dodge Corporation----..... Pogson, Peloubet & Co ................. 1935.
Revere Copper & Brass, Inc..........ScovellWellington & Co ............... 1935.
'Gulf Oil Corporation of Pennsylvania.-.. Price, Waterhouse & Co ................ 1935.
Swift & Co ................................ Arthur Young & Co .................... Previous to 1938.
Endicott Johnson Corporation ............. Touche Niven & Co .............-- 1936.
Surpass Leather Co ....................... Price, Waterhouse & Co ................ 1936.
Socony Vacuum Oil Co., Ino .............. Arthur Young & Co .................... 1936.
St. Joseph Lead Co ........................ Haskins & Sells ......................... 1930.
iZnternational Paper & Power Co .......... Arthur Anderson & Co .................. 1937.
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This list is not complete nor exhaustive and cannot be so, as it is confined

to companies which issued reports to the public or which have gone on record
publicly through legal action or otherwise as using last-in, first-out or similar
or equivalent methods. Companies which use these methods and do not publish
their accounts cannot be included in this list nor can companies which use these
methods but merely refer to them in their accounts as cost. It is impossible
to estimate how many companies fall Into these two classes but the probabili-
ties are that the number is substantial. It will be observed from the dates
shown above that the use of last-in, first-out or similar methods appears to be
growing at an accelerated rate.

BIBLIOORAPHY ON LAST-IN, FIRST-OUT AND SIMILAR INVENTORY MEIIODS TzxT AND
OTHER BooKS

Proceedings, International Congress on Accounting, 1929, 100 Washington
Square East, New York City, Knickerbocker Press, G. P. Putnam's Sons, N. Y.;
Valuation of Normal Stocks at Fixed Prices, M. E. Peloubet, pages 565-581.
With discussion thereon, pages 1172-4177. Inventory Control, Including the
Vahlation of Basic Stocks at Normal Prices, Jaroslav Fukatko, pages 542-504.

Excess Profits Duty and Corporation Profits Tax, Roger N. Carter, M. Com.,
F. C. A., published by Gee & Co., Ltd., London, 1921. Contains the White
Paper presented to the House of Commons, June 1917, entitled "fieads of
Government Proposals upon the Valuation of Stocks for Purposes of Excess
Profits Duty."

The War Finance Acts of 1914 to 1917 by "Income Tax Expert of 'The
Accountant,'" second edition published by Gee & Co., Ltd., London, 1918.
Covers much the same ground as the previous reference on pages 82 to 84.

The Law and Practice of Excess Profits Duty, William Sanders of the Inland
Revenue Department published by Gee & Co., Ltd., London, 1.918. Also contains
on pages 54 to 02 the White Paper mentioned above together with a letter from
A. Lowes Dickinson and other chartered accountants.

Auditing Theory and Practice, Robert H. Montgomery, Edition 5, pages 217-18.
Says "base price" method has been successful, and successful business methods,
should be conformed to by accounting practices. Lists six objections of U. S.
Treasury Department to its use.

trinclples of Auditing, Kohler and Pettengill, Third edition, McGraw-Hill
Book Co., Inc., N. Y., 1932, page 81. The replacement-cost method deserves
serious consideration in the future as a basis for valuing inventories.

Intermediate Accounting, Taylor and Miller, Vol. 1, McGraw Hill Book Co.,
Inc., N. Y., 1933, pages 117-119. On pages 117 to 119 is a good discussion of the
method with particular reference to its actual use by representative corpora-
tions and a description of the methods of the International Harvester Co. and
the U. S. Steel Corp'u. whose methods are similar to normal stock.

Problems in Accounting Principles, R. G. Walker, A. W. Shaw Co., Chicago,
1929, pages 365-378. Discussion of National Lead Co.'s method, etc.

Present-day Problems in Inventory Valuation, M. E. Peloubet, National Asso-
ciation of Cost Accountants, Year Book, 1936, pages 164 to 187. Paper delivered
at annual meeting of National Association of Cost Accountants, June 1030. A
discussion of the situation at the present time with particular reference to the
effect on taxable income and revenue of the adoption of methods applying
current costs to current sales, the use of analogous methods for other purposes
by the U. S. Treasury Department and the administrative changes which would
be required in the Department to give effect to permission to use methods,
applying current costs to current sales without loss of revenue.

MAGAZINES AND NEwsPAPERs

HARVARD BUSINESS REVIEW

October 1924, Inventory Valuation and Business Cycle, by H. T. Warshow,
Comptroller, National Lead Co., New York. This is a general discussion of the
subject together with a description of its particular application to the National
Lead Co.'s accounts.

January 1926, pages 129-137, The Role of Paper Profits in Industry, George
E. Putnam. This article does not mention normal stocks specifically but is'
significant as it states the problem plainly.

Autumn 1930, pages 70 to 94, The Base Stock Principles in Income Account-
ing, Ross G. Walker. A carefully documented statement of the principles of,
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base-stock inventories with particular reference to financial statements for
stockholders and the effect of this method in the internal administration of a
business.

JOURNAL OF ACCOUNTANCY

December 1926, Some Variations in Inventory Valuations, by T. H. Sanders.
This article discusses the normal stock method as applied to three representa-
tive companies and points out that it is a method sponsored by practical business
men rather than accounting or economic theorists.

July 1930, Base Stock Inventories, L. G. Peloubet. A general discussion of
the method with particular relation to taxation.

December 1932, Influence of Depression on Accountancy, George 0. May.
A portion of the article is devoted to the comparison of various inventory
methods including normal or basic stock.

December 1937, Some Observations on Accounting Practice with Special Ref-
erence to Inventory Valuation, John L. Harvey. Discusses various methods of
inventory valuation. No one method suitable to all industries. Recent devel-
opments in last-in, first-out method.

January 1938, Editorial, An Unintentional Discrimination. Discusses the
analogy between "hedging" and last-in, first-out, and similar methods and shows
the inequity of permitting hedges to be recognized when last in, first out is not
permitted.

NATIONAL ASSOCIATION OF COST ACCOUNTANTS BUIETIN

Vol. XVIII, No. 13, March 1, 1937. Problems of Present-Day Inventory Valu-
ation, Maurice E. Peloubet, page 741. Current Practices in Inventory Valua-
tion, H. W. Graham, page 752.

Vol. XVIX (XIX), No. 3, October 1, 1937. Inventory Valuation, The Use of
Price Adjustment Accounts to Segregate Inventory Losses and Gains, Clarence
B. Nickerson, page 147.

Vol. XIX, No. 7, December 1, 1937. Inventory Valuation and Business Profits:
The Case for a "Stabilized" Basis, Albion R. Davis, page 377. The Case for a
"Cost or Market" Basis, Hlomer N. Sweet, page 400.

BULLETIN OF THE TAYLOR SOCIETY AND OF THE SOCIETY OF INDUSTRIAL ENGINEERS

May 1935, Principles of Inventory Valuation, Maurice H. Peloubet. This
article describes various methods of inventory valuation including normal
stocks and similar methods. Gives a history of the method and examples
which illustrate its application. This article was reprinted In the New York
Certified Public Accountant, April 1935, and in the Canadian Chartered Ac-
countant, June 1935, in which issue an editorial appeared on the same subject.

PAPERS NOT PUBLISHED BUT PRESENTED AT MEETINGS

The Normal Stock Method of Inventory Valuation, H. T. Wawshow, Comp-
troller National Lead Co. (also included in year book of National Association
of Cost Accountants, 1922). This is a specific description of the application of
the method to the accounts of the National Lead Co.

A Practical Inventory Method for the Tanning Industry, Maurice E. Peloubet.
This is a general statement of the normal stock and similar methods and an
examination into the practicability of its application to the Tanning Industry.

WALL STREET JOURNAL

Inventory Losses (unsigned), February 7, 1935. Describes advantages gained
by National Lead and American Can, 1917, through use of normal stock system.

Series of articles by Arundel Cotter, March 18, 19, 25, 28, April 1, 1935:
March 18.-Uses table to show "first-in, first-out," and "normal stock" differ-

ences, with a good discussion. American Smelting & Refining Co. installed
system .(normal) in 1003. Anaconda Copper Mining Co. is understood to have
employed normal stock system until a few years ago when it changed to a
"last-in, first-out" system.

March 19--Discusses "last-in, first-out" as applied to oil industry.
March 25--Gives case of American Woolen Co. Internal Revenue position dis-

cussed.
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March 28-Gives case of Swift & Co. How it now sets up inventory reserve.
April 1-Reserve. Discusses tobacco Inventories. Concludes normal stock

should be carefully considered.
Discussing American Institute's bulletin by Arundel Cotter, January 20, 1936.

Shows how meaningless "cost" is. Uses apple dealer to illustrate "first-in,
first-out" and "last-in, first-out," as well as "average cost" methods. Urges
fuller information from corporations on what is meant by "cost or market."

Series (3) articles on new tax proposals by Arundel Cotter:
April 29, 19363--Shows how tax, even in times of prosperity, would eventually

consume cash and inventories, through tax on inventory profits.
May 2, 1936--Likens present situation to that in which German's many nails

shrank to one. Gives figures of Tanners' Council to show changes in Inventory
value. Says non-distribution in dividends of these book profits has saved many
companies, but taxation on them would be disastrous.

May 4, 1936--Points out Revenue Bureau does not recognize normal stock or
"last-in, first-out" methods. Without it, however, new tax will be ruinous to
many companies.

WORLD I'FMROLEUM

An article on the subject of normal stocks by C. C. Bailey appeared in
December 1931.

LIST OF TRADE AND OTHER AsSOCIATIONs APPROVINo LAST-IN, FIRST-OUT OR
SIMILAR METHODS

American Mining Congress, The.
American Petroleum Institute, The.
Copper and Brass Mill Products Association.
Lead Industries Association, The.
National Association of Credit Men.
National Electrical Manufacturers Association.
Tanners' Council of America.
Trade Association for the Rope and Cordage Industry, The.

The CHAIRMIAN. Mr. Victor H. Stempf, of New York City.

STATEMENT OF VICTOR H. STEMPF, REPRESENTING THE COM-
MITTEE ON TAXATION, AMERICAN INSTITUTE OF ACCOUNT-
ANTS, NEW YORK CITY

The CHAIRMAN. You appeared before the House committee, I think.
Mr. STk.mPF. I did not; I filed a brief with them.
The CHAIRMAN. Mr. Steipf, you represent the committee on taxa-

tion of the American Institute of Accountants?
Mr. STMPF. Yes. My name is Victor H. Stempf, a resident of

Larchmont, N. Y. I am a certified public accountant, a partner in the
firm of Touche, Niven & Co., New York, N. Y. I am appearing as
chairman of the committee on Federal taxation of the American In-
stitute of Accountants. My associates on the committee are Mr. Wil-
liam L. Clark, of Tulsa, Okla.; Mr. James A. Cduncilor, of Washing-
ton, D. C.i Mr. Clarence L. Turner, of Philadelphia, Pa.; and Mr.
Leon E. Williams, of New York, N. Y.

I request the privilege of filing, on behalf of the American Institute
of Accountants, a memorandum dealing with revision of the revenue
laws, with special reference to the bill recently passed by the House
of Representatives. The report deals particularly with questions of
an accounting nature and stresses-

(1) Outright repeal of the tax on undistributed profits;
(2) Further modification of the capital-gains section,
(3) Opposition to the reintroduction of the surtax on closely held

corporations advocated in title B of the House bill;
84885-38-12



A sound broadening of the base of income taxation;
5 The restoration of consolidated returns;

(6) The determination of fixed principles of income taxation; and
(7) The modification of rates generally in the belief that lower rates

will induce business activity and result in equal or improved revenue
yield.

The CHAIRMAN. Why do you say that?
Mr. STEMPF. I think that the history of our Revenue Act has dem-

onstrated the fact that lower rates, by the reason of the incentive
which they give to business, create business activity greater profits,
and thereby yield greater revenue at lower rates. i think that you
yourself, Mr. Chairman, have admitted the application and the effect
of the law of diminishing returns in statements that you have made,
which I think are very properly applicable.

There are also included recommendations relating to technical re-
visions of existing provisions.

The CHAIRMAN. Does that statement apply to capital gains as well
as the high surtax rates?

Mr. STEMPF. Most definitely so.
The CIAIRMAIN. It does not apply to undistributed profits, does it?
Mr. STEMPF. I am unalterably opposed to the principle of the un-

distributed profits tax.
The CHAEMAN. You do not know whether you can do justice by it?
Mr. STEBtF. Because I feel it is absolutely contrary to the funda-

inentals of sound corporate finance. There are also included recom-
mendations relating to technical revisions of existing provisions; in-
cluding a proposal to defer for an additional 30 days the filing date
of returns. rt is believed that some change in this respect is needed
urgently to alleviate the growing difficulty of taxpayers to comply
with existing requirements, due to the increasing complexity of the
law and the more exacting attitude of the Bureau of Internal Reve-
nie relative to extensions of time for filing returns.

In compliance with the wishes of your committee, I shall refrain
from presenting any of these matters in further detail at this time;
and offer the Institute's detailed memorandum which you and your
technical assistants may consider in due course.

Senator LONERGAN. Mr. Chairman, I would like to ask the witness
a question.

The CHA RMAN. Senator Lonergan.
Senator LONEROAN. You say you are opposed in principle to the

undistributed profits tax. What would be your remedy where a cor-
poration intentionally withheld the distribution of profits?

Mr. Smrir. I have included in my memorandum in support of
that a statement recently made by Maurice Wertheim, in the Harpers
Review, in which he says 102 is there in the act and he cannot believe
that American ingenuity has gotten to the point where it cannot put
teeth in that section. That is the remedy. Frankly, I have no sug-
gestions to make as to strengthening that section. do not believe it
has been applied as fully as it might have been. There has been too
much compromise in most of those cases, but I think that is the proper
remedy for the improper retention of surplus.

'Senator LONEROAN. We would be glad to get any suggestions that
you and your associates might have.

168 REVENUE ACT OF 1938
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Mr. STESMPF. I have discussed the thing at some length, but I have

not arrived at any conclusions. I might say that this memorandum
was prepared over night on Wednesday. This hearing came about
10 (lays sooner than we expected.

The CHAIRMAN. We do not work as slowly as some other committees.
Mr. STEMPF. I think you have done an excellent job.
The CHAIRMAN. You are the head of the American Institute of

Accountants?
Mr. STEtPF. I am chairman of the committee on taxation.
The CIIAIIMAN. How many members do you have?
Mr. STEmPF. Wo have approximately 5,000 members throughout the

country.
The CHAIRMAn. Are they composed of certified public accountants?
Mr. STEMPF. All certified public accountants, and included in our

group is an advisory council of State society presidents who in turn,
represent all of the certified public accountants within all of tie
States of the country.

The CHAIRMAN. Are there any of the members of your institute in
the employ of the Treasury Department?

Mr. STEMPF. I would not doubt that there are, Senator.
The CHAMMAN. I expect so.
Mr. STEMF. Yes.
The CAIRMB AN. All right, thank you.
(The memorandum submitted by Mr. Stempf is as follows:)

MEmORANDUM F1LW WIT TII SENATE FINANCE COMMITrws BY TIE COMmIrzie
ON FEI)ERAL TAXATION OF TIlE AMERICAN TNSTITUT or AOCOUNTANTS RimARDING
THE PioPosm REvnENtu AcT or 1938 (SuBMITr M.mon 18, 1938)

a Nsw YoRK, N. Y.,
March 18, 1938.SurATm FINANCE CoM ,rn

Vashington, D. 0.
Sina: The committee on Federal taxation of the American Institute of Ac-

countants respectfully submits its recommendations for revision of the revenue
laws, with special reference to the provisions contemplated by H. R. 982 as
adopted in the House of Representatives, and at the outset stresses particularly
that this memorandum:
: (a) Approaches the subject of income-tax revision solely from the standpoint
of sound principles of taxation, without regard to social or political aspects, and
deals particularly with questions of an accounting nature.

(b) Urges outright repeal of the tax on undistributed corporate profits.
(o) Strongly recommends further modification of the capital-gains section.
(d) Opposes unqualifiedly the restoration of the "third basket" provisions,

advocated by the Ways and Means Committee of the House.
(e) Supports a sound "broadening of the base" of income taxation, coupled

with effective withholding at the source.
I (f) Urges the requirement of consolidated returns as conforming to recognized
sound business practice.-, (g) Again favors the creation of a qualified nonpartisan commission to con-
duct the research required for the unbiased determination of fixed principles
of Federal income taxation; and(h) Advocates that taxation for revenue Is best served at moderate rates
which encourage enterprise, stimulate activity, increase employment, and pro-
duce more revenue than high rates which stifle initiative, freeze the service of
capital, and retard employment.

Reference is also had in the data which follow to other matters which, al-
though important from the viewpoint of sound administration of the revenue
act, do not partake of the broader aspects of income taxation'present in the
foegoing items.
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(a) Taxation should be based upon fixed principles having a closer relation
to sound accounting procedure and conservative business practice.

This committee has stated repeatedly that taxation has become a major
problem in business planning by reason of its repeated shifting in form and
incidence. Our Federal Income tax should have a long-range viewpoint, which
would remove much of the uncertainty by establishing fixed principles at flexible
rates to fit the needs of Federal revenue without change in the character of the
tax or its application.

The creation of a popular belief that a taxing statute is impartially and
equitably administered is essential to the ultimate success of any revenue pro-
gram. Reassure the business community of a determined purpose to fix and
abide by established rules of Federal income taxation and much will have been
done to restore confidence; Taxation has become almost Inscrutable, forcing
upon business a policy of timid "hand-to-mouth" planning, a policy which can-
not be changed until the effects of taxation upon operations may be reliably
gaged on the basis of rational unchanging principles.

The ever-widening breach between "tax accounting" and "business accounting"
has developed as a result of the attempt to refine the definitions of taxable
income and allowable deductions. in the fallacious belief that these definitions
should be applied inflexibly; with the unfortunate result of creating a labyrinth
of exceptions incomprehensive to the average taxpayer. The law and regula-
tions should be purged of these refinements, with a concurrent reversion to the
simple fundamentals that "standard methods of accounting will ordinarily be
regarded as clearly reflecting Income" and that "each taxpayer shall adopt such
forms and systems of accounting as are In his judgment best suited to his
purpose," with a mandate that these provisions be liberally construed. Without
the latter, emphasis umn these fundamentals is futile. In any equitable tax
law income and allowable deductions should be defined In broad terms, and
liberal recognition should be accorded accounting procedures regularly and con-
sistently employed by taxpayers with less opportunist stress upon the year in
which an item belongs. Tax administration should give more weight to the
consistency of successive returns instead of stressing the nearsighted and
usually doubtful advantage of immediate revenue.

The renewal of confidence and the related stimulation of business activity and
employment which would emanate from such settled policies of tax administra-
tion would have a salutary effect upon the Federal revenues.

(b) This committee remains unalterably opposed to the undistributed-profits
tax, and urges outright repeal. Likewise, while there is distinct merit in the
drawback principle, when properly applied, It too is wholly objectionable unless
it be purged of the existing inequities in the undistributed-profits tax by the
repeal of the latter, and unless related to business profits as distinguished from
taxable income.

The Institute's committee opposed the enactment of the tax on undistributed
profits in its memorandum filed with the Senate Finance Committee on May 7,
1930, summarizing its objections in item XIV of that memorandum, as follows:

"(1) That the potential revenue to be derived from the proposed legislation is
conjectural;

(2) That the objective of simplification has not been attained, and that the
provisions of the bill are in fact extremely complex;

(3) That the proposed form of taxing undistributed income will create a new
field of problems of accounting and corporate finance which will aggravate the
existing difficulties of determining the tax liability;

(4) That the administration of the act by the Bureau of Internal Revenue
will be far more difficult than at present with attendant increased costs;

(5) That the proposed act will inflict undue hardship upon a large group of
moderate-sized corporations having meager reserves, many of which are strug-
gling to overcome the burden of accumulated deficits."

These reasons remain valid today. The basic principle of the undistributed-
profits tax Is unsound, violating as It does the rudiments of corporate finance
and jeopardizing the stability of corporate enterprise.

In principle the harshness of the existing law has been modified to some
extent in H. R. 9082 by the adaptation of the "drawback" method suggested
as a compromise by this committee in May 1930. In the words of the report
submitted by the House Committee on Ways and Means, March 1, 1938 (page 4)
"the tax should not be framed as a penalty surtax on undistributed profits but
should be designed on the basis of a fiat tax rate with a tax credit which will
give reasonable encouragement to the distribution of dividends."
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However, in our opinion, the House bill does not accomplish this end because

there remain In the law all of the complications of the old undistributed-profits
tax and the objectionable Inconsistencies in distinction between "taxable in-
come" and "business income." Under proposed conditions, a corporation may
have to pay not only normal income tax but also the surtax when it actually has
no income measured by recognized principles of accounting ordinarily and con-
sistently applied in commercial practice. A striking example of this remains
uncorrected In the case of a corporation with an operating deficit at the begin-
ning of the year, ordinary taxable income of $100,000, and a capital loss of the
same amount. By reason of the $2,000 limitation on capital net losses, the
corporation would pay not only a normal tax but, because of its inability to
distribute a dividend, would also be liable to an unwarranted surtax. Even
though such a corporation were to make a distribution to the full extent of its
adjusted net income, It would get no dividends-paid-credit in view of the fact
that the distribution would not be a taxable dividend under section 115 (a).
By way of contrast, this inequity is recognized In section 102 relating to the
surtax on improper accumulation of surplus.

(c) Further modification of the capital-gains section is strongly urged.
The report of the committee on Federal taxation, of the American Institute

of Accountants, submitted to the Senate Finance Committee on September 23,
1937, stated:

"There is probably justification for the position that realized capital gains
should bear their just proportion of taxation, Instead of shifting tie entire
burden to those carrying on commerce and the profesions, mid complete
elimination would aggravate rather thun correct the e-isting differences be-
tween 'tax accounting' and 'businem accounting.'

"It is recommended that capital gains and losses be segregated in a separate
schedule from other income, taxable at a moderate, flat rate, without subjec-
tion to percentages depending on the period during which the asset was held.
The $2,000 limitation on net capital losses should be removed, and the right to
carry over net capital losses as all offset to gains for a period of 5 years
should be established.

"Relief in taxation of capital gains would reopen the flow of capital tranls-
actions and the profits and employment that go with such transactions, which
are now inhibited by inordinate taxation.

"Capital assets should be redefined to exclude land and depreciable assets
used In the business."

H. It. 0682 has excluded property subject to depreciation from the definition
of capital assets for purposes of the capital-gains section. We commend this
provision. However, we strongly urge that land used in trade or business be
likewise excluded from the statutory definition. There are no logical grounds
for holding that buildings used In trade or business, m(d the land upon which
the buildings stand, belong in different categories. The inclusion of land and
buildings in different classifications would raise needless difficulties in tile
administration of the law, as it would necessitate Me division of the proceeds
from the sale of improved real estate, between the portion applicable to the
land and the portlol applicable to the buildings. Furthermore, a situation of
this kind lends itself to tax evasion, as it would lie possible to stipulate, in a
sales contract, the division of sales proceeds between land and buildings most
advantageous to the seller. The )ill also makes a logical distinction between
"slort-term" or "speculative" profits and "long-term" capital gains. The former
are properly placed on a basis comparable to ordinary Income. As to the latter,
however, we do not believe that adequate relief has been extended.

In this connection, we quote from recent editorial comment:
"Dr. Carl Snyder has reported that as the result of his own researches, It

appears that the average investment in industry in this country is about
$12,000 per man; and t iat comparing one country with another the wages of
labor in industry are directly proportionate to the capital Investment per man.
Dr. Snyder also points out that the average rate of increase of Industrial
production In this country has been about 4 percent per annum compounded,
and that the gain In capital supply required to produce this increase has been
a little higher, around 5 percent per annum. This investment was supplied
almost wholly from the industries themselves or from their owners and not from
the savings of tie people via tile savings banks and the insurance companies,
which invest primarily in mortgages and safe bonds and not in the equity
position. This, Dr. Snyder points out, was up to 1030, since when there has
been an abrupt reversal."
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Unquestionably, this country needs the restoration of an-abundant flow of
equity capital. No one thing will do more to restore activity, employment, and
prosperity. An overwhelming proportion of informed opinion believes that the
capital-gains tax Is one of the principal deterrents to this flow of capital. Why
be niggardly ili the revision? Tito report of the Ways and Means CommittLe
points out that during the time capital gains were subjected to a flat 11,-;/ per-
cent the revenue from this source amounted to approximately 50 percent of the
total income-tax collections from Individuals, whereas, in 1934 and 1935, it made
tip but 3 and 13 percent, respectively. The law of diminishing returns has had
its Inevitable effect during the latter years of high capital-gains tax. Remove
the deterrent effectively and the lower rate will produce increasingly greater
revenue.

There is a natural reluctance to seeing those who enjoy true capital gains
escape the heavier tax burden; but this must continue to be one of the rewards
of equity rlsts if commerce Is not to Ibe stultifled.

We urge atgaiu:
(A) That capital ginhs and losses be segregated in a separate schedule from

other income; ,B) taxable at a more moderate flat rate, say 12/ percent;
(C) without suojection to percentage calculations depending on the period held;
(D) that the $2,000 limitation ot capital losses be removed entirely; and (H)
that the carry-over provision should be extended to 5 years instead of 1.

Under such circumstances It will be Impossible to make an equitable distinc-
tion between "short-term and long-term" capital gains. The speculative element
in tihe stock market is all essential lubricant to the play of supply and demand;
and as a necessary adjunct to the adequate release of capital, transactions may
justifiably be granted the status of capital gains and loses, as in the past.
There should be no major objection to an arbitrary 1-year rule, If the distinc-
tion be deemed essential.

(d) The third-basket tax recommended by the House Ways and Means Com-
mittee, but rejected by the House, imposes an arbitrary and unjust penalty
upon legitimate business enterprises and should not be restored to the proposed
revenue bill.

We are strongly opposed to the tax on closely held corporations contemplated
by title 11. Corporations of the type covered by title 1B are the very corpo-
rations which should be given protection and encouragement. By forcing closely
held operating corporations to distribute lheir incomes, owner-management is
being unjustly discriminated against in favor of absentee ownership. Family
business concerns will be put at a competitive disadvantage with widely held
organizations.

Nearly all successful businesses originate as one-, two-, or three-man affairs.
Usually by the initiative and sacrifices of a small group, a large enterprise is
developed and new employment opportunities created. Such enterprises must
retain their income for expansion and for added working capital. They have
limited credit lines which may be increased only by growth of capital arising
through earnings retained in the business. To force these closely held corpo-
rations to distribute their net income is discriminatory, and places an oppres-
sive burden on legitimate business enterprises. Tihe title 11B tax is unsound and
opposed to the best interests of industrial growth and the employment of labor.
While we oppose restrictions of any kind upon the retention of current earn-

ings for expansion or other legitimate business purposes, we recognize tihe exist.
ence of abuses through the unreasonable accumulation of surplus. Mr. Maurice
Wertheim, in Harpers Magazine of. February 1938, said:

"I refuse to believe that American ingenuity or its legal talent Is at so low an
ebb that section 102 cannot be so redrawn as to make it work properly and
cover completely the abuse of improperly accumulated earnings, It is not. neees-
nary or sound public policy to tax thrift in business in order to reach male.
factors."

We, too, advocate the setting up of new administrative machinery to study
cases coming within the peurview of section 102 of the existing revenue act, with
n view toward minimizing. tax avoidance through improper aurplus accumu.
lations.
(o) We support a sound broadening of the base of income taxation, coupled

with effective withholdiag at the source.
It seems desirable to broaden the base of income taxation by the reduction of

personal exemptions, graduation of normal taxes, and otherwise, facilitated by
an extension of the principle of withholding at the source. "This proposal hag
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been made repeatedly since 1918, if not before, "so that a substantially large
proportion of voters would become direct taxpayers and take a keener interest
In government."

More Important would be the substitution of such broadening of the base in
lieu of existing indirect "nuisance" taxes, which, it is claimed, fall more heavily,
dollar for dollar, on the low-income class of our population.

(f) Consolidated returns shoul be made mandatory. Such procedure con-
forms to ordinary business practice, enables the Treasury Department to deal
with a single taxpayer instead of many, and eliminates the necessity for ex.
amining the bona tides of innumerable intercoml)any transactions.

Inasmuch as subsidiary companies are often organized merely to comply with
the requirements of various State laws or to minimize risk in opening up new
territory or establishing a new line of business, It is erroneous to treat them as
entities distinct from the parent corporation. For all practical purposes they
fire branches or (llrtments of one enterprise. Therefore, as the Treasury
Department pointed out to the House Ways and Means Committee when it was
considering the Revenue Act of 1934, the 4hnplest way to secure a correct state-
ment of Income from an affiliated *roup-1f'rto,4"ruire a consolidated return,
with all Intercompany transactiftW8eliinated. ThW14topforms to recognized,
sound business practice. hy'r~qnurlng separate statements; 'f income, as under
file present law, nonexst4ift income is often taxed, profits aid losses mnay be
shifted from one subsidiary to another in such a manner that;the Comms-
sloner'p power to reallocate Income is ineffectunl, and the earnings Vf particular
units .mrc not aecuftely presented MIoreoter, admiinistration of the income-
tax law is simplew with tile coiso llted m11turn, as it conforms to"'0brdtnary
business practice "

Likewise, fro4'the standp6liot of th4taxpayors, if cases iu.which corporations
follow the consistent )ractlf00eof prepilugconsolidated finauicial statements, the
preparation o'Iclated tax refuii U 1'sinlplif ed if done od'a (nsolidated 'basis.
Accordingly i5s urged that consolld ted retrns bd requled. i

(g) Congr(g could do nothing qf 'greater Impor anke to alsure the f .ure
stability of b iness than to bring about the-creatiot of a qualifed, nonpartisan
comlisslon t establish fixed princApltA1oflijqome toxa(lit, and related adrin.
istrative pro lure. * .i o .um a a

Tills comm tee fias rejeatedly %N~ed the c4eatl6,1 of such a body, latter in
its memorandi ni of Septjmber 0, 937, flled wit the ,Senate Finance om-
mittee. The )ear-to-yearlrevin o' tax frws ]s 'Ai abomination, br ' of
political expediency. Fixed p-nciples)of ta*a01 ire needed, to enable tax-
payers to face Ole future C~rh greater conAd'ence ha' d o1 knolkn factor,.

Permanent prifieiples should be establjst' subject only t changes £ rates

to meet time requirements of the i1aie4nl Bigget. usinufs can adj t itself
to changing rates f taxation, but" common *nse d664s a repeatgl shifting
in tile general scheme and incident' of taxattqo which must be copeed anew
from year to year. V,4
(h) The tax burden Ahould be equalized, and time Federal ro niiue stabilized

by the adoption of moderie rates of taxation which encoura enterprise, and
thereby increase employmenf'- 14f

This committee has previous (tirg1e I opl1pl&f taxing corporate in-
come on the basis of average earnings iO'fl rs, believing it to be inequitable
to exact heavy taxes upon the full profits of successful years without relief
in respect of unprofitable years which inevitably follow. By the same token,
a basis of average earnings would assure less fluctuntion in the level of reve-
nues. It is recognized that this principle of averaging income entails some
administrative difficulties, but these are not insurmountable. However, tie
simplest recognition of the principle may be obtained by restoring provisions
for carrying forward losses as offsets to taxable income of subsequent years.
We urge the enactment of such a gene:il provision, permitting the forwarding
of losses for 5 years.

The post-war period demonstrated the fact that progressively lower rates
of taxation brought increasing revenues, through the release of capital into
private enterprise with attendant enlargement of the market for labor In pro-
dtictive employment, whereas it is generally recognized that excessively high
rates of'tax have discouraged business expansion and have thereby adversely
affected employment.

Although based upon authoritative statistical factors, the estimates of the
Treasury Department relative to the adverse effects upon revenues of -the elm-
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Nation of certain provisions, consistently predicate such conclusions upon
current revenues at existing rates. We submit that such conclusions Ignore
the salutory effect upon revenues Inherent in tie reduction of rates demon-
strated by the post-war experience previously referred to. We support the
-claim, broadly held, that "lower rates bring more revenue than higher rates."
Excessive rates are nonproductive. Lower rates Induce the release of capital
Into productive employment. Higher rates have the opposite effect, and in the
face of declining national Income might ultimately prove disastrous to tile
.revenue.

() If the capital-stock tax lie retained the adjusted declared value should be
reduced by Federal income taxes and excess capital net losses.

Many business leaders look upon the capital-stock tax and related excess-
profits tax as "Siamese twins" which are unconscionably speculative and vicious,
and advocate repeal of these sections of tho law. However, if the way cannot
be opened to outright repeal, we advocate that one amendment particularly be
made. Under the present and proposed laws, no reduction in the adjusted
declared value is permitted for Federal income taxes or for excess capital net
losses. This treatment tends to create artificial situations whereby the adjusted
declared value Increases more rapidly than the actual net worth and, in many
instances, increases while the actual net worth decreases. The adjusted de-
clared value of capital stock should be brought into line with actual conditions
by permitting deductions for Federal income and excess capital net
losses.

(J) The excess-profits tax, if retained, should be based upon predictable
-ordinary business net income and should exclude capital gains and losses.

The excess-profits tax as provided by secGu 602 of the proposed bill, if
retained, should be modified in one hnportant respect. When a corporation
realizes a large unforeseen capital gain, it may be subjected to an onerous
excess-profits tax. In some instances, the profitable disposition of a capital
asset might be discouraged because of the high excess-profits tax. It is urged
therefore, that capital gains and losses, because of their unpredictable nature,
be excluded from net income subject to the excess-profits tax and that the
tax be based solely upon ordinary net income.

(k) This committee endorses the "consent dividends credit," but objects to
certain Inequitable provisions relative thereto embodied in H. R. 9682.

Section 28 Is intended to provide a method whereby corporations in a poor
cash position, unable to distribute taxable-stock dividends or dividends in their
own obligations, may secure a dividends-paid credit by obtaining "consents"
from stockholders to include portions of the undistributed corporate net income
in their own net incomes. Obviously, this expedient will be practicable only
in the case of closely held corporations; whereas financially embarrassed cor-
porations, with widely scattered stockholders, will be unable to take advantage
of the proposal.

Effective use of section 28 will require planning in advance to obtain "con-
sents" from cooperative stockholders and paying off recalcitrant stockholders
before the end of the year. As most organizations are not in a position to
determine time amount of their net income until after the close of the taxable
year, widely held corporations will not be able to make all the necessary
preliminary arrangements Incident to obtaining the "consent dividends credit."
In practice, therefore, section 28 can be availed of only by closely held
corporations.

A point that requires adjustment is involved in determining the holding
period of the consentt" stock for the purpose of computing the recognized
gain or loss In the event of a subsequent sale or taxable exchange. Will the
holding period date from the original purchase of the stock, or will there be
several holding periods, one for the original purchase of the stock and others
for the amounts of the "consent" dividends added at various times to the cost
of the stock?

As the proposal now reads, where a shareholder signs a "consent" the
amount specified in the "consent" Is taxable to him in its entirety, whether or
not such amount, if distributed to him in cash, woulif have been in whole or
in part a taxable dividend. Such amount is then added to the basis of the
stock in the hands of the shareholder, but only in an amount which represents
a taxable dividend (. e., Is out of earnings or profits) and Is allowed as a
"consent dividends credit" to the corporation. Thus, a holder of 1 share in
a corporation "consents" to include $100 in his gross income as a dividend.
It develops that for the taxable year the corporation has net income of $100
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per share but at the end of the year has accumulated earnings or preflts of
only $50 per share. In this case, the "consent dividends credit" of the cor-
poration would be limited to $50 per share, while the shareholder would be
obliged to include the entire $100 in his gross income. Moreover, the share-
bolder would be allowed to increase the basis of his stock by only $50 (thh
amount allowed to the corporation as "consent dividends credit"), the ref-
maining $50 apparently vanishing into thin air.

The foregoing situation will undoubtedly arise frequently, as in a great many
instances corporate executives will find it difileult to estimate accurately the
net earnings before the end of the year. In such cases, there will always b.
the danger to shareholders that they might sign "consents" in excess of tl1W
corporate net earnings and, therefore, will be taxed on amounts which do not
represent earnings of the corporation. To avoid this inequitable condition and
to encourage shareholders to cooperate with corporate executives where condi-
tions warrant, it is recommended that shareholders be taxed only on such
amounts of their "consents" as would represent taxable dividends if paid in cash.
AlternAtively, if shareholders are to be taxed on the full amount of their
"consents," they should be permitted to add such amount in full to the basis
of their stock, and not only the portion allowed as a "consent dividends credit"
to the corporation.

The definition of "consent stock" (see. 28 (a) (1) could be Improved by being
changed to read as follows:

"Con8sct 8tock.-2rhe term 'consent stock' means the class or classes of stock
entitled, after the payment of preferred dividends (as defined in par. (2)), to
an unlimited proportionate share in the distribution (other than in complete
or partial liquidation) within the taxable year of all the remaining earnings
or profits."

(1) Expenses incurred in the production of taxable income should be allowed
as deductions, even though such income does not arise from a trade or business.

Section 23 (a) of the proposed bill and the corresponding section of the
present and prior laws provide for the deduction of all the ordinary and neces-
sary expenses pp' or incurred during the taxable year in carrying on any
trade or bnsine.. This provision should cover the deduction of expenses paid
or incurred in the production of taxable income, even though such income does
not arise from the taxpayer's trade or business. In some instances, the Com-
missioner has disallowed expenses of this character, and has attempted to place
an unduly narrow interpretation on this section of the law.

The failure to allow such deductions is contrary to sound accounting con-
cepts and the reasonable intent of the law, and results, in many cases, In the
taxation of gross, instead of net income. Accordingly, it is recommended that
section 23 (a) be amplified to permit the deduction of all ordinary and neces-
sary expenses paid or incurred during the taxable year in the production of
taxable income.

(m) This committee endorses the recognition of the "normal stock," and
"last in, first out" or replacement methods of costing sales and determining
inventories in pertinent cases.

Section 22 (c) of the Revenue Act of 1936 and of the proposed bill, provides
that:

"Whenever in the opinion of the Commissioner the use of inventories is neces-
sary in order clearly to determine the income of any taxpayer, inventories shall
be taken by such taxpayer upon such basis as the Commissioner, with the
approval of the Secretary, may prescribe as conforming as nearly as may be to
the best accounting practice in the trade or business and as most clearly reflect-
ing the income." General Counsel's Memorandum No. 17322 (reported on
p. 151 of Cumulative Bulletin XV-2) wisely and fairly permits industries
processing certain raw materials, principally wheat and cotton, to apply the
results of hedging transActions, entered into for the purpose of eliminating
gains or losses on raw materials, to their inventories without the application
of the limitation imposed on capital gains or losses, although such limitations
are applied generally to futures transactions in these commodities.

There are other industries producing, fabricating, or processing raw materials
which are not permitted by the Commissioner to apply current costs to current
sales under the "replacement" or "last-in, first-out" inventory method. These
latter inventory methods are appropriate in industries in which (a) operating
processes are continuous, (b) the period of processing is relatively long, (c)
minimum inventories must be maintained constantly, and (d) raw materials
represent a major part of the total cost of the products. Moreover, these
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metho4a have substantial acceptance in Industry, are endorsed by accounting
authorities, and have been recognized as appropriate by the Securities and
Exchange Commission.

During periods of rising prices the "first-in, first-out" method of pricing inven-
tories results In taxing business income that is In part necessarily absorbed
in increased Inventories and working capital, and is unduly onerous in indus.
tries which entail long processing periods.

The "normal stock" and "last-in, first-out" or "replacement" methods clearly
fall within "approved standard methods of accounting" and are "best suited
to the needs of certain businesses." They should, accordingly, be granted
recognition.

(n) We urge the repeal of section 80{2, requiring the filing of returns as to
formation, etc., of foreign corporations. It Imposes unnecessary burdens on
accountants, inasmuch as such information can best be obtained from officers,
directors, stockholders, and attorneys directly concerned.

Section 802 of the proposed bill provides for comprehensive returns of in-
formation In connection with the formation, organization, or reorganization of
any foreign corporation. This section affects the accounting profession vitally.

The proposed bill, as well as the Revenue Act of 1M37 and T. 1). 4773 promul-
gated thereunder, impose an unreasonable burden upon accountants. Entirely
apart from the principle of the matter, these provisions relating to Information
returns to be submitted by accountants and others are particularly objectionable
due to their ambiguity and breadth.

The language of the law itself is ambiguous. Prior to the promulgation of
the regulations under the 1937 act, there remained a doul)t as to whether such
Information was required only if the foreign corporations were actually in ex-
istence or merely proposed. The regulations imply an extension of the require-
ments to Include information relative to discussions of proposed foreign in-
corporations.

The regulations and Form 959 require answers to hypz)thetical questions, call-
Ing upon accountants to interpret the Intent of clients. The Bureau itself refuses
to answer hypothetical questions concerning tax matters. Is it not unreasonable
to expect accountants to do so? Does the acceptance of an engagement on the
part of an accountant to calculate the effect which the formation of a foreign
corporation would have u)on taxation involve "aid or counsel" in matters re-
lating to the formation of foreign corporations? Such engagement does not
necessarily warrant the conclusion that the formation of a foreign corporation
is even proposed.
Decided doubt remains as to the meaning of "reorganizations" of foreign cor-

porations. Does reorganization contemplate the statutory concept or the com-
monly accepted meaning of that term? Recent Supreme Court decisions have
overthrown interpretations of that term which have prevailed for some years
past. Does writing up the accounts of a foreign corporation constitute the
character of "aid or counsel" contemplated by the act? Does advice to foreign
clients through offices abroad, relative to the formation of corporations in the
normal and legitimate conduct of affairs, come within the definition of "aid or
counsel" under the act?

The foregoing examples are typical of many ambiguities which exist because
the provisions of the law are not sufficiently limited. Where does mere con-
versation end and advice begin?

The relationship between the accountant and client is one of confidence. As-
surance of sound procedure demands that this relationship be fostered for the
good of all concerned. The provisions of section 802 stultify the accountant
and rear a reluctance on the'purt of clients to confer with accountants respect-
ing the formation of legitimate foreign msinless companies, and may have the
further eff-ct of driving taxpayers to seek the services of accountants and
lawyers In foreign countries.

It would seem that provisions requiring such Information to be filed by those
directly concerned-i. e., officers, directors, stockholders, and attorneys-should
suffice, without resorting to reports of Indirect Informants, who merely have
casual acquaintance with the matter In hand.

Therefore the repeal of this provision Is strongly urged.
(o) The time for filing Federal income-tax returns should be extended to the

fifteenth day of the fourth month following the close of the taxable year.
Under section 53 of the proposed bill, Income-tax returns are required to be

filed, as heretofore, within 21/2 months following the close of th-' taxable year.
The Commissioner is empowere(, by the same section, to grant icasonable ex-
tensions of time.
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Experience has shown that large taxpayers, especially corporations, cannot

gather the necessary data for the preparation of returns within the time speci-
fled by law. The audit of the accounts of such taxpayers is not generally com-
pleted until 1 or 2 months after the end of the year, and until then the work of
collecting tax data cannot be effectively started. The technical complexities of
our present income-tax structure make it imperative for many taxpayers to
secure professional aid, so that it Is rarely possible for returns to be prepared
by the due date.

As a result a large number of taxpayers are forced each year to obtain
extenslonis of either 1 or 2 months within which to file their returns. This is
a source of expense, Inconvenience, and uncertainty to both taxpayers and the
Treasury Department.

Tills difficulty may be removed by amending section 53 (a) (1) of the pro-
posed bill to read as follows:

"(1) General rule: Returns made on tihe basis of the calendar year shall be
made on or before the 15th day of April following the close of the calendar year.
Returns made ol the basis of a fiscal year shall he made on or before the fifteenth
day of the fourth month following the close of tile fiscal year."

In respect of Insallmnent payments, section 50 could at the same time be
amended to provide for the payment of one-quarter of the total tax on or before
the 15th day of the fourth month following the close of the taxable year and
one-fourth on the 15th day of the sixth, ninth, and twelfthi months. This would
not lessen the Government's revenue in any fiscal year and at the same time it
would not he inequitable to taxpayers.

It Is strongly urged that tile changes recommended herein he incorporated it
the tax bill now pending, in order that one unnecessary source of friction be-
tween the Treasury Department, taxpayers, and tax practitioners, be speedily
remove(].

$ $ $ * * * *

We shall he pleased to lend our cooperation in further elucidation of tile fore-
going recommendations.

Respectfully submitted. -

AMERICAN INSTITUTE OF ACCOUNTANTS,
VIcTOR I. STEMPF, Chairman, Qonmmittec on Federal Taxation.

The CHAIRMAN. Mr. I-. B. Spalding, New York City, representing
the committee on Govermnent finances, National Association of
Manufacturers.

STATEMENT OF H. B. SPALDING, REPRESENTING COMMITTEE ON
GOVERNMENT FINANCES, NATIONAL ASSOCIATION OF MANU-
FACTURERS

The CHAIRIMA-X. Have you a brief there, Mr. Spalding?
Mr. SPALDINO. I do not have a brief prepared yet Mr. Chairman,

and I would like to ask jeave to submit one before the close of these
hearings.

The CHAnIMAN. These hearings are going to close pretty soon. If
you want it to be printed in the hearings you will hav'e to file it
within a day or two.
. Mr. SPALmxN-o. We will have the brief filed within a day or two. I
simply do not have it with me this morning.

In the time at my disposal this morning I can hardly undertake a
conplete general discussion of the tax law.

The CHAIMAN . I wish you would give us the high points.
Mr. S1PALDING. I will try to give you the high points and to keep

fully xvithin the time which you allowed me.

The exactions of the Government in the matter of taxation widely
affect every business operation, not only in the rates,' in the cost ac-
counting, in the time of settlement, but also in the form of taxation,



the question whether the tax is intended purely as a revenue measure
or is intended to have some regulatory effect, or even, as it has been
sufqvested in some quarters, a redistribution of income.

Ioday you have the background of a business recession and the de-
sirability of trying to change taxing laws to engender confidence to
relieve the anxiety, whether it is a real anxiety or a psychological
anxiety of businessmen as to the effect of existing laws on their opera-
tions.

The National Association of Manufacturers, in the position it has
taken, has stood for these various points rather consistently. In the
first place, we have believed in relief to corporations of small income,
in the setting of lower rates on the first amount of income up to say
$25 ,00. We believe that if that relief is given it will be both from
the point of fairness and also to simplify the administration, if those
sanie rates were applied to all corporate incomes up to the limits that
ar-(, m,Vi(ed for it; otherwise you are forced into a rather coimpli-
cated tax computation for corporations which are just above the
limit that is set.

We have consistently opposed and urge the repeal of the undis-
tributed-profit tax in toto, tiat it is unsound in princil)le, and it is, I
think, universally among business men, believed to be unfair. It
creates in their minds a depressing effect and a retarding or reluc-
tance on their part to invest capital in new productive enterprises.

We also have consistently opposed the inclusion in net income of
capital gains an( losses, believing that taxation of capital gains and
losses has no place in an income tax; that if they are to be taxed at
all, they should be taxed at a low rate, low enough so that the taxa-
tion of the cal)ital gain or loss will not have a materially deterrent
effect on the entering into the transaction which results in a capital
gain or loss.

We urged in the report that we made 2 years ago that the Con-
gress apl)oint an independent commission to study the whole tax
problem, and in particular the relationship of Federal and State
taxes, in the duplication that exists in those fields, .and in the effect
of various rates of taxation, both on revenue and on business and
economic policy. That, of course, is a study that can be made only
over a period of many months, perhaps a couple of years.

The CHAImrAN. I may say that study is being made now, and one
or two reports have been made by the joint committee on it, but this
revenue business kind of fogs us up in carrying out what you would
like to do with reference to it.

Mr. SPALDiNO. You have two problems to face. You have the
problem of giving immediate relief for the year 1938, and then also
the problem of the long range study, of trying to adopt a revenue
system "for the whole country which would be a reasonable, cohesive
whole, both from the standpoint of the revenue, from the standpoint
of fairness of taxes, and also from the standpoint of convenience
of administration.

The present tax laws place a very heavy burden upon corporate
profits, if you take into consideration the net profit for corporate
taxes and then find out how much is left after the corporate tax has
been paid, and after the individual has paid his taxes on the divi-
dends received, Of course that varies with the different sizes of the
individual incomes, but you find that in the incomes in the middle
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bracket you have got a burden that is so heavy that I believe it would
be a very strong discouraging influence on investment of new capital
in productive enterprise.

That gentlemen, is about all I have to say in the general remark.%
I will discuss and elaborate them in the brief.

T1h0 CHAIRIMAN. You believe that business would be helped mate-
rially if the capital-gains section should be modified as you have
suggested, and if there was an elimination of the undistributed.profit tax?

Mr. SP'ALDIN O. That is the position that the association has con-
sistently taken from the outset on all these taxes.

The CHIRA MAN. All right. Thank you, Mr. Spalding.
(Subsequently Mr. Spalding submitted the following appendix to

his statement.)
No exaction of government more widely effects every business operation than

the amount and character of Federal taxes. The importance and effect of
Federal taxes on business lies not only in their rates but in the form, admin.
istrative features, and time of settlement provided in the law. Serious conse-
quences arise out of forms of taxation which have a regulatory purpose rather
than simply the raising of revenue. When the regulation aimed at is a partial
redistribution of incomes, the economic and business effects are very substantial.

We do not at this time wish to argue the desirability from a social stand.
point of using the tax laws to bring about a more equal distribution of incomes.
Whether or not such a result in the long run Is desirable if tie means adopted
to effect it have the immediate effect of retarding buslnep;? recovery and reem-
ployment we strongly urge the desirability of at least temporarily postponing
a social reform in the interest of ilnmediate business recovery an~l reemploy-
ment. It Is from this standpoint and from this standpoint only that we urge
that you consider the very heavy impact of Federal and State income taxes
both corporate and individual In all of their several forms upon each dollar
of net profit earned by the business corporation.

The following illustrations, although they do not include several of the taxes
which, in their incidence, rests as a burden on business profits, do illustrate
the tremendous burden imposed on business profit so great that we believe that
it constitutes a major reason why there Is today an almost total absence of
demand for those forms of corporate issues upon which the first impact of
business risk must fall. In these Illustrations we have assumed in every case
a corporation earning a net return of 10 percent on the value of its capital
stock before taxes and which distributes in dividends all of Its net income
after taxes. Under the proposed House bill such a corporation would pay a
tax of 16% percent on Its net income and distribute 831/ percent of Its income.
We have then assumed that the shares were owned by Individuals resident in tie
State of New York with net taxable incomes before receipt of dividend of tie
following respective amounts: $10,000, $25,000, $50,000, and $75,000. In each
case we have assumed their investment in the corporation to be an amount
equal to double their annual income so that their pro rata share of the cor-
poration's net profit before taxes would be equal to 20 percent of their other
net taxable income. We then computed the total additional tax which such
individuals would pay as a result of the receipt of the dividend and added
that to the 10% percent already paid by the corporation and computed the com-
bined total as a percentage on the net profit before taxation of the corporation.
The results of this computation show that the rates of taxation on such corporate
profits are the following: In the case of of the $10,000.a-year man, 30.38 percent;
$25,000-a-year man, 39 percent; $50,000-a-year man, 51.72 percent; $75,000-a-year
man, 00.30 percent. These illustrations could, of course, be carried on Into the
still higher brackets and you would find that at the top surtax bracket of
75 percent there is taken in taxes computed as aforesaid almost 84 percent of
the corporation's net profit.

It Is, of course, obvious that the inducement to invest in any business enter-
prise Is the prospect of profit, and the profit in which the investor is interested
Is the net which remains to him after all taxes which apply to the income from
the investment if earned are paid. While the rate of earnings will vary from
industry to industry, business to business, and from year to year, we believe
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it would be generally conceded that a rate of 10 percent represents a reasonably
successful enterprise and is considerably higher than the average rate of return
over the past 20 years of business generally. When rates of taxation reach the
amountI set forth in the above illustrations, it is rather obvious that the
incentive to invest In productive capital which bears any real business risk is
largely destroyed, especially when we consider that there remains available
for investment tax-exempt securities substantially free from business risk and
which, while they earn only a low rate of return, nevertheless their rate Is
very favorable as compared to that which remains to the investor of even a
moderately large Income when lie Invests It at a business risk the profits of
which are subjected to tax rates such as those set forth above. By means
therefore of these high surtax rates that have been applied within recent years
our tax laws have tended to dry up one of the major sources of new industrial
capital.

But that is not all. Another and a very large source of new industrial capi-
tal in this country has been the undistributed portion of business profits.
The undistributed-profits tax imposedby the Revenue Act of 1036 not only took
a large share of this source of new capital but since it is regarded by corporate
directors as a penalty tax It has had the effect of at least temporarily eliminat-
ing substantially this source of new industrial capital. The psychological effect
of this tax has been even more serious. It has been universally condemned
by businessmen large and small and has created a fear on their part that the
purpose of government through its tax laws is to make impossible (ho earning
of a sufficient rate of return to induce investment of new capital i'1 those forms
of corporate securities which bear the first impact of business risk, so that
today it is only the senior securities of the most seasoned and stable industries
protected by large junior issues which have a market value equal to the
Investment costs of the assets which they represent. While such a condition
exists, it is futile to expect the new investment and expansion of industrial
enterprise necessary to absorb the present millions of unemployed.

Another feature of the income-tax laws that has received almost universal
condemnation of businessmen is the inclusion of capital gains and losses in
net income. Regardless of economic or legal theory, the average businessman
considers a capital gain especially one which has accrued over a considerable
period of time and which becomes taxable only as an incidence of his shifting
of an investment or necessitous sale of the capital asset, as a capital levy and
not a tax on his income. Moreover, it usually lies within his control whether
or not to enter into the transaction which will give rise to the tax. The
result of this has been to introduce through this tax a highly artificial influence
on the purchase and sale of capital assets and in particular the purchase and
sale of corporate stocks which, in turn, has an indirect and, we believe, a
harmful effect on the capital market for new securities.

Moreover, if capital gains are included as part of net income, every consid-
eration of fairness requires the deduction of capital losses, and and this was
universally recognized in our income-tax laws until very recently. It was
pointed out over and over again that while the Federal revenues might be
somewhat increased during periods of prosperity that time inclusion of capital
losses would result in a violent contraction of those revenues In a period of de-
pression and this Is exactly what happened and made it necessary, although the
unfairness was largely coticeded for recent tax laws to impose drastic restric-
tion on deduction of capital losses. It may be granted that in the long run if
capital gains and losses are not included in net income, or at least are not
subjected to some form of special tax, that a somewhat higher burden must
be placed upon other income. Business opinion, however, supports the belief
that the tax structure would be Improved by whatever higher rate of tax on
other income was necessary to offset any loss of revenue resulting from the non-
taxation of capital gains and losses.

One of the arguments which has been advanced in favor of some tax upon the
undistributed profits of corporations has been that otherwise there is too great
an inducement to use the corporation as a means of ,scaping individual sur-
taxes through nondistribution of earnings. In the case of personal holding
companies where this motive is likely to be an important if not the dominant
one, the National Association of Manufacturers sees no reason why they should
not be treated separate and apart of other business corporations so as to close
this avenue of escape. In the case of business corporations that might be
availed of for this purpose we believe that an adequate remedy already exists in
section 102. This section his been applied in a number of cases and in the ma-
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Jority of the cases that have reached the courts the Commissioner's decision
has been sustained. If past or future experience indicates the desirability of
strengthening this section it shoh1 be possible to so amend it as to cover all
cases where the corporate organization has been availed of for the improper
purpose of unreasonably withholding distribution of dividends.

We have had 26) years of the Federal income-tax law. During that time we
have had 13 major revisions, 4 of which have occurred within the last 5 years.
We are now consildering the fourteenth change. The law today is very much of
a patchwork of alnendnlents oln amendments and stands very much In need
of restatement and if possible putting it in a form where the structure will be
more or less permanent and the only necessary changes from tihe to time would
be in tie rates as the needs for revenue expand and contract. In addition, dur-
ing the past 25 years there has been a very great increase In the recourse of tie
States to income-tox laws to supplement their revenues. This not only creates
a duplication of taxation oil the same sources but there is involved the serious
threat to the Federal revenues from income tax should the States increase their
reliance on this form of taxation. The fact that faces the country today is
that tile needs for revenue are so great that ill existl.g and known sources of
taxation have become or are rapihly becoming used to the point of diminishing
retinuris. Extravagance and necessary Government expenditure is undesir-
able at all timlnus and doubtless many savings call be effected tit tilis point or
that by careful and critical study of existing expenditures-Federal, State, and
local. Resistance to pressure groups seeking legislation Involving spending In
their own Interests call help nmaterially bit when all Is said and done In tills
direction tile costs of governent and of those things which we look to gov-
ernment to provide call for tile diversion through taxation to governmenital
purposes of a share of the total national incoie un(reamed of 40 years ago.
No tax law call be adequately cotsilered by itself alone. It niust be related
not only to the general economic situation existing at tie timle but also to its
place in the entire national tax structure. While there have Ieen man1y Indi-
vidual studies of this problem by both private and public institutions, it would
seem ilighly desirable that tle Congress appoint a colimission to restudy this
whole problem, report not only as to tlose points where tIle tax laws are having
an adverse economic effect but also to coordinate the whole tax structure--
Federal, State, and local-lInto some semblance of a coordinated and Interrelated
whole.

A commission of tilis kind was urged by the National Association of Manu-
facturers at its annual meeting In December 193-3. In urging the appointment of
the commission we are not overlooking tile very excellent studies that have been
made by Mr. Parker, of tiue Joint Congressional Committee o1 Internal Revenue,
and by tile Treasury Department under the leadership of the Under Secretary,
Mr. Magill. In tle case of both, however, they are to a large extent limited
to tile consideration of Federal taxes and at least ill the case of the Treasury
Department they must of necessity be lhinited at least In their public expression
by the economic and social views of tile administration for the time being in
office. A commission which is entirely nonpolitical in personnel, entirely relieved
of tile necessity of supporting any previously assumed position, would be free
to adopt a purely factual and impartial approach to the tax problem with the
time at its disposal to fully hear and sift the value of all shades of opinion and
interests.

Mr. J. W. Hooper, Chamber of Commerce, Brooklyn.

STATEMENT OF 3. W. HOOPER, CHAIRMAN OF THE FEDERAL TAX
COMMITTEE OF THE BROOKLYN CHAMBER OF COMMERCE

Mr. I-ooPER. My name is J. W. Hooper. I am chairman of the
Federal tax committee of the Brooklyn Chamber of Commerce. I
have a very short statement to make, supported by a brief that has
been filed.

A report is submitted under separate cover as to the results of a
survey of Brooklyn industry by the Brooklyn Chamber of Commerce,
covering the entire field of Federal taxation on corporation income.
In this study, comprehensive factual information was secured b-, a



committee of the chamber aided by representative of the Brooklyn
Chapter of the National Association of Cost Accountants. A copy of
the findings was also submitted to the House Ways and Means Com-
mittee when that honorable body was discussing the proposal of it,;
subcommittee for a revenue bill for 1938.

The survey disclosed that Brooklyn industry is emphatically of
the opinion that the surtax on undistributed profits should be re-
pealed; that the tax on capital -,ins should be repealed; that if the
tax on capital gains is not repealcd, then plant and equipment items
used in the operation of business should not be considered as capital
assets subject to the capital loss limitation of $2,000; that corpora-
tions a gain be allowed to file consolidated returns; that corporations
again be allowed to carry forward losses, and if the provision is
reenacted, it should be so stated that corporations would not be
obliged to pay income taxes until they made u prior losses; that the
taxation of capital stock and excess be repealed, and that taxation
of intercompany dividends be repealed.

The CHAIRMAN. How are you going to get any revenue?
Mr. IHooPFn. I have an answer for that, sir. The Brooklyn Cham-

ber of Commerce in the public interest, strongly supports this com-
posite opinion oi a .representative cross section of industrial man-
agement.

If these foregoing recommendations are enacted into law, the
chamber further advocates that the following steps be taken to make
up for the lost revenue:

That the Federal Government reduce expenses by instituting a
sounl and senisible economy in its operation; that it balance its
Budget as soon as possible.

Senator VANDENnO. That will not be soon enough.
Mr. HOOPER. You are telling me. That it balance its Budget as

soon as possible, with due regard to the country's economic structure,
which has been so influenced by the free-spending nonrcvenue-cov-
ered policies of the Government; that additional revenue, if required,
be obtained from the following sources: An increase in the present
normal rate of taxation of corporate and personal income; a broadened
base from personal income taxation, by materially lowering present
personal exemptions; taxation of exempt State and municipal em-
ployees; taxation of exempt interested from Federal, State, and
municipal bonds hereafter issued.

The CHAIRMAN. Have you figured out the loss by virtue of the
four propositions that you suggest should be repealed and the propo-
sitions that you have advanced ?

Mr. HoopER. Well, from the study that we have made of the infor-
mation that we obtained from the Brooklyn industries it indicated
that from the standpoint of the excess-profits tax and capital-stock
tax, an increase of over 1 percent in the income tax would take care of
that. As far as the undistributed-profits tax is concerned, we do not
have sufficient data to go by.

The chamber further advocates that Congress do everything in
its power to simplify the present tax laws; that greater responsibility
be given to local tax offices in order to expedite tax settlement; that
the representatives of the internal-revenue department be directed
to adopt a more understanding and reasonable attitude in the inter-
pretation of the tax-law provisions affecting corporation net income,
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to the end that the taxpayer may feel that his particular case is
being given the consideration it deserves by the field agent, and that
the prevailing idea that a field agent must recommend an additional
tax, regardless of the facts, in order to maintain a high merit rating
in his local office, may be removed from the minds of the taxpayers;
that Congress direct the Treasury Department to effect a speedier
closing ul ) of tax cases involving points subject to question; that the
personnel standards of the Income Tax Bureau be iml)roved and the
personnel placed on a career basis, with the payment of salaries com-
mensurate with corresponding work in private employment, l)romo-
tion on the merit basis, and the top positions filled from the ranks;
and that taxation legislation be enacted with a view only to the rais-
ing of revenue and not for punitive and regulatory purposes.

In order not to take up too much of the committee's valuable time,
the underlying reasons for these recommendations are not now stated,
but are shown clearly in the report referred to, copies of which arc
herewith made available to your honorable body. •

The prol)osed Revenue Act of 1938, which is now being considered
by the Finance Committee of the United States Senate, will, to a
large extent, if enacted, reduce the burdens on industry imposed
under existing tax legislation. However, the act does not go far
enough, in that it still retains the principle of the surtax on undis-
tributed profits. The retention of this principle will remain an ever-
constant threat. lhe principle of taxation of undistributed l)rofits
should be removed once and for all, leaving no suggestion to succeed-
ing legislative bodies to resirrect it from oblivion. One of the limita-
tions of deductible loss on sales and exchange of plant and (lqui)ment
used ill busiiiess has been remove(l, and it is respectfully urged upon
your honoi able body that the limitation be not restored.

The changes proposed for the taxation of capital gains and the
limitation of capital losses, and the use of such losses for deduction
pIurposes in a subsequent year, (1o not go far enough, in thle' capital
gain or loss items should be removed entirely from the field of items
constituting taxable net income. Further the provisions as to capital
gains and losses in the present bill would be even more complicated
and impractical in ol)eration than those in the law now in force.

The proposedd bill generally (toes not tend to simnp)lify the tax struc-
ture, but, instead, tends to further complication. The proposed bill
does not recognize the sound accounting principle that all elements of
operating income and outgo of a business organization must be con-
silered in determining the true net income and that consolidated
returns should be permitted in order to give this recognition. The
proposed bill continues to penalize corporations that are just com-
inencing in business or whose operations (1o not show consistent profits,
in that it does not permit the carry-forward of losses. The proposed
bill does not eliminate the inequitable feature found in the present
law in the duplication of taxation by way of taxing intercompany
dividends. The proposed bill, as in all 'previous similar Federa'l
legislation, continues to burden a corporation with the taxation of its
net income, thus obliging business executives to consider such taxes as
costs in order that they may be passed on to customers so that at
least a theoretical reasonable return on operations may be obtained
for stockholders. This results from nonrecognition of the funda-
mental print ciple that income taxation should be levied on the ultimate
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recipient rather than against an artificial entity created to collect the
income for such ultimate recipient. In this connection your honor-
able body is respectfully referred to the form of income taxation
employed in Great Britain.

(The brief submitted by Mr. Hooper is as follows:)

RECOMMENDATIONS RE IRE VISION OF THE FEDERAL CORPORATION TAX LAWS, Sua-
MITTED BY TIlM BROOKLYN CAMERA OF COMMEII, BIROOKLYN, N. Y.

MARCH 18, 1938.
To the Member8 of the Senate Committee on Finance:

In anticipation of the revision of the Federal corporation tax law, the Brook-
lyn Chamber of Commerce has given intensive and thorough study to the entire
Federal tax program as it affects corporations, and herewith submits its views
in the form of 16 specific recommendations with respect to these taxes.

The chamber's findings are based, to a considerable extent, upon the experience
data of 117 Brooklyn corporations widely diversified as to type and size. These
concerns, which reQect a representative cross section of the borough's business
life, submitted comprehensive information in response to questionnaires em-
bracing more than 70 questions.

A committee comprised of the accounting officers of a number of sizable
Brooklyn corporations, together with representatives of the Brooklyn Chapter
of the National Association of Cost Accountants, secured the information and
made the studies thereto.

These recommendatIons deal with the undistributed-profits tax, the corpora-
tion-income tax, the capital-stock and excess-profits taxes, and, finally, with
certain general tax problems in the order named.

8URTAX OF UNDISTRIBUTED CORPORATION PROFITS

The chamber advocates the following actions in connection with the surtax
on undistributed corporation profits.

Recomnmendation L-That the surtax on undistributed profits be repealed.
Reasons for recommendation: (a) The tax has proved exceedingly burden-

some to corporations with debt structures requiring specified reductions in the
debt for which credit cannot be claimed under the contractual debt provisions
of the act.

(b) Corporations have had to pay the tax on undistributed profits earned within
the year notwithstanding the existence of an unabsorbed deficit, because under
State law they could not pay dividends while their capital was impaired.

(c) Corporations have had to borrow money to pay dividends and thereby
weaken their financial structure.

(d) Corporations have had to pay Interest rates on borrowed money ranging
from 11/1 to 0 percent, and averaging 4.14 percent, according to the reporting
membership.

(e) Corporations have had to reduce inventories in order to pay back money
borrowed for the payment of dividends.
' (f) Weak corporations have been placed at a disadvantage with strong

corporations in that they cannot obtain the dividend financing necessary to
avoid the tax.

(g) Directors have been forced to authorize payment of dividends that ordi-
narily in the sound conduct of their business they would not have declared;
more than half of the firms that replied to the question on the subject paid
higher dividends than they would have paid in the normal conduct of their
business.

(h) The liusiness policy of building up reserves in profitable times to carry
essential organization personnel through bad times has been largely discon-
tinued. In this connection only a few of the reporting corporations have been
able to take advantage of the payment of dividends in the form of capital
stock to avoid payment of the tax and thereby conserve their cash position.
Corporations have hesitated to issue such stock to pay dividends because of
the expense incident thereto, particularly in complying with the registration
requirements of the Securities Exchange Commission.

() It has compelled management of companies to take dividend action based
on guesswork in estimating the income that would be available for dividends.
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(J) The tax has had a distinctly deterrent effect on the normal course of

business, a few specific examples of this being as follows:
(1) Cancelation of contracts by customers.
(2) Delay in accept.:.ie of delivery and payment by customers.
(3) Iental of equipment by customers rather than buying.
(4) Increases in the proportion of installment sales to total sales.
(5) Purchases deferred by customers because of capital loss on exchanges

arising out of traded-in machines which could not be taken as a reduction for
income tax or undistributed-profits tax.

(0) Hesitancy in buying because customers cannot ascertain equipment costs
until the end of the year, in cases where eqluipment Is purchased out of profits
as the cost of such purchase is increased to the user by the amount of tax paid
on the profits withheld to pay for the equipment.

(7) A considerable number of reporting firms indicated they bad not made
the purchases of plant and equipment items because of the tax; that they had
made expenditures for repairs which, except for tie tax law, would have been
replaced with new equipment; that they were placed at a competitive advan-
tage due to the deferment of purchases of plant and equipment items because
of the tax; that they reduced the anouit of Inventog| they ordinarily would
have carried; that the tax has pulded materially to theti siging costs, lamrticu-
larly in business done with MHlnl customers who work on a euall capital and
grow out of profits; and that salesmen are v'ow complaining about their com-
missions because of the fiddltional calls required to close deals because of the
tax.

In canvassing tihe membership, certain financial hiformation was requested.
In the smaller companies, surpluses bu4i t tip in good ypirs were in part tised to
maintain a level 0t'dividends w!hlch o terwlse would not have been possible If
those companies *h-d had to pp out their proltsa they aro now comnpellol to
do to avoid the tax under the present iaw. A selected group of these silnler
companies, in the years 1931-84, inel Iyg paid out dividends substantially
in excess of the net income thy reportFlt'iothir sto khmolders. The information
they submittedAndicates that over k Wrleod of tim p"Oflts are not withlbi}d
from the field of personal income taxation as those liioflw1 id ieir way .141o
the hands of Ifockholderq 4imA period I# wb~c. tlky :ptherNiUAj6 would not ho
recipients of ordinary btislmmem- income os' ll an 'during periods of g dd
business. The figures submitted frtoter lndicaiil tluat, from the end of 18
to the end of 1032, there Vfps a re4pqtion of percent 4t pie cash, accoA to
receivable, and tOnventorles ,constp1thimg the Vorklg, ,assets of the repor ng
companies, Thi* reduction loo plmbt was ,4se Jo, payment of .0vidends. ud
innumerable other business requirements, Whk would not hav# been pogiible
if the current asWta of the company ha.4,,46 prevl6usly disbursed $p the
payment of divldenos as would have l4efi the ase, of,cofhe, if the present
law had been in effect prior to 1929.t

', FEDERAL INCOME TAX

The Chamber advocates thk ollowing actions in connectiat ith the Federal
income tax:

Iceommendation f.-The restoratlon#r o to affiliated
corporations (controlled by ownership of atleast 75 percent of their voting
stock by one of the affiliated corporations or controlled by like percentage
through ownership by an individual) to file consolidated income-tax returns
and to have their income tax determined on a consolidated basis at the same
rate as would be applicable If the income were that of a single corporation.

Reasons for recommendation: (a) Lack of consolidation is burdensome and"
increases tme tax. At least half of the reporting chamber members affected
by the elimination of consolidated returns Indicated that it Increased their
income tax; (M) it has ficrased the tax because all operating elements are
not permitted to enter into the determination of true net income.

Recommendation 8.-That there be a redefinition of a capital asset subject to
the limitation for the deduction of capital losses, now in section 117b of the
revenue act, to the end that losses on the sale or exchange of plant equipment
items used in time operation of the business will result In ordinary deductions
in determining the taxable net income of the corporation.

Reasons for recommendation: (a) Plant and equipment items used in the
every-day course of operation of a corporation's business are so obviously a
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laurt of its regultir, recogilzed activities tinlt taxwise they ulhoul In equity
be t reate lItio differently than tho Invenitories of thie corporatloit.

JRccom mII n N foil '.- -Tiat hii addit ion to rhoe recomiliileait ion previously
mlade' fi reject to ainit and( eqiipment items, it Is ftirther recoiiendvod that
any liaitaltieais wintf2ver be remiovedl oil the deducliiliy of corporation loses
o raising front ordl i~ry sale or exchiage of corporal holl assets.

Jtelslal for recommiuendatlion. (a) Itesvrvesq atre aecunlated for tilforesecai
co111agelilcis anid to protect tile Soiiidai&''s oaf thle corporate Iion 11a1d ay losses
a rising out of the investitlellt ot such reserves lire its anuch a port of thle
operatilug loss of the hisluess ats n inventtory loss; ( b) the limitation of de.
duct iot for capital loss hals lltiadered ordiama ry biiii hss operaticais cauasinag lesi-
ta lay lii lte lilestmtaeat mid1( dlisposal of reserve fuaitis.

Rccola il cldaiii lilttito i11(011e-lOx laiw lit, levisti to lierauilt croa.
ifoils to carry forward d lllsscs So thialt thlay wilt not hamve' tat al lleollie u1nt1ii
prior years' lo~sses liaive lat recovered ouit of Husv~piet eat lIncomie.

Reasons for recomimnitla ioait (it) A company iy having ilvoilts li some1 years5
and( 108~14 III M1ti01-4 Is j1lll((tl lit it llii-adtvalit'lgl' to xwlst 11l v olaipartal with ii t
corporation e111njoy ing a1 steadly toxabthe ilicoi ('roatl ig lit effect ait ilgiter per-
vealtlg of tu, oi 1 01 11 alalet 11lacoe over at perioal of yeaa rs: (bI) iti new
corporate 1) hno1w obliged to paoy taxi's oail proill s whoal joalaoe(vil hitiagla
saite profits are- iastiliciaut to absorb ias.Nes laicairred ii formaative years ; (c)
pvilmelilt of f1ll Inicoaaae 111 ax o the opieraitioans of al tilritrairy p-riod of 12
!i(oitil oafteln tt'aiil4 to pair thei catid til of I ila patytaig comp~)1any 'Recomimttau adion 6.- Thiat (lejreviat 11io l lats iaswd by vorpolrat bus reogailse
all factors of iNN-vr, tWar, and1( obsolesitcome its 1 are eouAesteatt with good blistiass
piolicy, hmidtihint tile bulrden of proof heo picked iipoli thte (loveriueat rather
than tile lalxpaiyer where tih' rates used by the 1field ie-preseailatives for geni

Pra1 applicalt ion to iustry are ait variae with (tie rales iimed bay thle specific
taxpayer.

CAPITAL-STot K AND) F.Xt'5S-PIOFITR 'AFH

'Tle chiaimber atdvocaites thae folloing acicons Inl ttliltil w~itht tile caital-
stock andt excv-44-protlts taix":

Rcomnan datlion 7.-l'lat tiac Federal taxes oil capital0 stock and1( oit e'xcess
profits bie reptealedl.

Ilensoals for recommendations: (n) C'orporaitions iust pay the vaijitail-Htock
tax Iii years ii whichl tihey have 110 taixiale aict Inicomue; (b) the isi of thle
cajiita-Mtock tax ha omme of gteaaswork In tihat mnangemeint IN requiired to esti-
nate Its profits for nit uniknown future perioti ii order to alvoid playmenit of

excess-proilts taxes ; (e) fin ltle of Irregular profits, there1 Is n iaiait lit-
equity In deterniaaiag the pairtietillr volie of capital stock. If the ainlolit Is
set too low arid the year IH profitable, ai corporation Is pKnalized by the Anmioiiit
of exccss-lproflts tax resulting fromt its low estimate. On the contrary, If it
high estitainte is set to avoid the excess-profits taix, the firm Is haavily p~ealized
lin years; whaen tiero is nio profit. Thusia there Is thel conitiiiual tendency to
evaude whalt seems to hoe a punitive tax rather thiani one (lesigaled to produce
revenue. Thle retuirns fromn tile membership mhow that eniltal-stok taxelt have
been ade greatly lin excess of wh'iat wats necessary to avoidt paying tile
excesm-prolits; tlx, (111 to ov-erestimiationi of future aIncomne; (d) ally tax thiait
is niot based0( oil actual Inicomie its 1110 taxl 01% capitall stock Is unafair an1(
uiisiotiai, and maly result lin partial or' total confiscationi of capital.,

(15 M1At

lit conlsidering t11eti specific taxes, tlch(lamuber, of course, has given al11icil
attenttioni to tile innyil pi'obleiti of a general claaracter einaiatiig fromt cor-
poration taxation. Tihe caiivass of the mlemilerslllj) aliso licield a series of
qluestionis related to tile whole scheille of Federal corpiorattoat talxationl 1111
mainy interesting relilie4 were received. Basedt up1on1 our studies thereto, thle
chamber wishes to sulaiit thle following additiomnal recommelndaltionis

Rcconamendolloan S.-That relprescnaltiv'a oIf thle Iterail Revenue IDepart-
wenit be directedl to adopt a iiioriq understanding 1111( reasonable Attitude In
tile Interpretationl of the tax lrAw provisions affecting corporalt(1ionlet Ianconme.
A large porcelltage of tile reporting meberslhlsip Inldicalted they haive found the
revenue agents arbitrary, 011( from the experieles (of nmany, It wvoultd appear
that time provalemlt Idea lil thle field ageitt's imindiIs timat ie illst recomlmenld
nit addiitionlal taix re'gardless of t1le facts lin order to mlaintainl a high merit
rating litni loc bal office,
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R) I lcil lot iion~ i.--Ihat tlitro he a speedier closing upl of tax cawes ii-

voivitig )ioitits suibjet, to (tleOstion. D ata stibioitted shows that t ill 1tily largo
peretiage of tax oalses, hi g l'iiik froml 1 931 to 19320, are still open.

)?cconnivitdaili 1(1. -Iii order to better eft'vctuino tIhe foregoing, ti( h lamtber
tIdvocates tihe delgait ioll (if tiaith greater resjiotisil lity tol local tux offies~ III
ordtle to o xpeilite tax Fet tletiets ; and that the personnel. statndards4 of thel
Sticottiv Taox Burcavin 1)1 hei tproivc d atik(i thill' rIS0oial played on at ca reer hi sim

ill which slavh-ls voollittlsiI'l rt I. withI corresponidinig work tia private emnploy-
itiett will be piaid, wit I proinotlo io a iniirit lisi~ id topi posiios (101511101
from thle ranks.

R'col Ill cil tili oll / .- 'The cham111ber ildvoco tes givoater Fltilpl icily Ill tit4' tax
laws. F'or thle most parFt thle report lug corporatl-iiis, both laitgo and sinat , re-
qulire professlotini i asistaace lint (lit, prepa ra tioin of tax ret itrils.

RI'coiniendhtiol N4.- -7T1e oltiinher itid voca los repeal of ( lie taitx oni the sale, or
exchange of capitall ltsset s li thle hiandts of itilividlaIs. This tax hias tititiit'5
tlta hv13' lict pari cular 1Iintllrair v to person tiitvest Intgii litisineoss. Also,
sta t('i3)ettH subtillte It t t i '1le report ing inv3iiiorsipSii would itito 1 tha t thle hiIgh
sitrI tax oni Iniidm ilt iicotiveos um eterred pei'5oiis fromt iiestlug lit b)1init34

itt iioiy ('050.
lecal' iuldajUoii IH.---Tlo chamber advocates repeal of taxation 14f3 lIntercom.

pal div~iiliiis its4 bvltig diplica to 1)tlti iitand itended for pilrp~s of reguin-
tfloss rather 1111)3 reveiaie.

Ill tile evelit of the( repseal of thle Surtax o1 il ndstribuited profits atieli tax
3otilaitial stovk at] excess lpriolt, thle restutint loss ii revite iO 11st obviously

he iiiet by elthItr reduced (lverinment e x petidit tires or revnzite fromt other
sou11roes. Thle clhambiler's ineiiiiersli ij, lIn its replies, recognizes thiiis, and wo
therefore reconitnd the following courses of action:

)lcoln 11e11( lom io 1).*-'I'iat the( F'eieral (lovertiitii reduce ox petal itureg by
Instl ttnlg soiittd and1 siiAlibloeccoinoimy InitIs operatIon.

)Oltfoill ll 1dtioni 1.;.- a (lint e Federal (lovertatwit, balance its Bludget a.s
moon1 am4 possible, with (tile regard~, of eotirse, fo~r thie country'ss ecoiioiiiio sIrue-
tire, which hiam heen so intlleited by thc free spienintg notirevcnliie covered
policies of the Gloveranment.

Revoill lit llIloll X16.-Tat It 8(11111lomia revenuep Is reqIuired lin e~~eiit of repteal
of the ctilsrlut'liiOi$ apltal-stock. illil exoess-prollto taxes, the following
souires be coiusidereil for that purpose: (a) Inicrease lIn tile present tiornial rate
of taxation onl corporate and( persotil itvine. (lIt this connectiloite mnember-
shipj Indicaited 118 willlingness to accept oin Increase Iit thle normnal rate onl cor-
pioration Iuenim to replaced the revenues that would be host through repeal of
tlio tax oti capital stock and excessa profits) ; ( b) at broadened base5 fur ptersonal-
Imncome taxationt; (o) taxation of exempt State a11( tautidelpitl eiiiploymcs
(dI) taxation of l xotijit Interest frown Federal, State, and1 inutlioilpal bonlds here-
after Ismited.

We' ask your earefuui consideration of these recomndtations.
Rtespectfully Submitted.

C'ary 1). Waters, president, C'omnmittee on Fedeoral Taxautioni ot C'or-
poratio t133 ote: J. W. I loopter, elrtmn t conmpt roller, Amlerican
SMachine & IVouiilry ('o. ; Williin If. Itowne, comptroller, Hpterry
Glyroscope Co. ; Harry A. Grube, treasurer, Ititertypo Corltora-
tiomi; Louts; Klehl, comptroller, American Safety Itazer Co.;
W. (0. Holgue, comptroller, Elirhinrol Faber Pencil Co.: U. 10.
fiilik, vice iresallent and31 secretary, Now York D~ok Co. -, It. A. 11.
Walker, v-ice presidlent, hutsh 'Ikrtnlnal Ilulldings (Co.: Charlem It.
Townst, iAwi1I, Siiifferni -&1 Fekrnaldl; J. 1). Seliollield, assistant
treasurer, thle Pilgrimi Laundry, Inc(.,* Robert Itehleti, treasurer,
fip Motor hanulage Co., lite., representhtg Birooklyni chapter of
National As.4oK'ItIon of ost Accouiitants.

TheCTARMN A Mr. Tuinulty.

STATEMENT OF JOSEPH P. TUMULTY, WASHINGTON, D. 0.

Mr. '1'UMUI1Ty. I realize thiit you nivO very us menlS 1 u01 ll)011 NVi'h
rests a great, mp~lofsibilkty . I 81)1 Olco'tige'd to bdte fforn staite-
inents maitde by yourI chlliI'trl and the liIelfb~ls of y'our commhfittee
thatt in your delihoratin y011 n'llar to be governed by facts and that



where it can be shown that any tax works a hardship, that you will
supply tile remedy. May I say to you very frankly that if this

wore the oily matter pending before your cominmittee and you had the
time to read the brief I am submitting to you, I believe you could
easily be persuaded that the tax whose elimination I ask, wrongly
inposes it great hardship.

I have brought with me, Mr. Chairman, one of the pit traders in
Chicao, who is willing to submit himself to the most scrtttinlizing
(estioning at the hands of your committee.
I tried to embrice in this brief 'which I am submitting to your

committee a history of this unusual piece of legislation and strong
reasons for the 0li nimlation of this tax. While I have no pride of
ant worship, may I say to you that while this brief deals with the
Cold facts of this sittiation, it is none the less a uii document.
Logic, figu res, statistics sointi tes aire poor servants, strinless ill-
struimnets, where we strive to reach conclusions in matters ike this
tax. In disciissing this matter with the Secretary of Agriculture, I
stated that this was not a tax; it is a penalty, a lash put upon the
backs of men who render a real public service in the great grain mar-
kets of the United States.

In 19:12, the 1Finautee Committee of the Senate, tnd)(e0f the leadership
of Senator Smoot, recommended the elimination of this tax. In 1934
the Fiinance Committee, headed by Senator Harrison, recommenlde(i
its reduction to 1 cent in these words:

The tax on produce futures should be reduced from the present rate of 5
cents per $100 to the old rate of 1 cent per $100. 'The present high rate of
tax is detrinental to the establishment of a stable market price for produce.
This reduction will not cost more tian $3,300,000 for 1935.

In expressing my views to the Ways and Means Committee, I
stated that there had been no fair discussion of this matter either on
the floor of the House or the Senate; and, gentlemen, I say this re-
luctantly, but it seemed to me that the smallness of prejudice and
passion and hatred had prevented a fair discussion. This statement
of mine was not a figment of my own imagination. It found con.
firmation in a disci-ssion on the louse floor to which I shall briefly
call your attention.

Ut me refer to what Mr. Oliver and Mr. Hart said:
Mr. Ora'TmR of New York. Mr. Chairman, I an opposed to the amendment.

I do not believe we should vote In revenge or In retaliation In the matter of
taxation. New York Is not here to destroy anybody. We were built by
America. We tear ourselves down If we Injure any part of the country.

Mr. HART of Michigan. Mr. Chairman and members of the committee, I not
only represent an agricultural district, but I an perhaps the largest grower
of wheat in my district. In addition to that I have had 30 years' experience
In the marketing of grain. I do not mean on the exchange, but marketing cash
grain. I say to yon that the grain exchanges are as necessary to trade as the
lifeblood of an indivihul Is to his welfare. They cannot operate without It.

In a letter ad(lressed by Secretary Wallace, the father of the pies-
ent Secretary of Agriculture, to Sentor Norris under date of Janu-
ary 25, 1924, he said:

1)FAm SN:AToa Nomtms: Dtring the iast 50 years many bills have been Intro.
duced In Congress which would prohibit (lie sale or purchase of contracts for
the future delivery of grain or cotton not Iroviding for the actual delivery
thereof. None of these drastile bills passed, because evidently Congress reached
the comnchs1ou, that such legislation would sul;stantlally Impair, If It would not
actually destroy, the valuable hedgig facility which Is furnished by the making
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of %,list Ilililer of contracts oil will through tile exchanges lin which de~liveries
aile (E)Iltt'lalted( miller tttuilt actaly lIiisilred. III ieJeetilig thlese' 1)1itS. it
seemm t hat Conlgressi wisely rt'fid to diepiive tihe producers4, tile micitlis m id
the inuuinitttircrs of these fotrmt prodiuctB of the benelit of this itisuta ace
ttiillst pirfev fictuaim ois.

1 am31 conv Iincdti ii the insutrance ficiiity INi of greaiter lie an id 14 largely
tlepnttil'it for INI ex ienice tilii ImlIc specthti ionI grain ad vot ton voit-
tracts mid dim isiedgiti ri~11vile'ge Shld id t h11i, destroyedi 1111111 te'st. 111(1 lst lieH

1ll5111 ' li tt'r w'ly3 to illmll te theslt'Ive's lillst price fillettill t lolls. * *
Sillevrely yo(irsl,

lIEN IIY C. WVALLAC, ,S'ccru ll.

Mr~i. Chl11 durilit ihg tilt, Stlmite debate tile qtteust ton wa's asked:
What is (I ie view of t1e IDelut lient of AgI'iItt tIre '111i1t qulest iOn
Niv ilw atd lit i ~t'im tt SIlittot' I Iatiisoiiis Commlitttee 1'1ctllib

mlendit a ieditctiott of it cett
'i'Iie ~ ~ ~ ~ ~ ~ . The Ci~lM~.~la II tfrtelV? litt ets or Ive Cents?

Mr'. T1M ' '111"r. It NvIls 3 (tit s. It was 5 cents lit o01 till and 11(
(tenl it wais redliced. It was begiti ill tile days of t he Spanish-
Almericanl War as anl emniergencey Ui X.

AS I stalted, ill tile debate inl tile Set'ito there was tle (l.tition
asked: What is the view of thle Departneuift of Agricuilture?
Silence wvas tile answer.

'Iho ie Iw of Mr. Dilvel was Called to tile attention of thle Senlate.
Mr. Jiuvel wats and1 is low~ head1( of tile Comnmodity Exchalnge Admiti-
itration of the Depititient of Agriculture. Ie said:

We feel that that 41*cent tax Is too hligh to permilt thle easy aind eflicleiit work-
ing of thle exchianges. It Is 11 tax tile burdeni of which comes primiarly oi tlie
people who stand lit t110 market and take orders, there buy un d sell, an the
iielrillit or thle spetiimitor I is ite Ilolrket. Theo tax Itself Is not neccessairily
such a burden oil the man~1 who lulikeg one trade, hut It Is thle man who is ii
the market fill thle tie and who Is taking tile orders.

Sena1tor- CAPPER. What is tile (laite of that statemlenit, (10 you
remnembe~r?

Mr. TUMULTY. That was at the timeo that Senlator Harrison madeo
his repjor't.

The CIIAIMAN. That wats in 1934, wvas it not?
MrV. 'IUMUJ.TY. That wats in 1934, Senator Capper.
Now, I have been poutrin g over many anenut tonies of thle D~epart-

mlent of Agriculture udI find at quotation from Dr-. Iloffnuan,
e~conomnist of thle Department of Agriculture, who saidl at a public
hearing before thle Commodity Exeli 111 e Ad ministration, D~ecemnber
3, 1937, in answer to the following question:

D~r. Hloffmian, lin your aipproachl to thle study of grain marketing, youl btive,
so far, presented facts and1( figures whlich were utldoullbtdly, inispuitably. they
woitil show thle detrimental effect (If trading by large traders, and( 1so111 of a
8lnalier type. I would like to ask you tliis, If It lis a fair qtiestioni Haive y'ou
giveni13 tinylotlgilt, or hanve y'ou written any13 articles, huihetitis, or papers that
might allow thle benefit derived front aspetuiitive activities?

Mr. 1101rIA.4. Mr. Chialilm, I think I am11 accurate lit silyl'ilg that I have
written a good (ele) onl tile subject of thle tieeits1 of speculatiloln and1 specullative
aletivfties.

Ini myl Iii rodiitory commen10lts4, reviewing m~y wvritinlgs 011 tMIS subject,
I did cite some1 of these references:

There Is a is 1.tiction to bie drailV-or, puit It tis waly, on)0lieed", lit
writing o1 tie befi'tst or tlie adverse effect of speeitiativo traiding, to he very
careful it ilo8 doing 111111 It(, points out1 the varieties of speculaltiv'e troidiiig, It
Is tnt till (if precisely tile sam~e ('111rat'ter and, therefore, lit dealing w~itii thle
subject at anltl iigthl, it Is nlecessary' to breatilu tile types of tradling found
o11 grailn mlarkets su~ch as tis anld separately eliaracterIze each typ~e.
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1 an11 willhtig to go onl recordl tat, ji rI weiglitg tltt dilfferen'tt types4 of
tbJHvlilltive t I tdijig, tilt, relative inerit s of eacht, thaiit juidged( Ill Ilielr omin~ ted
elY.N', I dlew ,jwvuhs I le tt'iltg 11H it Nwltilt, Iniking (tilt alcoutit of ths 110 t81w01
which tire ntot desirable Mill those which tire desi rtble, Its beig lilt excel lent
miettit of mutrketitig grain in thbk country.

On10 wll real the record if) vatill to finld till expressions of view
from ally expert, in or. out, of thle Gover-IniIent, Wich will not hold
that t his tax J)l'ces a deadoly billrdell on thle farler', thlat, tile farmIler's
ItIIIIuket wonlt 1(1 lefit by its ('linmi nat ion 'IThat pit traders ar c sii

ill to the' flit u res ii m ike(t anloti tha m1ore imjnat a itt t 1 an anything elIse
by reasons of dhe, trading Which t hese pit traders engage ini, t he price

tothepooltwi. of whieat is enhaniced. ntt is not m w i) 101
Thauit, is the opinion of Mr. Hltmian, of the D~epartmient of Agri-
cult tirle. Th'lat is thle op~inionl of Dri. Dlivel, of the IAepiartineiit of
A gri ciul attire.

(Ieilt leijien, I? have here, I IerelN vwishi to present it, the evidence,
or t lie prtoc(eedings of the ('omIll issioll to inquire into0 t rade an td grant
fut tires, coiidiceted by that. great Brit isht econlontist, Sir- Josiahl Stamntp.
That. 'omisiioniw thle ))lost, dignifiedi commlissionl ever to look inito
a matter of this kind. Associated] with Sir- Josiah Staini ) was thle
Chief ,Just ice of Canada, Thley had meetings aill over. tile United
States, fromt the Atlantic to the' lticifie, andl( I found inl this report,
inl examining it, the testimony of Dr. Dtivel, who wrote at let ter to
tile chlairman11 of thle W1ay's and1( Mefus Conlinuittee urlging thle eilia-
illation of this tax. I hlave excerpts froml his testiml-ony showing that
this kind of trading is the cheapest form and1( that it enhittiee's thle
vahie of farm )rodlict,

I had( it conference with the Secretary of Agricudtine. T said, "I
think that you are. it Christianl geiitleiia, a111( 11fill) asking you just
whiat (1o youi thinki of a tax imnposed1 oilIlmen that will result Ill a
balance sheet, like this"?

Here is thle one that. I called bis attention to: For 10 floor traders
active ill all 1 )it,;

Tax payments and clearing-corporation results for the. crop year 1957

Clearing corporation
Tax paid

Pay Colieots

July................................................... .3M7.21 .......... 8$IQ,alp. 78
August ............................. ........... ....... .3. 18.907 $20, OW0. 23 ..... .
september................................................ 2,0l lt........... )737
October................................................... 12t13.7 ........... .,2M8. 25
November ................................................ 1, 28". 41 4,233.7 7 ......
December ................................................ l,0S6.00........... 4,170.2S

Total............................................... I1 ,14.7 80, WOO.00 34, W1. 00
30,860.00

Profit .................................................. ............ ........... 7,50
Tax ................................................... ............ ............ 12',314.37

Losm before romuputitig otlco expeove, salaries, dues, etc................ ........... 4 58 3

Inllmy brief I have collected bl~aance sheets from these p it traders
showing just what thle effect of that is upon01 tile lives and fortunes of
these unfortunate men.

Gentlemen, I say that speculation is not always to he anlathema-
tized, I know I play an unpopular role when I stand before this coin-
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mittee and say a kind word for anything that even indirectly con-
corns an exchange, but, gentlemen, this thing, this kind of trading
has a stabilizing influence on the great grain markets of the United
States. Il tile debate in tie Senate all kinds of anathemas were
hurled. "Get rid of this kind of business." That was the cry in
1932 and 1934. T''here was not tuny fair discussion. I am never inter-
este(l in cohl figures that lie on (cold parchuments. I 111m1 interested in
the st InIIIding, staggering mass of human beings that are the victims
of cruel legislation.

Gentlemen, 1 (10 not, want to imo)Se on you, I only beg of you to
see that this great wrong is rightei.

I feel ill very resiectable company this morning when I quote from
one of the greatest, liberal leaders in all this worl, Justice Holmes.
Wlat di( lit' say alaoct speclulation in grain and thme Chicago Board
of Tradhe Ile said:

As ha a , i151reel, tMe il hnhtiff's 11lmber of colmerce Is, in it Ilirst place, a
great imrrkOt, where, through Its 1,5(XJ Iimemners, is transt-t'd it large part of
the grain and provision Imusi ness of the world. () course', In ai modern market
contracts are not confineded to sahit' for mtnediatet delivery. People will en-
dever to forecast tilt future, i(1 to mako lgreill'ltS' according to helir
pIropivey. j," viihiill11 (if this kind iby colmpetent men is Ihe self-nIt juslinlit
of society to tici' prbn'le. is value is well-known its 0 mli'iq (if nvohilig or
mItigating ena tsfrophem. ejiilIizing prices, and pI)rovling for periods of want.
It Is trite tillt th stl'eess of tle stronllg Induct's Iitation hy the weak, aimii that
Ili(' l0mjietent Im-r.sonns hrhg themselves to rulii by unldertakI:ng to sl'culate Iii
their turn. But h,gl.atures will courts generally iivea recognized that the
nlturnl evolution ci a i'comhplex society ml' to hi' totiiled 0lly with Ii very

IMI ut-hs ha c1i, aid thilt such course attellipt-t tt a remedy for tit' waste Incl-
dent to every social function 11s at simple prohllcition, and laws to stop its leing
are lirmfil wil vain.

Frankly, I (1o not relpresent the Chicago Board of Trade, I do not
rel)resent anybody wearing diadeilis. I represent a few of tho
unfortunate v'ictiis.

I said to the Secretary of Agriculture that this was not a tax, it
was a penalty. These men stand in the midst of that market, btiiing
and selling, stabilizing influences, and the result of their activities is
the enhancement of the price. And what is the reward I He receives
a lash and a kick.

I said to the Secretary of Agriculture that this kind of legislation
would bring a blush of shame to the cheeks of Attila the barbarian.

I am a lonely traveler along the way, gentlemen. I never had the
great privilege of appearing-before a great committee like this. I
talk to the common, average man on the streets. My great chief once
said that the man who cai judge of the things of life is not the man
who stands on the banks of life looking on ; it is the man who stands
in the midst of the melee of life, who knows the blows that are being
struck and the blood that is being drawn. It is by that man that I
wish my judgment to be guided.

The ordinary man in the .United States of America is just worried.
The sword of fear constantly h-ings over him, and, gentlemen, you
have the great responsibility oi striking the rock and releasing the
energies of the people of the United States. I know that if you will
be a little more tender in your treatment of these lonely mnen that
perhaps from their hearts will come influence that will bring out the
gushing waters of prosperity for the people.of the United States.
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They reduced the tax in the House from 3 cents to 1 cent, theu
they put a tax on scratch sales. It is like the rishmnan who said,
"They gave us a pair of pants, hut they cut the buttons off."

I venture to suggest that no human institution could have en.
dured so long and been so constantly availed of and relied upon by
the great agricultural and industrial interests of the Nation unless
it had abundantly justified its existence and rendered a service of
unqtiestionable value to the commerce of the country.

The day may come when the weather will be so effectively con-
trolled or unerringly predicted; when knowledge will be so uni-
versally andi instantaneously known around the %vorld; when the
iny ;terious cycles of fertility secreted in the bosom of the soil will
be solved and all the fluctuating factors of finance and industrial
prodlictivity that a ffect the capacity of man to consmne will be
unlder.tood; when the free wills of nuen will )e So thoroughly coi-
)rehenlded or so completely suppressed that the future will no Ionler
)o uncertain and prices no longer a matter of caprice, but sul)Jct

to exact and scientific and official prescription by society. But none
of us will see that day.

A stultifying chaos would afflict the business of the world were
there not s;ie focal mirror to reflect a crystalized image of all prices
factors everywhere, and soie )ivotal grout), honest enough and
courageous enough and prosperous enough to underwrite the in.
evitable vicissitudes of nature and the indefinite vagaries of man.
Such a groupl must be made u ) of intelligent, and diligent students
of all the facts or they will go l)roke. Their compensation is on a
contingent l)asis which puts tfliem constantly on their toes and those
of lesser industry or l)oorer judgment are perpetually weeded out.
Tho intelligence and the industry of those who succeed as well as
their courage and their capital ren(ler a service entitled to coilpen-
sation. They become the skilled and automatic funnels and filters
by which all facts are brought to bear promptly and accurately in
thie fixing of prices. They constitute the focus where knowledge
gathered elaborately and at great expense over a network of wires
reaching throughout the world and necessarily otherwise unavailable
to ainy individual farmner or manufacturer or trader is constantly
made available and instantly marshalled, assessed, and evaluated
by the composite opinion of experts who devote their lives and their
fortunes to this work. Even Government crop reports miist ho
analyzed and appraised, and it is well known that the price of
wheat is affected more year in and year out by production outside
the United States than in it.

Thus there constantly exists upon the board of trade the closest
possible approximation of true value at any given time.

The first rules governing trading in futures were passed by the
Chicago Board of Trade in 1865, Ti present highly organized
form of rules is a natural growth evolving through years of trial
and error. Few organizations on earth have more detailed and
drastic and rigorous rules. There is no room for the crook or the
shyster or the high-pressure salesman, or even for the diplomat. The
covenants of the Board of Trade are all open covenants, openly
arrived at in the full light of day in what used to be the freest
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competitive market in the world, It is obvious that it can serve its
high purpose only insofur as it is free, and all its complicated rules
are designed to promote that freedom.

But now the heavy thumb of government has pressed down upon
a vital spot in that freedom, the small trader. This tax (foes not
daunt the big long-term speculator or the occasional gambler. 11e
can take it in his stride, but it is the little fellow who is hit-tho
small operator who is constantly trading, His precarious profitss are
devoured1 by this deadly tax which he miist pay, win or lose, and it
throttles and tends to extinguish his willingiiess and his capacity
to bear1 the thousand little risks that are the lifeblood of the fairness,
the fluidity, and the freedoiii of the niarket plhlac.

This tax does harm till out of pIrol1ortiom to its usefilness as a
producer of revenue, because it touches a (ellicate anti vital sl)ot. in
lie) process of distribution. A ma in c (lI'. to be lashed on the

back or even to have a quantity of 1)lood drawn from his body Iald
still go on working, but put a cinder in his eye or the slightest pres.
sure On his brain and lie becomes powerless to function. The group
of little men operating 1pon tile hoard of trade is a alert 1111and
multiplex will, incessantly enigaged in registering instantly the com,
posito jui(l iplit of society on prices. Iiisofair as their services are
discouraged or rel)ressed, -the liquidity and the stability of the price
structure is undermined.

But evll more iimiotant find vital than the board of trade's finc-
tions as a focal mirror of price factors and a promoter of price sta-
bility is its funct ion is ai insurer against future price changes.

T here is no Lloy(s of London to insure the processor of wheat
against future fluctuations in its value, excel)t as to restricted groups
find under. very limited cireunistanfces; and even if there were such an
insurance available, its l)reiiulmn would be prohibitive. Hedging on
the board of trade is the ancient and recognized and universal sub.
stitute for such insurance. Other types of insurance are not taxed;
why should this type be I

A price hazard is automatically created the moment a crop is
planted. Hedging insures the voyage of the crop from the farmer
who produces it to the miller who griids it. Bnks can and will loan
more on wheat when its true market price is available and liquid and
steady. It is estimated that about 60 percent of farmers hedge at one
time or another upon the board of tiade, and practically 100 percent
of the middlemen between the farmer and the baker hedge upon the
board of trade, Even though a farmer never hedges, he benefits of
course, by being able to know the fair price at any moment. When
a miller, for example takes an order for flour, he buys a hedge of
wheat upon the boarA of trade. Then if a drought in Argentina
should put up the price of wheat, the speculator takes the loss,, and
the dealer or miller is protected even though wheat may double in
price. When a miller can thus hedge, less capital is required in his
business and therefore his costs are lower. This saving has long since
beon passed on by virtue of keen competition to the benefit of the
farmer on the one hand and the consumer on the other. It Is clear

'that the ability to insure a house against fire makes the house a more
valuable asset and yet makes the rent cheimer.



The risk of destruction by fire would depres.s tile value of the house
and inflate the rent that the owner would I e obliged to demand if he
were his own insurer or ran the risk of it disastrous loss by virtue of
his ownership of the house. Hedging enables the miller to pay more
to the farmer for wheat and to charge less to the consumer for flour.
The )oard of trade, therefore, constitutes a price-iusurance . agency,
and nto other form of insurance has ever been evolved that is nearly
so cheal) or so practicable. Other systems of moving grain have been
tried in Winnipeg, but the cojiclusijl was char that no other method
now known returns to the farmer such a high percentage of the price
paid by worll mllarkets. h'llre is no simihr tax in Canada or il
Amisterdam or Livei'pool or the Argenthie,, and thiis this tax uits
American farmers at i (lisalvalitage agailist t hose with whom they
must compete for the world market. It, is a tax that tends either to
hamper the freedom and eflicietcy of the fmnctioning of the exchange
or to raise the price of bread to" the comsuunrr or to lower the price
of wheat to the farmer. It. probably (lot9 all three. It is, in any event
inevitably a tax on a foodtu0ff levied on its passage from the'tiel of
the farmer to the table of the consumer.

In Lloyd's of London a large group divide among many the
infinite variety of hazards that attend human transactions, thus
facilitating commerce and making plossiblo the initiation of far-
fing projects so adventurous as to terrify the boldest investor, and
yet frequently so vitalizing and so salutary that they are the very
stuff and essence of business progress. Tlhe board of trade is an
institution of similarly great social and economic value. Just as
the Gulf Stream washes the shores of far-away continents anti
tompler their wintry wins with the warmth gathered under )lazing
tropic suns, so the stream of liquidity and price asquraie that rises
ill) out of the blazing light almid highly informed rivalry, tie hot
excitement and seeming chaos of the trailer's pit, carries to far-away
farnmrs and factories and mills a beneficent security against the
havoc and disaster of violent and unpredictable revolutions in value.
This institution cannot exist without a large and vigorous and toler-
ably prosperous group of speculators willing and able to take the
risks involved and this institution cannot be destroyed without
immeasurable disasterr to the agriculture and commerce of the Nation.

Gentlemen, I have Mr. Ryan here. lie wishes to present a state-
ment. I do not want to take up'your time any further.

(The brief submitted by Mr. Tumulty is as follows:)

MCMORANDUM IN S UI'ORT OV Til~ lRinrArL OF TIMS TAX ON SALEN OF COMII)ITY
FUTURr:S, BY Jo.5P1 P. TUmUtTY, AIroNxvY FoR COMMITPHEI IIEPJ11M8NTInO
TIr FimO0i TIADIIS OF TlM CHhICAGO BOARD OF' TRAI

It is hoped that the Finance Committee will give Its approval to tie elinhlna-
tion of the 3-cent tax on the sales of commodity futures. From the books of a
floor trader In Chicago, may I give at the onset a most glaring example of the
Injustice of this tax:

Clearing members handling dally trades for 10 floor traders active in all pits;
employs 4 clerks.

Tax payments and clearing corporation results for the crop year 193T.
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Cletauing corporation
Tax palol-

P'AY Collects

Jul y......................... V.64 7.21 ......... $19,01& 75
Auguast ........................ 3, IAS WD 01.I 606 23 .........

sepen wr ................................ 01 I W ....... 9J,-753. 73
O c to............................ 1,29.i,57 ......... S, 2XA 25

No y t mi.......................... 1,~. 24 41 4,2-k1 73 .......
.................i ........... 1, Um. c0 ......... 4. iMO 23

Tl... t..................... 12514.37 A MA W0 381 s00

Profit -- -- -- -- --- 7, 1115.)00
--------- - 12514.37

Loss before ('oiipitlitg otilee expenises, sala rlesi, dlii's, 04i ---- 4. 569). 37
Seittot' Smloot, lii 10:12. revomtnnidv'i lie 'l lin ilit f oll of tliis tlill the

liiii Comm('lllltit tee, preid over by Sviiiitor Hilarrisoni fit 19)34, recommiienidedI
tile ntdiuetioii oif thle to x to I ('('lit. Whiein lilt, re(ltliimellittlo ofii Mt at tor

Thle stli eiit maIlide lit my lirb l( sin t thle lieo ring before the Ways tand
3Mv'ul Ci (omitiiltee t hitt pi'eJtudlle 11111 sliot it fir Ittoiislidera'it n of fills ta f (10111-
iii 1(A thue isttisili both IIItitlie Svi'ils' 111i1d the Hllsw Is Coiilud by I li
reply of Rtepresenttivhe Oliver of New York to it siiggesteid iileiiei-it. of it
,15-i'eiat tax. (See Cojigresstilil Rlecord, T72d ('oil., 1st sess., vol. 75i, lit. 7, p).
7221).)

Here are initestiiig exverptsi front the speelieki of llspt'i'viitativo Oliver antd
Rep'tresentattive Hart, of Mk'eliigaii, its follows:

"Mlr. Oi.i'it of New Yolk. Air. Chiiirmaniu, I aml oppo~iseid to tlie iiittitlitteit.
I do not bleve we should vote llt r'evenge' or lit retltttili In the fultter of
titxittloii. New Yot'k Is not hieire to destroy any13bodiy. We wei'e buIlt by Amteri'ca.
We teati ourselves; down If we Injutre aiiy part of tfile countryy.

"I shalt int vote it Itix ats a Ipeltillty or uts it rettllintof3' litittiroi. Thle
tIt~lei'tlmelit prtoposinig Ill) llt(renisd (fix oit the trade lit v'iiiititlles Is; uilsomitu."

Thea ulagin there appea~irs Ili the Rlecord a speech 113' Mr. Hairt dunllcing
thie retaliatory characterer of thle legislattion:

"Mr. 11Amf'. Ai~r. (Tiilriini aid nmemitbers of the commaittee, I not only represent
til agirl'utritml dIstriet, butt I ant perhlp thie largest grower of wvheat lit Illy

district. fit atdditioni to Iliat I have hatd ,W years' experience lil tile maurk'etitg
of gt'int I dlo not ilen it (iiite exeliaiige, but marketing cash grtuiii. I ,uty to
y'ou thait thle grait exchanges ti'e as liect-isary to trade asi the lifeblood of an
Individuatl Ili to his welfare. The'y cannot operate withiotut It."

Ii lit Sentiiet dpell les Iii 1)2 and 1934, naicelt was utudo of the0 point thlat
after tile Imposition of the 5'L'eit tax, reveitnes lit the Illinois district Intcreatsedl
fromt $5I50,M0) In 11)32 to $2,210,M) ii 1933, andti to $4,0t000 Iii 14. Thle
very business attiospliere of 13-34, which was the boom period, following
tlie Rlooseve'lt election, gives (huo exInalttn for this litteretise Ilt revenues by
reason of tills tax Itt 19:33 all 10341. During tis period we had ltie devaluation

oif tile dollatr, which brought wvithi It, am a necessary accoinpilittent, the threat of
JIntlaion,, wlidhi threat evononists agree drove hpeopie onto thei various markets
to aultitre i'ottiiodit'Rn and ejutiltles whicht It was felt wvoi show tlte greatest
tilt'rceilt lit It ie11. III aitionlil, dIiting those 2 years, thlure wias t10 liqiti.
datloit of tile Fatrm Iloard's large hiolidings of wheat which had hatng, hike
Damtocles' sworil over the niarket. During titlime tile Goverinment agrees
were enigaged lin lttelillg to liv prices higher than tile world level, ITedg.
lug." "splreatdinig," and "scratcht sales"' are not thle devices of diabollcal minds
"Ill th lilpt" to ciiteli tile utnwar'y. They tire tle neeessttt'3 in.strtimlelltnlltles
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Invoked to preserve stability and li(uldlity in the market, Otto has only to
coisler what would hua ppen if ever hedging were deutlared unlawful and
traders were not allowed to maintain hedglIg positions. Ex.Secretary Wallace,
lit his letter to senator Norris In 112-1, aptly described "hedghig" as a form of
Insitlrlile.

Iledging striltpe(d of tile llen, sinister Iplilcations hurled at it Is a utere
coiilierbalticitg sale or itreliase of Oto coiulltlodity by illillng a pltrchlno or
biale of tiltot her. Aiiswerlng tile iuestioni of "'What woild itapjten If over night
'hedghig' hull be declred Illegal," a miller or inerchant deprived of ilte price
lism-i irt icte a fforded by hctgi ig wtuld iii self defi.ts havlie to % wliln hi Is Iroilt
item to protect himntself frtmn a decline lit the market or a1 rmsh of Stpplies
greater ttait (te Itninedlate detainlds. At tle presell tie, pttrchtses of c'asl
grain ly it iilletr or nierchtmit all be hedged on I t ('hicatgo flftilt Ir 11t iket lit
115 ceits. Without that t utrket, cautht vonll ifettte it prie of probably
M) v(it is a bushel, witi it ciiscI'ltito t loss to fiht farmer lit hIs )rice.

Secretary Vit ilt.e, referring Io legislative attempts to abolish tradinllg in
futures salts said, "such legislatlon would .1tb.4tttithlly Imptair, it it would itot
actually destroy Iie vahuble hedging facility which Is furnishted by the market-
Ig of vttsl itiiittbeis of contracts oil atd Ihrough tte xeltges In which

deilverios are contempnpated .ether than actually assured."
lit chapter X of Professor Cherligton's book, The il'hemlents of Markethig (The

MatMllhtn Co., 11)21 ), the author, in dIsclssing the question of Intisratice against
unusnial coninterclal hazards which cannot be Insured agaliist through Insurance
companies because of the high cost of such Insurance, devotees several pages to
it dlscusslon of the use of future trading by means of future contracts its a
device for Isuring ngalimt hazards caused by price Iluctuations. In this con-
nection lie states (pp. 118-125, Inclusive):
"The purchased iand sale of future contracts has been subjected to much crit.

clsn| because of certain speculative abuses which someties accompany It.
Tile producers of agricultural products lit particular have sometlnes suffered
front these abuses because of their general Inability or dlsinchinatlon to study
or master the principles of market Illetuatlolis. Much has been written about
the question whether speculative trading of this kind does or does not nmterlially
affect price levels. On the whole It seems to be demonstrated that except It
times of abnormal shortage or In rare cases of deliberate 'rigging' of the market
by large operators who create real or arliliclul corners the effect of future
trading Is rather wholesome than otherwise. It tends In normal conditions to
make the market more even. It serves to Iron out seasonal fluctuatIOlis, and to
make the open-mtirket price tit any one tie reflect world conditlois utoro
tiecurately than would be possible In a spot market alone. But perias more
Important than any of these effects Is the opportunity which future trading
gives for securing at i low price practically completed assumption of speculative
risks by in1is of the 'hedge.'"

Speaking of wheat, Professor Cherington says:
"Wheat Is in many respects tie best example of a commodity sold the world

over lit highly organized markets where spot and future transactions atre
carried ont side by side and with beneficial effects on both. A miller, or a
wheat merchant, need never speculate hi his wheat purchases and sales, 110
can always Insure his mill profit or his merchant profit by means ofa hedge
as securely as lie could by Inisurance, and this ('an he done at ii trifling cost."

An Interesting excerpt fromi a pamphlet etititlld "Searle Orailn Company,
ltd.," dated Wednesday, anitary 10, 11)38, dliscsses the value of cominodity
(xchanges and the systems of future marketIng. It Is as follows:

"During the course of Its long life many criticisms have been made of the
exchange and tile system of futures marketing. No less than seventeen tornmal
Inquiries have been made but so far every Commission ias remarked upon the
Important services to the producers performed bly tile exchange.

"Students of grain marketing unannmously ngree that no product in the world
Is hantdld. processed, and marketed with such a small spread between pro.
ineer ntd consumer ans are the grains bought and sold oft tile open futtures
market through the faellillem provided hy the exchange "

The report of the Canndian Commission to Inilre into tradii g In grain
futures, presided over by Sir Josliah Stamp, contnlis the followlt.:

"Prire fl'tuaiionR.--The general effect of faiture trading oil pr'e flitetna.
lions is to 'put oil brake.' Instead of prices falllng violently, tile fall is
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cushioned; It comes gradually li a series of small steps. Or conversely, li-
stead of prices rising rapidly, the riso Is stepped up gradually. 'ihe total effect
Is that the market range-the spread between high an( low trices-As reduced.
Thus under future trading the daily, weekly, monthly, and yearly ranges in
price are bniller than these ranges, would be without future tradhig. (A
careful study of the graphs will clearly show the truth of this statementt)

"Does Mhort selling depress prlccst-An opinion held by nity is that the
sellig of a large volume of wheat for future delivery by the spelhitorl-

I. e., wheat contracts when ie does not have tile real wiheat- his the ,ffcet
of depressing prices. thort selling, Its this process Is called, iH itlilged hi by
the speultititor who thhiks plcrie are too high idIDD{ Dire now ready to aill.
Theil short seller, lit orler to iako anly liolt lt till fronit chaitlge hi price,
1m8t of course iy back (lie contracts at it lower price. Thit Is, it, becomes

it buyer to the sam extent thnt l he lii beti it seller. Evidenily, Iterefore,
his total effect on tlie mal rket Is not to depress prlte.s. It takes somte deeper
4'1ll18c thu11i 'Short selling' to ilepress prices for iny length of time or to anly
perceptible extent'" (p. 14).

"We took general evideiee from two lien of lotg experience lit Wlnlipeg
exteninig over iay yearts before 1911 and after, lind we obtabiIned ihl r lin-
l)resslonii hi general ternis. Onto of them said that after the hitroduelon of tite
futires market the faritter got an absolutely better price because tile player
previotisly always rceillred a tntirgin of 10 cents to 15 ceits a bushel which
never givO tin 'Dlnreasotiable profit,' whereas afterwards fie ever expected to
iake miore thit it aceit aitd a half. The other witItess, is an 'ollthner.,
agreed with lthe above and was also emphatic that a better price to the firimlers
resulted from hedging." (pp. 14-15).

"iFINAL SUMMABY

"All the foregoing may seem very Involved aid elaborate to tile man i the
streets who likes a plain 'yes' or 'no' to what seems to him 'it plain qutestit.

"Unfortunately, however, io short statement on it econoi initir is ever
strictly aid absolutely trite, anitd this very tiatural desire for a plain answer cait
only be taet by statements which are true generally, but leave room for thn8
and eases where qutalifleations are essential.

"ilowever, i brief, our answer to the question sutbinitted Is that In addition
to tite ieneflit reflected to the producer i furiilhing ia systeit of Inisutraince for
tlto handling of hlil grain, and li providing an ever-ready and eonvenieit Ineaiis
for marketing tile same. futires trading, evei with Its dlsiidvatiige,4 of liuner-
ois mnor price luetuatlons, Is of distinct benellt to the producer lit tihe trice
which lie receives" (p. 72).

Attention Is called to the fact that the further destrtetilon by ttnjust taxation
of title traders grotip will ruin tlie liquidity of the farmers' ittarket, Most
iarketitig students will agree tltat this group' h elliation would resilIt In

considerable reduction in tle average price of wheat and corin. Figured it only
1 cent per bushel this wouhl result In over $30,000,0 loss to the Nath it'
farmers, which is many times the tax collected. It would probably be of 8utl-
dlent proportions to mtake itecessary some kind of Federal subsidy. The prolto.
nents of placing this transactional tax upon trading state that the revenue to
the Governtent Is unimiportant. Tle farmer's market Is Important inl the
Department of Agriculture says titll tax Is a bltrdlen on tite itten responsible for
furnishing a market to the farmer. Canada placed a similar tax ott their
market atid after 1 year canceled It and refunded all the money collected.
Today because of this tax and other restrictions and the effect of both on the
market, foreign buying which ttsed to come Into American ntarkets Is ntow
placed in Winnipeg. It Is difficult to determine the loss to Americtn iterchlants
aind Industry iidil to the governmentt Itself oc'isloitd) by the bulidiig ilt of
a cotmpetihg nation at tte expeise of oir own people; that Winlipeg May wheat
Is selling 81 cents over Clilcago Is very sigilfleant.

The terms "speculative ganibling" was rather loosely used In l te Senate and
fOllose dleiate where efforts were made to "end the deep agony" of this tax. Of
course, In 1034t, the thunder of debate lit the Senate permitted ito fair apitraigal
of the value of orderly buying and selling of grain, commonly known as tradlitg
li futureO. It wotld seem from tle itttncks made that tiis forms of tradliit wav
the devil's device to outwit the purchasers of all coiimoditles. The crltlcs of
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grain exciut ige lid forgotten that traialg lit grin t futures hll its iticepittl
dutrinig thle Civil War. At thint critical time lit ot. Nut lon's lift' (te (lovt'riict
wvniufcd to erase aill dlouht its to dt'filiitte 8supp4Clieat certain fturV da tiU, a al~d
thius thle (overiuiieitt Itself hegim zuaki ig vontit cts for tnitre delivery of graIn.

''Moelauits,' ias Mr. 'l'ioinia' Y. Wicklitimi, vice ptresiden'ut of tilie ('licngo
Board of Trade, sillhi, "with wveks aid unotit hm i which to pirovide fori their
con tracts, eat tritI thIem imore reaitIly tha a the~y la11d dii reid to (1o ftor I in IIiti te
delivery. 'lThest, were tile first shot~ sikIts oi d tintis uiro.i' flit-' iractive (of sAin rt
still zig. Interior iiiercliu ts qultckly took Ik(lva ItJige ot t ile 41itfItrt i iil tim sell
for ft it' delivery gnu ii Ot aIwits not iii iii Itihie for itiltuvielt I v delivery. These~
were ft- ierl sf edg izg mi les amid t has itrose ft, praticeii of hedigig.''

Does this form of hayliig an ml et ing comtiodilI is add14 to) til' cost of tile 4,0t11
moility ? T1'lie iiiswen Is fouiid Ili the (i folowing from f lit- spt'evl of Mr. Wickhanm:

"It is1 at IrOMd sltteutiviItf, but at tue out', that nto othe liii cottd I y Is ills.
trihutted tit No lifttIe cost as grilt. Thei fit rater. receives at loirger sItu re of tile
dollii r tilie UtitIStitiii'i ptays for gralint I ii dot, 4 thle prodticer of aniy oftler ciomi
Moifyli3. I lit Il, i' lis Soit Iv hu'i ttisf t i11roly to flit it. out I t'll it iti14 to
spctiliilu Ini fitiure cotacts. Th'lrough thlast' cant titits filt' miller laIity el litl-
nate till risk of itrici', ive i a' lieiliust' of suchl touit ra cis he li'in tst buyv ill vota*.
ip' t ionl with flit' highe-st bildtltr lIt the world. %till in fthis vonuct tlimit oiily fit',
spuccilitfor Is willing to ju rcha si lint iiat t titto less ltifit t supp~tlies lii flit-
future. Withliut 1111 lii te liii vest imttrkt't must litoeoi' it gI it ii tliilth cotw
atituti tig htIITI'n WiUldilelter bids fto grint v rsk intl llnt iftil sipjtlii's.'

Tit xit Itli Is ttrdliturily itised ot ability fit) paty, a itd thlis Is th on' tly fit wie
ktiow that Iginores ft Is reOlIt I oislil p. 81itee It Is ilevititIilitg it grotip of iii riest
cit izits, destrotying it fit riner's 11111rket mitd reditiltig I the'r h'iiemt, ilivinlg t rat'

lFcdt'ral revenue we, ftink it would lie ettlisirltilv'e ito 'iiI el lint ilt fill,.hi
iiutJtIst 11I)iuOsi fit it.

No tim t titt l flit' en Ibe nBook 11lilr letft'r mtenitionied lit fthIs lmnit'f wit hioit
gut ilug tilie filjru'ssfli thft her' Is filit out t illa -Inzg iof a it 11'st lit'ii rt wlitu4e little
huitlutiss waIs thief li011 otf 11t. hisuf gettus pict' itf lt'glsti vi' lt'girtltina lit. Out'
1s goltig fitr iifield to cliiiniteeize tIs foriti ot 'tf ictti by cit I huig It ii gt~erin-
invit'il tW. It Is not itfitx. It Is th( hsitft'rest Wilit of it pe'uilt: at sort itt
reprtisatl tha li no t onily ftaxe's flit' htuty bttt titkes ft'e very fitah anil Nittl tif it
mtti an treats hIn ra It'r its t mlive thim its it cit Izen.

Tiltls tax was4 first Imposed as. nit emergeticy war ineasture lIn fit'- titys of flilt,
8paiuish-Autit'n War. Mlice fthat time thils iiirt icutiir tax hats fretquet'ily
bteent availed of bty flue Unttied Statfes Cotigres t Itis eiilt'avtur to protvide
revenuit.

lit 1132, after a full lit'irinig, the Committee otn Finatice of thle 84etutite re-
atorft'd its follows (see Itept. No. 60J~):

"Ctler the House bill the stamt tx ont sales of p~rodtice for future delivery,
lixiseil by3 sittlvisiotn -1 of mieult((t A otf title Vill of flue hlevelut e At of
19210, i4 lIcrease'd froi I cen'it to 5 cets. Yotir comittee hit14 StrIckenl olit
of the lu hll fthe ptropotsedt Increase."

A r'elotut of Senaitor Iltirrisout, of flip Committee ott Pit ce, March 28, 10)34,
('(titiiitict the( following (ilept. No. 5M) :)

"Tlhe' tutx on produced fttutres itid hie reduced fromt the presentt raft' itf 5
('eltm pe'r $100 to ft'e oldl rate of 1 cont per $100. (Hue Nee. 011.) Thei ptresenit
high rate of fax Is dletrimnttal to the establishmetit otf a stiable maitrket ptrice
for produce."

Thle lust exptression iof oplilu In thle matter of this tax ('little frotmttflt
PIttance Comituttfee of tile Selitt toIn 10t32 whOO recoindiited INts fil elimi-
1tit I n md flit'. opinion oft thle Fltintico Cottite ie Iit 19)34 recotiutiiatig it
redultott of flie fax front : coita to 1 ceitt. Anid fti'se opilotu were expuresse'd
bty thttse two great cotulltttutf's of thle 'Relate 01113 after' exti'iiive Ilearig btt'ore
thlese comintltftt' covering fMtIN subject.

During thle t'4euate ulehatem lIt 1M2-34. wbenot thIs matter wias consideredl, tlip
liitefo wu ias freqIieoutly atsked by3 tite oppo)SItlon oSenaftrs: Wily litti t iflt

view's of fit(- Agrienilttire Dieparftment been soulght? Indeed, If filt revt'ttu of
filt lie rIngs btefotre thle Jmlintice COjitril te werent' tc'ssilet to the 81t'i1t1 eit
flint filo they' would have disclosed tlle fit' flizit several commnittees of ('tigresa
id flue former Si'tretary of Agrleiiturp, Mir. Wallace. father of flit' pretsetf

Svernefary, hind 014)05001 legislatin Mait sotiglit to ithtiulih commdityll3 t'xclailgts.
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III tit. liviliigs before the ('otiiite o Finan11ce, Unilted States Beoalte, on

11. It, 783.i, Marc~h 12 toi 15, 1921., there iijlo*trs the following ?itltilieit of the(
former ZSerelary Wilae:

PkJaimctld .NT or AiticuimumE
1i'asheiOnhjo, 1). V'., Janl1 uary 435,I!?.

Jiuti. (J. Wi. NouWid,
Cha~girmn, Comin i ttev on Agriculture uuiit lorcdtry,

f/nithd NHats INtniutc.
1W)kt~ S*NAriton Noiun DtrI tig flt- past 51)o yen rs im y IN hav lntt tistoti-

dd it nC migr's.-i wh'ic 1(1 viti(I proii it I liv mo ie or ju clnist of ctrcts r! (or
lie fltut del iver) of gri Ii or cot ton it jiroiltl ig for fltn ottil delivery

thiervof. Nom-t of thlose- iiitist Ic bll s ipassed, li(9nise eoidtitIly C'u gress. rvolcil
tlte coiitcllisb in lint Mit legilint i %oil siilstantiliI ly Iinpatir. If It would int

ociviiaIly desitriy, f lii't, Itto tile lvdgig fincili ty wlhi Is fit rilshiieil by t le inakidtig
of vaist ittititheti of touit icts oni and fiiIliii t lii exchli:ties fin whichl ileliverlcs
liv e viiiilviplot ed rnitlier. thu111 octilIlly ii s.i roil. Ill rejuctI hg thlii' Ili 1k It seems
thaiit C congress wisely refitseil to deprive i lie prinitcels4, the tiircil s, wi tuliii'
oto nit1fiict iirr (ofi uthelse far pr ioditet a of tie( l iciatlt of tis itisurai tce aiga ist
piceit fluctuations * 0 0

1 i1ti1 cotivititeil I1lii1t thle i1:41i I'll 1ice facility I is of groiuit viim weil il Is largely
4IeuIRIdeIit (Or Its eXIStenlce$ tIlst jimblic slwcnil I loit lin gnulii il l cotbit coti ols.
ai tiillhis lodiging prIvi vege shlilit not1 lie ilst oyed o11111 thuItis I inbst r-les tIm!d
sointe better wny toixt nsue t hemiselve teaigaiIist irie fluchiton s.

Hlorerehly Yours,

hat I Iln're Is iteed thlit solio i'xcl ige i Itui lm IIle i Ill 1izod forl Ihle sale.
got vtt ait nitd grit n ii fitt tiresion mrket a wiix iick iiilged biy exlk'rts iiillai nig
lit thbe beorltig onl tie( ('ott (ii Filit tres Act, Senat e omiittee ont Agri&timt ut, 1t~tl.

"Peirhaptls th lit iron of these t rint on ts atnd t it% Iievesslty for thiir great
mioir In thle iiggnegiite as ciopa red wlt I the size of te croplit ti lower mottre
foirclibly lltst roled thiitt by Mr. Sidney Y. W~est. it proiiiii ctitoi iierilioiit of
iltt le Itoek, Ark., lii a ppeaintg before flit-' ('otnittee oit .Agrietiltutre id i Foirest ry

of tilie Heilitte Inl tile Hlxty-Su'ventli (Congiess. Tlhle i'iiitilttee hadi tinder vowi
silderitiolt uf f i ill )1, .4. 3I), to prevent thle stil, of cot I ot aind grli Ili ntu~ro
nuirkelts, known ts flit, ('ariWiiy bill, m il Mi. West. Iii I lit' cotirse of lis tt'st I-
Ilony Ill defense of t he eXehit ogVH (It). 43), s41o li

'W ~oe tire itt tokeild tiliutit thlis 1tM,(N),M)~ bles trnoulvil Inli elo nily 10,W)OAK~)o
bltlo are nolsed. You lake thle mtuter of tire intiinii ht' o that illoe titiinluer of
biiles 1111il youl will fliul It relatively about flit' sammi mnler tsim t'e itx~x,oi~
tiileu the'y auje'ik of bt'liig tritlIii oii flit, fture t'x('tliingts, bveotisoe very titme
I move0 ia bale of eattoti fromt ont' wiarehouse to aiiotht'r---iujy it, for Itistattee-
when It Is iiiivedl out of the wiuri'hottsu, thatt Inisuiraiice pudlevy is ettiteleil mut,
andl when It gilts to) iiiy warehotta ity ~lmely covers It. On boiling imoved, wht'ii
It gets to tile depot, tlly iily Isu veuuosiil otit, moid anthter oine takes efft'et whei
it getulbi tIlt'li railroad. Then't when It iirrives tit thie coimphress tit Little Rock
flit' rilrhod policy Is canceled outitid another plicly iikes effect tit Little' Ittwk.
T1'lt whkeit I sell that vottoti, It it goovs oiltthe1 ral rood igilti, I en miel Itly LiJt lpt
Reerk Insutrance, mid another piollcy takes It ilt, andu tso out :ttind it Iuu carriedl
rljh -l trough. Each hwale Is Inutred onl ii average sigaitlt firte tilotit six differ-
enlt Ihints. Th'len, tire 1t),(0AN) bales of vottion andi (kA),M)t~ balet InsturedI
agaist fire.'"1

Itefereiie Is miadte also to tlie Report of thip Counissioie of Corpouratlons
(Iloc No. (MI), 00ithi ('og., 1st seas.) oil paige NXltO Itevont' Act of 1141, lienrlings
before tile Comninttec, oi Flilitint, Unitetd $tvt' $ttnte, ott 11. It. 783i:

lImgortiii oif piuilI/ 'i1,octaitiri jtitii-Wle iedging t roattit'Ions oire
I lois it ve'ry litiport not fet'attrt' of fuiture dilol tugs inl vot hut, they colilIttilt' oily
it hauorI it of such lialliigs. lit aitllbi to ittiiig olil'rit tons, t hereu itre. fisi
1t1hteody st111ted, it %at otinitu1er of purely ahtctilit tlye trotiaitions. Stich mapeul-
hittlvi' opera t ots lhave tre(imitlly Iluteli ceonmiied bty il filit' cottlon grower
mnd flt, eitrchaintt atnd alIso by te splutter, ott flte groutid tHat they pootsly
lot urfer' with their litishlss. It Is nt iteiidedl it thlis retrt to' enler Itti
it g'tieriil discussiton of thle uterIm sor evils oft slivi'iiatlon. It Itity, however, lit
Slated tili t It IN thei 1ntol-1 Ittisluiess of slieulators. as a class. lto ont lr'lptt'
(10ililous which moay ofeet flii- price of a1 vouilodiity, ani tot briic illiltt a
icuditiit tit fthle 1111t' to miel cotuilions.

IN 0 1110 0
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"Tile Justification of speculation is that It performs an actual service to trade.
The fucilitation of hedging in part Illustrates the service which purely spect -
lative operations can thus render, In order that such service be properly ren-
dered, however, it Is Imperative that speculative operations deal with cotid.
tilts arising as the result of natural causes. If, istcad, speculation Is con-
cerned with artiliclal and arbitrarily created conditions which tend to compli-
vate the Interpretation of natural conditions, Its proper function becomes
per cert ed."

Here we have from the legllative branch and front a member of the Cabinet
a frank statement of oppositiolt to legislation seeking to abolish trading on
exchange which would, III secretary Wallace's own words lit 19P24, "ubstan-
tially impair, If it would not actually destroy, the valuable hedging facility
which Is furnished by tile making of the vast number of contracts oil and through
the exchanges; in which deliveries aru contemplated rather than actually as-
strd," Seeretary Wallace slid that i rejecting these bills It seemed that
Congrca wisely refused to deprive tie iproduck.rs, tile merchants, and the n'anu-
facturers of these farm products of the benefit of this Insurance against price
Iluctuat ia.

A committee of the House, in discussing the abolition of cotton exchanges,
said :

"Any legislation, therefore, which ellminates front the cotton trade the ele-
ment of hegleinmate s.peculatlon and legitlnmte sleuilators must, In tile oldiion
of the committee, result disastrously to the producer, especially at that steason
of the year wheat the bulk of tile crop Is imoving from hin into the channels of
commerce. Cotton exchanges properly regulated i their operations in that
they afford opportunit les for legitimauto sikeculttion, inaty he inatle to be of real
benefit to faiiers, irchults, and spimner . The egitlitisite speculttor, Ol-rtt-
Itg through the vxchollges, In lite only buffer statdig betw,,cen lihe helpless pro-
dtueer nud the powerful buyer of his pro(lut. It Is the pretence Il the future
market for cotton of ti1s elas4 that Is always ready to buy and to deliver lit
the market price that has served to relieve tie trade of tile risk of violently
fluctuainting viihes" (hen ring before the (ollllilt t 'e on1 FHluanute1, ). 69i).

The attacks tilmoi this kind of tradig on the exehaltnges were answuered by
Mr. Jstt- 1Iolnties in an opinion by hnll (10 IT. 8, 236l) iln the case of J1nod
of Trade of the Vity of Chfcapo v. Christi,' (Irain and Stock (o., wherein Jis-
tice llolnines sail

"As has appeared, the philinttits chamber of commerce Is, il tie first place, It
great nuarket, where, through Its 1,8(X) Ilnleniher., 1 trnn. cated a large mIart
of the grain n(I provision business of the world. Of course, li a modern
market, contracts are not conifined to SaleR for imtediate d(i livery. People
will endeavor to forecast the futInre, ald to matke ngreements aeording
to their prophecy. H'cuilatlon of this kind by competent men is the Pelf-
adjstmtent of society to the probable, Its value is well known n a mansn of
avoiding or rnitgating catastrophes, equalizing prices, and proviliug for lsriods
of want, It Is true that the slLccess of the strong induces imitation by tile
wenk, and that Incompetent person s ring themselves to ruin by ilntlertakilg
to speculate iln their turn. luit legislatures and courts generally have recog-
mti7d that tie natural evolutions of a ('otlplex society are to be touched otly
with a very cautious hand, and that such coarse attempts at a remedy for the
waste Incident to every soclal function as a silmple prolhitloi and lws to
stop its being are harmful nnd vain. This court has upheld sales of stock for
future delivery and the substitution of parties, provided for by the rules of
the Chicago stock exchanges. ' * * The contracts made iln the pits are
i.ontraets between itcmnmers. We must suppose that, from the beginning as
now, If a member had a contract with another member to boy a certain amount
of w'eat tt a certain time, and another to sell the saute amount At tle ganme
time, It would be deemed necessary to exehango warehouse receipts."We mut suppose that, then a now, a settlement would be made by tite
piynent of differences, after the analogy of a clearing house, This naturally
would tako place no less that the contracts were made in good faith for actual
delivery, shlce the result of aet *Ul delivery would h to leave the parties Just
where they were before 0 0 0. The fact that contracts are satislfed In this
way by set-off and lthe payment of differences detracts In no degree from the
good faith of the pmrties, and If the plrtlen know when they make such contract
that they are very likely to have n chance to satisfy them in that way, ad
Intend to make use of It, that fact is perfectly consistent with a Serious busine
purpose and an Intent that the contract shall mean what It says * * *
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(p. 240). It Is nlone the less a serious busie~s contract for a legitimate and
uiseful purpose that It may be offset before tile littl of uieiivery lio case (fell%*-
cry should not be needeii or de.sired 0 * 0. It Beems to uts til extraordinary
and untlikely proposition that the dealings which give Its character to tlie great
inarkt for future sales tin this country tire to be rcgrdedl as mecre wagers or
as5 'plretend~edi' buying or selling, without any Intentionl of rceilviag anld paying
for the property bought ,or of delivering the property sold, within the Inieliig
Of thle Ilitl act * * $. The sales it) the pits tire not pretended, but, 11s
we haive Haid, fire 1uleallt anld supposed to be bin1dinig. A set+oll is, III legul
effede, at delivery."

If It Is thie purpose of tax legislation to pirocure revenue and not1 to Inject
fIto tax legislation socological reforms thamt tieek to destroy iegitiniiite Indus.
try, then attentitoll 1 clled to thle alarmlinlg results of this iegi'4ut ion., Tile
,effect of tile tllx onl particular type~s of operations, siuchi as hedgingI an~d spread.
Ing), wihicih are eisenlt to tile suessfulI operation of thimirket tug illuchillery,
Is demnlstraly had11. Tio take only a few of m111113 Specific examples1 available:
A, wh til tile palst has1 beenl it very act ive' an d explert trladier, and11 (urig Auigust
and Septemiber of flis year wats pzirttkidariy fletl'se WL "iltI.'lliig," t1i1lliletli 11
4verywllere aick now led ged to he Ajliportant to tie lleigigt(M~ie, had1( it gro?4s profit
for 2 mlontls of alpproximlately $*I,() and11 is tax was $2otA). Conlsequentliy,
bie has quit "sptcadIng.''.,-Anotiler firm of iIportan~t expert tvrtiers ilad, over
a pvriodl of 2 alolntilli, ft growl profit of $1~,3 1511, lfter dedtltlig 1 xipllse
(Iiludilng salaries of' live clerks), had1( a #ross iaolit of $2,119. Rtm tax was
$283, with lte ri"lt thalt tile tIrlin has a ie t deb lit fWr tiis periodi of $'J17. ( 'use
after ease could1( 66 cited where, althotigh at AIIIIli plrofit Is tihlowl Ift 18 so smlll
118 not to coltittt it soItirc (if livelihood, ev'll oil ii very low tiltlndard. 1

It must lie romlellllaitd thalt tile co till go itoard (If lrie 14 thile piill~
grainl market Iot tile world anid t01M It Is Int every H('ll'e ifwoV WIli larket. Thie
prices and till lirict' opinion ('lllllltig iroux tis lilrket iletomiuie the uat 1011
of produceers, !1niilers, lnerclliisel s 4ii # l herm tbrlou~tiollt tiLi coulit r), mid11
1110 (course or 1lrict; and11 price trenlds fil otherr 10111et* As ititist lie llppa)t(nt
froul tilt aboyfly, If tis tax)~ 1. to coll~ilul, It Iviiii oiy resullt Ill till' tlilllilliltiol of
tile profesl'uwl tradler ftolthe filooiir of t010 oxelkiugo. iShouid tis reqllt 1 - olr
presewllt 1111rlit iig malchlinery woti14 11e cripleil s ia lt it ('(1111( 110 longer OnetI-
lin iii a pr ii, r and1( orderly lmitl rir. As 43Olte~l (lilt above, tis ('11110t be
erinitted w~it )lt blftilit ablilt ev ils thttill agree should be lavoidedf. 7
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The revenues Avil~h iS proiteced by thll1ta*fft tio nn1111 thalt It Is I neouilse litfill
anud ('ertnily ('0nnilt he 'onslidiered a ulillytes halil tpouInntt. AR ob*0,iwe by
tile former cha11irm~ant of th lSt 8tlcorli till 'Ta Xlitioti of till IJolIM' Ways and11
Wll" ('olnillitteeC, it *01old nlot 4plft lt ~~'ll~lt'0 niinuic1,.i4

l'041hit It shows til6 proceeds (If thle tax fr 'ni11)1 8 dowvn throfttll tile l'44-111
yeair 110MI. 'Tle figures ?SXC1hown h)%.thl for thle first Illinoim "oItect ionl district
and1( tile Vnited .4tates. W1 iLhures for tie first 1111110k c(ja' t oll (listrict re'p.
resen~t, of Coursei, ilio.t euila'rtl'e biy membt * 0 tile (Chicago Bloardl
of Trade and1( usually co1nstitulte l10t)6"t 60 p~i ' .. ' Of 1 10 total amoun1kit of tflx
paid( oil tiilolcommodity futures ti tile United Htatcs.

The total tax paid during the entire fiscal year ctlding Jufly 1, 19136. wasl
$1,7.11,500).06 for the first iloils district anti $2,1436512.37 for tile PlIt Ire Unite4d
State.9. it call safely be saI, therefore, tiafil e 1111011 of tIn evolved Is nolt
an Important itemt ti tile idget of t110 United Staltes. It is lIfflielllt to draw
ainy (ieflillit conilus tolls front tile earlier ihistolry of lte tax as4 Shownl III exhibit It.
.It Ns signif~llt, hloweve'r, tha~t ilnlediatc'ly after lte reduction of tile tax from

cents to I centt I W24, tie totall paid Ill thle first Illiliols district lilrcused
from $1,44,40770 to $2,804.11~51.3

For the reasons hercIinabolve pointed out, It IR believed that the repenl of the
tax will not result tin an alppreciable relluction Ill revellte. Ott (the conltrary, It
Is believed thant till Increased revenlle %viii result. Tile actual stifllig cM4'et of
the tax Is effectively putting out of luileils tile major motirce of thiR revenue,
namely, tilo professional traders. and thus reducing tile volllnue of hwusileasii511-
Je-,t to tile tax. Tile revenue loust to tile Treasury will, It Is believed, be more
thanl made~ tip by tile new business stimulated, through Income and other tnxcs,
aind through tile ultlInate effect oti agriculltulral prices. WVith respect to the
latter, the abolition of tile tax will untqulestionably be a positive coiistrtlcttvo
factor.
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Tile tax has been condeinncd by tile Department of Agriculture, through tile
Chief of til Commodity Exehango Administration. A copy of the latter's official
testimony before the Jiouse Committee on Appropriations is a1s follows:

During public hearings recently held by the Ihouse Appropriations Committee
on the Agricultural Deiurtment Appropriation 11111 for 1W5, Dr. 1)uvel, Chief of
the Grain Futures Admhlistration, testilled as follows:

"I)r. Duvvi. We believe In the futures market; we think it should be mahi.
talked, but that it should he on the basi8 where everyone who finds it necessary
to use It for hedging or who desires to use it for speculative purposes should
have a fair chance. Wieneve i a single nliivihual can control i0 or 15 percent
of the open contracts or can do 10 percent of the day's trading, that Is not a free
and open market ; It Is anythhug else but that. * * 4 Based on information
accumulated during the laIst 10 years we believe the system of futures trading
should be maintained, but It does need to be improved In imany respets.

"Representative hAIlr of Michigan. They have iad pretty lcan years.
"l)r. )uvimi. As far as the business is concerned?
"Mr. hlAur. Yes.
"Dr. )uvsL. Yes; busiuss right now is not paying overhead; they ulso have

the burden of a heavy tax on sales of futures, and the tax Is too high.
"Mr. hlAur. You think It is too high?
"Dr. 1)uvf:r,. Tie tax brden comes on the man who is in the pit. The higher

the price, the greater the burden.
"Mr. hIAar. Where does the tax go on this hedging operation? It goes Into

ti cost of flour, doesn't it?
"l)r. )uv[r. As far as futures tax Is con-evriied, oil tit, actual tramisaetion, It Is

so small It does not amount to aiiythilg whel applied to a shigle lot of actual
wheat.

"Mr. IITnr. Suipposling that whent turns over, hedges on the ac al cash griIn,
id tui-as fiver five or z'ix l limit's; It aimoulits ill dosii't It?
")r. I)uvvm It Is about one-twentieth of a cent a bashel when the lprihe of

wheat Is $1 a bushel.
"Mr. HART. It isn't a large amount.
'Dr. I)tvr,. If it turned over live titn( s, you would have only a quarter of I

cent.
"Mr. HRT. It hampers the small trader.
"1)r. Duvv. It hampers tie scalper, the iman that gives Ilquidity to tile

mimirket'',

When tile statement 1wa11 made in tile Seaiite deluate that it vas quite s-raange
tlhat tile Fltanic'o ('oliittee did not call a nyoie or listen'i to tet inloiiy froi

alllyOIie eX('e)t "tili, grainl till() cotton gamlers" (('onmgressiomil Record, vol, 75,
pt. 10, p. llI-t), 2th Con~g., 1st Sess., Sente) Senator larrisom valh-d attentlol
to tile a ppell Illle before the lt inanace ComiIIlt Ie of ia ri'presentat ve from tie
lDemrtnent of Agriculture, who representitd the {Orafi. Fuituris AdmIlistrathon
fill(] whose oplnon was sollght. (From Congrcssoimal record, eiinate, vol. 78,
pt. 6. 1. 651') The statement of Semator ia'rison was as follows:

"In tle hearings before tile Setiste Finance Committee )r. J. W. T. 1Duvel
submitted the views of the Orani Futures Adninistratilon of tit(, I)eprtment
of Agriculture. lie said he represented tile Grain Futures Adiminlstratlo, mid
omit lmiled :

"'We feel that tlint 5-ctnt tax is too ilgh to ls'rnuit the easy and eflhclent
working of the exchanges. It is a tax the burden of whihh cones primarily on
the people who stand In the market and take orders, there buy and sell, as the
inerchant or the speculator Is hi tile market. The tax itself Is not lecessuarlly
suich a burden on the man wio makes one trade, but It is Meii' man wi'ho is Ill
the market all the tihe and whuo Is taking the orders.'"

Answering further tile question a to what time attitmde of the Chief of the
Commo4ity Exchange Administration was toward matters of this kind, I am
attaeing hereto (exhibit D) certain excerpist from a relprt of tile Chief of
the Gonnodlty Exchange AdministratIon, contained li a letter addressed to
tile present Secretary of Agriculture, dated September 18, 19)37. In this relrt
Dr. Dlvel says:

"'Futures trading on properly conducted exchange is eomm)iiemcIall'y useful
li several ways. The three prinmpal functions are: (1) Providing a count i.
ous market, (2) aiding In price determination, and (3) making hedgiig possible.
Iy eiontlnuously evaluatIng known and expweted pricemaking factors Il terms
of qinotations for near aid distant deliveries It develops what may be termed
"the general price level" of the commodity. And It makes hedging (protet-tIon
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against price hizmrds) practicable. All triading lin commtodity futtures conisists
either lit assuming price risks by sjwcuiatioii or sifting price ri.4ks by hedig.

"A futures inarket in action resembles n auction. Exchange zatenbers gather
lin pits or rigs oil tile trading floor to negotiate, by competitive e otcry of bIdN
and offers, agreements to buy find sell it mpecifiedt commiodity. These agreenlets
are contract#; of thle lk'culiar type called 'futures."

Again, answering (lih) question appearing lit the Senate debate, why was not
the Departmnt of Agriculture consulted regarding this matter, I beg leave to
t'ii11 at tent ion to thle opinilonl of the highest ex is'rt atiority lit the( Departmtent
of Agricuaitire. That authority Is D r. Iloffinan. ec-onomnist of t he' Departitmitt
of Agriculture, ait a public hearing before thle Commnodity Bxchiange Atluinistrit-
tion Dheember 3, 11Y.17, Docket No. 3, pages 40tX-414.

Thet following quest ion was atidressed to Dr, Ilof mnan
"''Mr. ClmIiiima I would like to ask Just at couple of more tiluest ions. I have

bfevn hevre for -1 (lays listening to everybody else- in fact, I hiaven't slept for 4
Iiigbts because, with ily I uni1t et education, It takes file hours what It might take
these other fellows 1minu1tes.

"D r. Iloflinam, lit your approach to thet Htmily of gmatil IIII rke'(t l11g, youl hafve,
so) far, lireset-ed, thle filets amad figures(1 WvhV ic Wei- undoubted)Mly, iM11ioIIsjiinly -
they would show thet del rittuent al effect of trading by large t rader's, anid sonme of
it smaller type. I would like to ask you this, If It Is at fair quest ion: Have you
givenl anfy thought, of' have yout writ ten anfy a rtit'ies, bullethiis, or papers thlat
might show thitbialit 'rive'! front speculative activities.

"Mr. I lOI''MAN, Mr. ('iiirmo, I f lilik I am nccate lin saying fliat I have
writ tIviiI good titaI Oil t ile SibJtct of thtn' liitits of spieculat iol aind specuilii e
a1ctivities.

"'In lily lolt rodoctory coiliiit s revli'wimg lily% wr'ithiigs ol t his stljuct, I tid
t i'Somlt off tese i't'ft'ric
''iTit're k it fi st t110iit'll to be driiwil or'. JIt it t Il. way : Ot(-ie i'i, III writig

onl (t(n bentit 'tli rt' iidvt'rst effect tOf SIK-'lt'i t tlh'lf radiig, to lie very carietfuil Ii
So dIoing t hat lt' p)oints. (lilt tlle varne (it -p' i-'vulative t ai'nlig. It i.s not iill
of priii'sly thle satlin' thu rat' tr, mid tterf'ii, it, dvalig wit i, tithe stijct t
finy lt'ngt h, it is; Io'ce~sai y to brunik upl thle ype's oif troditig found lit graitn
mar ikts such w; s fhI andii sellt ' 'iely chlimi rit i'i m','i t %,m-

''I anm willing to go (lit rt'cordl that, lifter wt'igling thle dit'ferenit types of slv'u
lot lye t rad tug thlit reh'luIlvi' tnits tif each, t hot Judgui lint ti r ciombinetd effect,
I View spet'iuit lvi' trail ig as it whle, t a k tg tiWt aettiulit of those is'etts which
ire nlot ilesi iab lith~lt t host'e~l wili fire tb's rait, t lig afill exciliat menusII

of iirket lug grain iit his country.
''Mr. lKour i 'i'liitink you, D r. Ibofl'uoa. Thaiit Is veit altuily at very intelligent

'I iuswei' to Ily (11
t 

lf oll.
%%'il 'tfei ence to (flit professioinal f raib'i, thte ftax is occupowt bun I and tin a sense

is thet onlly Iix of itsg kiiid 1-v led bly tile Federal (;ovt'rmvn'it. 'Thlese traders also
miiu1st paly every either foiln of regular and sp't'il toax paid 1by ot iei busines
Ilnl. Thle unIjulst iess Of tile tiix Is Obvious, wlueii oli' conlsiders thtat It ma11st be

pidil n a hiss as well aig onl it lrolit. lIn practical effi'ct It 1s it capital levy onl
this part hultir group mid, withi reslx'ct to It'ii, as- wi'll lie leit'rii ter lRoiitt'd1
tout, iR ciinllscatory.

Atnothier plial'ity of file t ax is that It increases withI the price tif the( coin-
untsllfiy tiil its effects become propoirtitiinatehy luoro disastrous ito the broker,
wvlo still must troth' on tilet basis of tnie-eigltl-iet profit or les". We have
alreatdy ticiunimist ratled thle eil'ec.t of f le tax onl f asic ti wh ~ieat wb'len wheiat
is 8t'll11i; at $1.21) a bu1shel. If tile price of wheat rises to $1.80, the tax om at saile
of 10,0M0 bhetls rises from $3.80 to $M.40, and It tile tlily shtnhtl t'otne wh'len
wheat rise ito $2.40 at bushel, then fte ttix on thle samutu sale( would be $T.20.
When thle prit'e of wheat is $.Athe loss tIi otue such f I ralisateionl will wvipe
out thle gains of almost five profitalile f ransocttions. Wh'len whetit Is ait $2.40,
the loso (if one tratisaction %I'ill wipe out( thle gains frotti eight profitable traimac'
I lols.

lItna word. ditig the rishig market, when liquitlity is1 emeetigly imp-ortnt
to prevetit almrult Interruptiuons of it stt'atdy price tread upward, thle hardships
flhat this tax wtorksnupon tie ptrofessitonail trtitter can be readily demilonstrated1
by a ptractit'al extaplt' fromt the wiieat market. As atiove I-olitetl out, at pro-
fessionail trader seeks antd ortdituarily obtains nto greater profit In thle vaie of
w~heat'-the sane Is true with r-shwxvt to other Contntodities-tlian th ilninun
price wnit lin which the ctiniunodlty call be tdealt. Suppose, as stated In a previous
brief, that tradier A sells 10,000 laushil of wheat at thet present prevailing price
of $1.20 per bushiel. Assume that tist, transaction results lin a profit tumd not a
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loss and that he makes the regular one-eighth cent per bushel, lie would
realize a gros profit of $12.50. In order to have the transaction cleared, he
must tiny n commission of $2.50 and a tax-3 cents for each $100 of value-of
$3 60. Thus Ilis profit on the transaction Is $1.40. Now, let us aslsulle that ill
tile next transaction he suffers a loss. Computed on the basis of one-eighth
(ent, he would stiffer a loss of $12.50 on the transaction. Add to this loss the
volllisslon of $2.50 anid the tax of $3.0 and his actual loss is Inereased to
$18.60. over three tines tile profit which lie makes when the transaction results
In a profit.

In other words, the loss on one transaction will entirely wipe out what he
realized from three profitailhe transactilnms. Thus, If two-thhuds of the trader's
transoctiions result in at profit, ie atill s offers a loss on his day's work. Unless
the trotder elrryiig th, risk Is right oiOre than 70 Ivircelt of the time, he mullst
dto busllnes fit it loss, ndll beeulllse of tIlls tax.

The followimig Is it strikiig illustration of the effeel of thli tx upon the buai.
ness of the olliary triader:

EllllnlT A

C. L. Thoiiltion & Co. : A flrp'- of hlibg standing, composed of two Inenber
partners who ellr tries for liemisel, s ind a number of othe-rs. 'h'ese nioin
operate mostly in corn futures, onl which the tiax Is snill r becaiiuse of tile ehleapor
price.

Net results of all t raiig for this concern for the entire perilo of tile new tax
rate:

Net it-filt VIri t Net proit fl ert~it
Uwo1 ctix T a pl Of profit tderre 1lk Wif1~t p'lit

July 1,12 .......... . 1, !A.3 , 1100. M I le I~i i h, r .....-... .. 1 0'a W 8 2
Atiov t . ........... 2,16. , 3 i 1,711 11. S2 I l ill 1ry , ....... 1.i2 10 o 2.0 81
Fq, liirt - ---r ......... / , 1. 149 W L |1 73 /Felriar -.......... | - 3,5 410 23 48
Oc, r- - - -............ !, ( 75 1 70 41 !MirN h ............. 1 6 17 SO OkN 1 119No% emlw ......... . 3M) 35 !01 GA .............. /9 !-- - - (s- 1, sj ! w 21

Edward 11. lagley: lie lias ben' a mninliir for over 20 years find his inen
ii the hiulsilness f!on Ilmesei get'r boy ill).

Net results of ls trading for 2 months:

heptenber 1132:
Net debit before tax ----------------.----------------------- $1 $13. 5
Tax added to (Whit ----------------------------------- -------- 877. 70

Total net debit -------------------------------------------- 1,. -111, 5
October 19:12:

Net credit before tax ----------------------------------------- 970. 15
Tax plid ----------------------------------------------------- 097, 2(

Net redit.. ------------------------------------------ 278. 89
Without tax lie would have made In the 2-months trading ",62.50 but tlme

payient of tile tax left lln with a net debit of $1,212.30, once again proving
that the tax actually conscripts capital.

Frank To. Schreiner: This maln has been a grain man nil ils life, Im very
active trailer, bias been a success for many years and as an Individual belongs
to a class that Is very essential to the liquidity of the market.

Ills entire family has been engaged in the grnin business for many years.
le Is a clearling member and Is a perfect example of a victim of the present

tax.
All personal trading for his account from July 1, 1032, to May 1033, show

the following:
Net debit before taxes -------------------------------------------- $1, 10. 87
Tax pl 1------------------------------------------------------- 22, 967. 58

Total debit ---------------------------------------- 23, 972.05
flow long can this Continue?
0. J, LUcy: Ile has been a member since 1915, an active spreader In the

center of wheat.
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FI'l operations for 1937 resulted:

MO Pro------------------------t ---- $23, 023. 41
Tax -- - - - - - - - - - - - - -- - - - - - - - - - - - - - - - - 16, 190. 08

Net prollt -------------------------------------------- 7, 433. 33
Tax 69. pereciat of profit.
Mlilton Kirselthanan : fie ham 1"en An active wheat trader since 1032.
1I1.s operation for 117 follows:

rLoss July ---------------- ---------------------------------- $5, 662. 46
Loss August --------------------------------------------------- 10, 90W. 33

Profit for Year before tax --------------------------------- 7, Ors1. 84
Toax--------------------------------------------------------- 0, 82..01

Net profit --------- ------------------------------------- 7"219. &
Tax abisorbied Almaost W) pervcent of hIs profit.
Vilais C. Kuhalani Ile has4 been it member since 1930 And devotes aill it

tin111, to r-ye I riinlg.
1l1s operations for 19)37 resulted a8 follows:

Profit--------------------------------------------------------- 12-1.73
Ta11X------------------------------------------------------------ 1, 810.0OT

Debait for year.------------------------------------- 1 (110.09
Tax over LOX() ibereent of profit.
Iloi Ie'ua t(ordmi: Ilie is it ve ry fltivle t raider III whenit tile in1st few Years.
11l4 ojs'ra bas for tie year oif 19)37 resulted as follows:

Profit ------------------------------------------------------- $4, W1(2. 07
Ta x------------------------------------------------- l230

Net profit -------------------------------- ---------------- 2 M01. 02

Tax Is 30) percent of its lIcomue.
Ilerhiert MeNanve: Ile hats been a membner slaico 103, Ile 1illa oat trader

Atl 11111s 1)een aICtive II O gai tre~ande tile greater part of Is life,
Ills operations for 1937 resulted ats followvs:

Prollt --------------------------------------------------- $3,74. 78
Tax.--------------------------------- --------------- 701.03

Net profit--------------------------------------- ------- 3, 070. 75
Tax amuounited to 18.7 percent. Taux on oats figures Aipproxiately oule-third

that of wheat.
Fred C. Splimaey : Member since 1914. Daily active trader, center of wheat

pit.
Operations for 19:17:

[Profit ------------------------------------------------------ $2, M7. f58
Tax ------------------------------------------------------- 1, mi 2.,3

Net profit ---------------------------------------------- 807. 30
Tax exceeds 84 percentt of profit.
T. F. Molynleaux : Miember sIce 1910, daily Active trader, clearing owD

trades And those of other floor traders.
Operations for 1037:

Prollt----------------------------------------------------- $13, 313. 94
TAIX-------------------------------------------------------- 0,842.01

Net profit --------------------------------------------- 0, 471. 83
Tax over 151 percent of profit.
Gleorge F. Dieihl & Co.: Mr. Diehl 1,9 a clearing member since 1902, haaadiing

at large volume of floor trades, employing live or more clerks.
Income statement of floor traders clearing through George P. Diehl & Co.,

calendar vear of 1937.
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Account Proft Loss Tax Net profit Loss of prot

0oo .................................. $7,793.3 ........... 3, 31.30 ,72. .......... 40
lot ............................101..... ............ I3. 80 67.37 ............ $815.8 I ..........

102 ................................. ............ 185.45 I 76.24 . 861.69 ..........
1 0 ................................. 810.21 .......... 1,20&Oki .... 46&76 1 6
104 .................................. 0,210.95 .......... %6321.93 3, 87& 02 .......... 40
to0 .................................. 1,.W3.4 I" .......... 14,640.11 123,36 ......... ! 9.1o

Note account 105: The (toverinent Income from the year's work of this man
was 11I,S00 percent of his own.

Lawrenco J. Ryan, office: Clearilig Inemnber handling daily trades for 10
floor tradiera activo in all pits. Enploys four clerks.

Tax payments imi (learlig Corporatlon results for tie crop year 1937.

Clearing Corporailon

Tax l'mId-_____

JO Y ................................................................ $3,617.21 . . $19, 618.75
A ugust ........................................................... U,5,61 / . "" .. ... .. 75
Ootei r ... ................................................... . , . ... 57 . b, V.. . 0o o ,c , ,, .. ......................................................... ....- 6,2 i ?
Noovi"n I ......................................................... , I" I,. .... .......
De1lbe . . ........ ... ....... ....... . ... . 1, h.60 (A ...... 4,1706.25

To .rOM. ........... ...... .3 .'......................................... 1 43 A Y .0 W

Pa ..... .... ..... b f,~ li~ltl ,lt e i i~ lils ,u s e ........... ..... ..... ....... : .. 7 _l ....... .. A 0

Alvin Anderson: Mlember siiee 1928. An active wheat trader. Ills operatioll s

for 1937 resulted its follows.

Profit --------------------------------------------------------.- $..--$5, 824. 72
Tax ---------------------------------------------------------------- 1, 10. 32

Net proi-l... ..--.. .. ---------- 3,981. 40
Tax aimilouinted to appllroxiallltely 32 lpercent.

Edw. W. BlyrineO: Memilber since 1927. Wheat trader. Ills operations for
1037 resulted ias follows:

Profit ------------.----------------------------------------------- $135. M-
Tax -------------------------------------------------------------- 1,188.77

Net loss ----------------------.----------------------------- 1,052. .13
Tax aiouinted to 8S0 percent.

Frank A. Day: Melmber since 1910. Active wheat trader. Ills operations for
1937 resulted as follows:

Profit -------------------------------------------------------.. $5, 52. 41
Tax ------------------------------------------------------------- 1,610. 50

Net profit ------------------------------------------------- 4, 045. 91
Tax amounted to 38 percent of profit.

The necessity of a hirge active trading body has been proved by n1lny
hearing and Investigations by (lovernment departments and agencies as vital
to the farmer's Interest. If the farmers' market is to be mlntailned, this body
must be enabled to perform Its function or the farmers' welfare will be seriously
Jeopardized.

There has been an atinlal reduction in the number of floor traders for the
past several years. The records of the Board of Trade Clearing Corporation
show tiile flrms or Individuals whose business was practically wholly floor
trade, retired during 1037 and were not replaced.
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Practically tiny liile of Iasii~iessa gives opportitiy of adivnvelent to '4A0

indtst riots till(] It Is signilicaint that lto floor tradier' improved his poasitiona
sutiicteaatiy to bevomne it civaritag house taemnber during 11137.

Also, no new firms hecanae clearig house tatiee.
Clearitig house utemnberm for t is type of tinde'r act more its at collecting

aigetncy for thle Govertnaenit than ats it liitiltiess firm. 'they receive less for
their service than the taxes they collect for the (lovertatienit.

Were there liaws iapiasliag t severte tax tot t he' ttiaiolliie r evs of 0sihillls,
limtyeis, antd other iarofesslottiti n11i, it tn ottlateli t losses of nalerciitts, it
tiax ont the' wit liering anti wiltilng of flowers Iit florist s' hia itus, it tax toil liea litge
of at A oiks Iit it dealer's hiids, or at timx otta ei itcine of vailute otit hightly
iK'risitaibit items In at t ratsliottat lint rontjtntiy'$ jos~ss.Iiolt, It wottuld lie tititiog-
oi to tlte position of thle grai tradter.

It ttutst ntot bie atssinted I itt1t tlte eliminal ion of thits tax would result lit
depri vii ti t( T re F a stiry of 11X) ipertit of Ih li revetitti' its the( grilt (I rttler
wottuild t be Ituited to (hiet ranlks ofi(lte prosierouis, aesttti'i his taurnit expeiadi-
titlres for (h loboitltr anid jaaodtict of others, emid still contribunte to stiuport his
(lovertatoent through intotie tax.

lit tile' tutuitiitteti ittjiositiott of tis ttijitst ttax ott(-e aiaatt rnd itil li r'coird
of hearings withlottt liviaig convittced thant tit' act ion (of the Gova'rtntent Is
intequitablie at td haiasitg to it uegitltttatt' blitsitss. If otat' is free tio atssuiie,
itt" it th lits fit t( ietresetat spsteti of Ia ketihag itgateul tiaraIl conalltnoitil
th rough t it(, Cai iatitag oaf orgatizil vxviatgcs Is till cu'Ciit haI fator it tailr
evioanfle fablric aituIhat to use"( t letit isd. Int Sviattot' 1 haarisoit'a reportt lit
1931 , "(til~t tilte present liigh ra1tv of tat x is detritiilttto tailit' (aStatilistailivit t ft
it st alhe ma r11kt' larits' for' pratutal tit hIietili' tat NX urig ai iily utahl~w to it is an
('attelgvitty 'aas rt'11S sh outld, ikv tther 11bitti nttct' tat xes, lit' lifte'd itt iid eat l.

Thle fitegi iag leaves baut toila eaitel at shut. t hitt (ilt' tat x Is diing~ the eii expert
tradiues outt oft thae exchitgi' Thelit'ox (ntitl lit jiast Ifflie ontly tail tIthe gatittils thIat
t'e flootr Italara (tilt ls'rftitii nao fumitet Iimpo aalrtan it lit Me (i'list ril 14,iat of halt,)'

(lute T tald ht'nea' shotuldali'tat xu'al to tilehail it (if tiestvrattm
Nv1,e to Itaut bliiuve Ithiat (alagiess islivs I itt' alditio ot ita syStei taf vxveli ge

wvhichl Is t iii rectagoi iiaa'd luaul taf ftil civl lm'd 1tilts t hitt tlcill w-i i sititlit a'
parolemaas. Ex'8ecrelti rv l'allntt set It1 if ate atga itst filly legisliatioit tit t woault
paiolitit thie Satie or jata t't'itase oaf cntraiet for ftutre delivery ad ta i is naot atrata
to stay I his fi his letter to Ht'titor Norris.

Utttirta tint t'y, whvna ill, I fax wvas lust aitiltr dl isusin L, 19)32 land 193-1,
filie titsi iess sk lt's were clouudiedal i it it uk attil t'itturatt taatk atioaitil MIkitads
of sitculatitiatt. TO these altitkaa tile tils at coimaort intg assutraatce Ii tite olilol
of tfltnt ginat t illtastajher, itatitt t.III a11 nilIsti, juist ict' 1hlits (Pllatrtl of
Tr'iadel of City~ of ChIticag~o Y. Chri'atiu' Gro'ain mi~d St(ock Cm., 198 It. 8. 21,)
ills v isitait wits fatr-fittg. lit, ntot only t'aitalr('ltetted tlie ltitstlt, hult lite fiaced
liii' ftttire wvitha at r'atllsttl thitat MIaS ttlleCOtltls'ili ug. Ife F41W~ tile eVils Of SIiN'l
laithai butt ret'ogtaiv.d, its ie( soild, "tltat l1aiilC will endteatvor to toa'eenst file
future tilt(] to tmtake iagretiai'tts taccordinig to t haair plaiht'y.'' Sa id Jttstlie
Hlolmtes lit floaad of Trumde v. Chr'i~fr (ktzit anid Stock fCo.. "SpcctlatIntfoil of tis
klid bly comaapetentt mnt Is thle setfad'lfiusltaaeitt of society to thle ptrobtable. Its
valkie In wvell knownvaR t a tleiis tof aivoliitg or mtigating cattastroiahes, equirtiz-
Ing piries, anta providing for periods of wvatat. It i.9 true that the stuccess of
that strong lInduces iitaltot flay tlie weaik. til( tlintI iacotaapicttt t persotts bring
themselves to ruin bty uitatertakitng to speculate lit their torn. Butt legilhtturos
amiad courts genaertally have revogiiiyrcil Ilianti th t ainlal ei'oltitiis tat it comptleix
society are to lie totuchted only3 wtitht it very cautious hand, miad thnt sttcha course
attempts at a rt'aly for fun waste' inctiden'it to every socini, ftntiontt itq it simple

prohilbitioni and laws to stop Its bin~hg tare htartaftl atad villa. Thle 4Auart hiis
utphoeld sales of stock for future delivery atad the0 substitutiona of parties.

Here i tilt, fittest expression of a solemnai jttdgitett lay It page' 811a1 philosophter
wvho never allowedt a grent ob)ject to bue obascured throligh the Inist of inisutiaer-
stanintg ior prejudice.

I canl tink of nao better, at least, no maire hiumaan waly of closing ti ls miscs-
Bloat titat lay quotitig front a persoanal letter receivedl frotat onte of thae vietltaas of
this untjust lax. Thle lietter i.s us follows:

"Wlie are a loyal group of Aticricains apueatitag to otar (loverattett to right a
wrong. Wo will lao Iletter citizens whena thlat wrong is correctedttad we cling
to our elteset Ittiiiess, it thle ktiowleldge flint a gross Itajustifca' suielt an tills
Jiatlt be corrected. If we were sekiiag spaehlal favors against otur fellow cli lis,
we should bie stenud Itotua with a scolintg. We tare itot, andi ask onl1y fihnt we
be put on the saimi liamss tat otua ne(xt'idoor nteighbhor. Give uis thle breathing
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slapl that this whole program professes to feel for the small seznsueccsful
businessman and the Government will not lose revenue but will take a major
step in the rehabilitation of a group of right-thlinkihg but discouraged citizens.

"Respectfully stbmiltted. "JOSFJvIt P. TUMUIn',

"Attortiet/ for ('ommittec Riepisci g the
"Floor Traders of the Ohicago Board of Trade."

,xn1 i 11II

Intermnil reveme collections from the sale i of future del ivery stumps in tie
first Illinois collect ion district and in the entire United states.

Fiscal years ended Juno 30-

19181 ....................................................................
11) ..................................................

19I .....................................................................
1921................................................. ............ ....

'..................................................................
1 .....................................................................

1921 ...................................................
192 .....................................................................
1 .. ...... ...... ................ ........ ........ ...................
1927 ....................................................................
1912 ................................................. ...................
1 29 .....................................................................
1910................ ........... .......................
1911 ...............................................................
1912 .....................................................................
19 3 .................................... ................................
19 411 .....................................................................
1935...................................................
1930 .....................................................................

First Illinois jy llil ied
Cdletion Sitei

3, b-3, 14V., 26
3, 4,43, ,,i4
4, '176. '4 110V
3, 107, 7C4 12
2, A), 1 1 04
1, 40,407 76
2, N) i 0 1, 13
2, 4.,',, PMI W

1, 6I4 , Nrl. 4l

1, (1A, 7 7
2,1 S2,4110 el

1, WA) 171, 49
k,11 M N2, I,1C. 3 75 ,6

2, &i9VA 17
I. 7'S, 1O4.W

7.4 57 1. (o
8,1714470 4
7. 521. 67.5 44

7, 0 15. , I. 4
7,! 7, 570 74
I, 317, 147 08
4. 1 10 217 6~7

4,014 4 S, '
3.31. 4 7.14

059,3 310 m 4
4, 0A. !97 74
7,817.743 08
3,9m, &44 00
2, 913, 1?. 37

('olleetlons for tme fiscal year 1918 cover the last 0 notaths only. Prior to Janunry
1 1018, Ilureau records do not Indicate the tax derived from tture trading In produce
as a separate Item.

NOTs.--Tho rates of taxation on sales of produce for future delivery at or under the
rules or usages of any exchanMe, for each $100 lI value or fraction thereof, were as
follows :

Act of October 22, 1914 (efectlve Decebenr 1, 1014), 1 cent,
Act of Oclober '. 11)17 (offecilve D)ecemboer 1, 1117). 2 cenls.
Revenue Act of 10241 (efreetlve July 3 11421) 1 cent.
Itevenuo Act of 1932 (eflctlve June .1. 1ti 2, K 5 Cerlts.
totenue Act of 1934 (effective May 10, 1934), 3 cents.

ExHIIr 0

EXTRACT FROM OPINION OF MR. Jtm TICf, IIOLMSE IN BOARD OF 'RADm OF TlII CITY
or CHI AGo v. Catl"IE GRAIN AND S'T(K CO. (198 U. S. 210)

Mr. Justice Holmes, In the course of his oilnion, points out that tho Chicago
Board of Trade was Incorporated by special chapter of the State of Illinois on
February 18, 1859, and that (1. 245) :

"The main feature of Its management is that it inlntaln an exchange hall
for the exclusive lise of Its members, which now has become ol of tt, great
grain and provision markets of the world. Three separate plrtione of this hall
are known respectively an the wheat pit, the corn pit, and the provision pit.
In these pits the members make sales and purchases exclusively for ftilur
delivery, the members dealing always ns prinellml between themselves s. and
being bound practically, at least, as principals to those who employ Ilm when
they are not acting on their own behalf* * * (p. 2.0). It aplwara that
In not less thnn three-quarters of the transactions In the grain pit there is no
physical handing over of any grain, but that there It a settlement, either by tle
direct method, so-called, or by what Is known as ringing ill. The direct ntthod
consist, simply In setting off contracts to buy wheat of a certain amount at a
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certain time, against contracts to sell a like amount at the same time, and
paying the difference of price In cash, at the end of the luisi (iess iy * * *
(p. 247). As has appeared, the plaintiff's chamber of commerce Is, in the first
place, a great market where, through Its eighteen hundred members, Is trals.
acted a large part of the grain and provision liushiess of the world. Of course,
in an modern market, contracts art, not confined to siales for inndiitt, delivery.

"People will endeavor to forectast tile fuilinr,, amid to neike agreement ite-
cordting to their prophecy. 8peculation of this kind by competent men i4 the
self-adjistment of society to the prohale. Its value Is well knwii as a means
of avoiding or miltgathig catastroplies, equalizing prices, and provldinig for
pieriods of v-. at. It is true that tile success of tile strong Induces intltit(on by
the weak, llid that iiolciptetit persons Irhg themselves to rmin by undertk-
lg to spwellate In their turn, lut legislaturvs and courts generally have
recognized tViat the ai tiirl evolutions of it complex society ire to be unllehed
o(lly with it very en tith li i hiil, imtid that sulh (li rse atitilts lit ii rellily
for the waste inelhnt to every Hocial ftctiOl as a1 single lirohililthin itnlul aht
to stop its being are harinful and vain. 'Phl Couirt hais tipliIl sales of stock
for future delive-ry aid the slbstituition of parties., rovihld for by the rules
of tile Cicaligo Stock lxehaliige 4 * . The contracts mado ili tie lilts tire
contracts between the ilmemers. We iu st siipllt.e Iliut, fro(i the ligimihig
ias io', If i member had iI contract with a iiot her ineiter t liuy ia critail
amaounit of wheat it a cerliiii time, aind aniot liir to ell o t .I fll aillillit lit
the 811lilP thu , It woiild hue (l'teiiiul llllel('te.'OSliry to txeli n \ reliolse reti lits.
We iiist i tulpost Iliit, thli als ilow, a1 .sellliaent wliild be mcblih. b he ialym nt
of differem s, after lite aiihgy of it cliilrng house,. 'T'lis unt irll' wiilil iko
illace no lest that t ho contracts were imiade i good fl fiit Ii for titil delivery,
shice tile I(,sllt of acttl0 delivery would It to leave ( ie irttes Just where
they were before 0 * .. The fact that coitmetst are satistleld hi this way
by set-off aid tilt payliilt of differences del rilcts In lio degzreve front lho
gooid faii of the pairtls, anl it lle parties know when they niilke such coma-
tracts (lint they tire very likely to have a chance to tzatisfy helia In (liit way,
aid intend tI) make Iuse of It, lhat fict Is perfectly eoislstemit with a serious
lbuliiess plUrpost, and ain Inteit that tile coatraict shliil mtetin what It
says * 0 * (p. 249). It is none the less a s rliou4 Isines comitract for a
legithiaiite and iseful purpose- lint It may lie offset before the tie of delivery
it cise delivery should not be needed or desired * *. It seems to ts tilt
extraordinary and unlikely proposition lihat the dealings which give its character
to the great market for future sales i this country ire to lie regarded its moro
wagers or as 'prelelidled' biylig or su'tilig, withoutt iny intention of reelhig
ani(d paying for the property bought, or of delivering ( lie property sold witlhii
the teaniig of the Illinois act * 0 0. The sales lit lie pits are not pie-
temided, liit as we have said, are ieant and suplposed to be bidIng. A set-off Is,
In legal effect, a delivery."

ExiliuiT D

IuOt'vBT Or TU1K vitul or TIE COMMODITY .XCflANOK ADMINISTRATION, 19 i37

Iiitures trading on properly conducted exhlntges Is commercially useful in
several ways. Tile three )rlim ipal funetlois tire: (i) Providing a conltiuot
market, (2) aiding it price detemnlintion, 11t1 (3) makhig hedging posslmle.
ly continuously evaluating known and eXpty price-iaking factors it terms

of qiothtloiis for iear ind distant dellverles it develops what may lie termed
the general price level of the commodity. And It makes hedging (protection
against price hazards) practicable. All trading In coinniodity fitires consists
either ill isasuling price risks by speculation or shifting prih. risks by hedging.

A futures market hi action resembles n and iol. lxclitige atemlers gather
i pits or rings on tile trading floor to negotiate, by comlpetitive oitery of bide

and offers, agreements to buy and sell a special omminodity, These agreements
Are contracts of the peculiar type called ftttures.
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IExitHNir N

Mrt. J(oipoil, Jin., February 5, 1:48.Mr. T,,Awta:, ck) J. RtYAN,

lourd of 7'rude Buidig,
Ch icago, Ill.

DM:.tN Mu. HYAN: Referrig to your letter of January 27 regarding the tax
(on trading in grai futures:

WVe hitive been aware of the great burden that Is been created through this
tax on floor traders, which Is having the effect of reducing their activities.
This, II our Judgment, is automatically reducing the liluidty of our grain
future markets. As has often been stated, this tax Is a burden on till grain
olMratios where future trades tire concerned, aid while It affects smaller
trades to a lesser extent It does prove extremely burdensome in the olocra-
tions of tie floor traders who in the performance of their economic funetlotis
make a large number of trades daily. lecognizhlg this fact, we have been it.
ereasingly disturbed as, it our opinion, any obstacle placed in the way of a
free, active, lquild market would Ie harmful to all grain activities.

We were further dilsturled because of oir own hedging oporatihns. it the
coi(luet of our grit it and milling actIvNles, we oilrate a total of approximately
Mit) million hlihels of grain storage space, of which about 10 million Is coutiry
elevator tid warehouse space cotnistling of nearly 286 country sttlois. Titis
storage Npace is scattered from Bhuffalo, N. Y., west to the Pacfile coast, and
from Montana to 'l'exas --- it fact, in ill active grain territories. Where pos.
slide, we depend upon thin' futures grain market for hedging purposes anti,
with t10 volume IceTssat'lly handh,(d, tinder these wde.,pread (lSratlous, we
n( Id a iquld.ftut res market in or(ler to serntee the pr(ducer as well as the
conisuimter in tit(% most ecot tomticalti wiay.

The price determltng the value of grain and ilour iN based very largely upon
the i)rces established lit the graln-futureA market, which indleatiite the necessity
of it soiIund il lItqld market. It hIos hevi our opitlon tihat the large floor-
trading groupll assisted very materially It crating thi; Ilquhl market, and
therefore, that If the tax ont gralin futures cold be elihllate(d It would have
the effect of promoting greater activity oti the )art of these floor traders and
promote a more ellhient futures-traditig operation, which would tautomicatally
create greater liuhllty for the benefit of the producer and cottstttmer alike
through the reduction of the spread between buyer anti seller.

As we view It at the presetit tIme, without relief from this liurdetnsotne tax
as It affects the floor traders, we are qilte fearful that it will have the
further effect of reducing their activilles to a mlnituunt, which may have th
effect of further widenhig the spread between prodnicor and consuttuer. We
are of tie opinion, therefore, that the twx should h removed on grain.futures
trades, and we hope that you will I successful in obtillig the necessary
relief through Congress at this session.

Very truly yours, I,, N. l'tsRINs, Vice Prealdeuit.

CONTINENTAL MlaAIN Co.,
32 ,%,ith La 5alle Sirect, Chicago, Fcbruarp 2, 1938.

Mr. I,AWRF:NCF J. RYAIN,
Board of Trade Iluildihg, Chicago. It.

Dr., Ms. RYAN: ly reason of operating elevators at the most Important
primary markets and )pirelia*ng facilities in the Importait grai-proilucing
territories throughout the country, we mnake very large use of the hedgtg
facilities furnished by the Chicago Board of Trade.

Our busine.q is dependent on a free, open, and liquid futures market i
Chicago, where most of our hedges are placed when grain purchases are made,
and these hedges have to be removed against export sales, or sales to domestic
processors. When making offers on export Itquiries, we have to compete
against offers from other comtries, and It Is very importatit that our prices
should be competitive. This we are enabled to do. due to our beltig able to
buy In our hedges without disturbing the futures market to any large extent,
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anid tile reasons for our being able to do this Is, that thle fttures-imalrhet liquidity
is furnished by at groupj of active pit traders. Th'ils group sio e~sSential. to ouir
operations, Is slowly being leclinlated through thle levy of taIxes oil all its
operations. Any lessening of I heir jiarticipatlon lin the market dinishes thle
market's value, to olirselves and the producer. Our Militates engaged lin grain
handing lin Europlen countries4, fit former year.i used the Chicago futures
market very extenively; they ale, bowvever, reluctant to pay this tax and all
other things being equal, will uise) the( Winnipeg or otlher foreign inarkets.

We eaVReStly wishl to call youir attention to thle series 31usitaiw that would
(develoip by anly further illpaliment of thle liquildity of the futures markets, as
tis would ent all larger inn rgln reqldreinent s whsenttanking purchases front thle
producer and also we would have to add larger mnarginst Mvieni 1akoling offers Onl
export inquiries.

Very truly yours,
('ONTINVINTAr, GRAIN C o.

Exriwi r G

Chicago, I'tbrnoi,1 J 4,18.
Mr. iLAWRIaNc?: RYAN,

Chaiihnai of Voinin(I(co ots Taxr !Un(it tils,
Ch iaugo, MI.

I)iF %ii Mi. I yA N: The matter of eiliiainlg I he tat\ onl trading In graini
flit ures Is of groat linport awic. We (operate grain elevators tin Cicago anmd
Sliavonnil, Ill., Winlona, NM Inn., and1( Militia. Nelir,, and during tile course of thle
year invrehahldiM' fll giahis, hoti hIl in doiAICt IM midV Nrt clammimls. lit amidd-
(loll1 to I his, our subhsidilary Vitality Mills. INo., whose pla11nt is located In Chicago,
does fill ex tenisive buiievss, 1mm coinnierilal iol xed feeds.

We Im111am il mt full hedge opposition Ini connect ioni not only within our grain
operations, buit oiar feed operations ats well, ait no litte hiavinig anly position
whatsoever fin the markets.

lIn view of 0iwi sl)?A' of our operations, the question of tax onl futures trades
Is a sizall factor lil ( lie expense iof doing our bhisiii'q. For exO iiple, whleni
the whea~it crop) starts to illovet, our1 hedges will go into thle July faitureV. These
are suimsequentil\1 sivitelied to Sepiteniber, theni to TDeccinder, and fitiolly to tile
May, so that altogether it ldg shares of our wheat hedges fire transferred it mini11-
nviumi of fouir times during the cotirse of thle crop year, adding it slzalL Yi-'ble
cost to the handling of grain.

Inasinue1(ll am flutlIrt' inlrkets afford u.4 hedgling facilities at all flinn's, It Is
possible to handle grain without the necessity of addig to our sellimig price ani
itemn which con)jIemisile.s for luivmiiss poten~til Inventlory shrinkage suei as
obtains iiiethel' itidit ries.

As a genierallfthing, we are enabled to mouke purchases of cash graini by
41spiotting" thle boi~rd, kniowving thait WCe catll get ourP lidg, (off at virtually that
figure. Thle Paiae thing Is likewise true with respect to sales. However, lit
view of the fact that tile cost of operations hasi been so greatly Increased,
Inisofar as thle floor trader is concerned1, danger to futures' liquidity has been
brought Into existence,

lin thle event thant floor traders are conulpelled to decrease their operations, a
cot%'!om whicht (,fill Indeed be brought about by apparent exceqsiveiiess of
tile talx In coniparison to returns, It wold not be possible to "spot" (te board
to the extent thMat obtain at thie present time alid as a result cash grain will
havl1e to be (discoulnted mliliemtly fin puirciasillg sonic1 to allow for thIR. It
lit Aelf-evident that tils discount would I-erforce have to 1)0 passed on) to thle
producer tiurouli a lowered baying price. Onl tile other land, ai sliglitly greater
totinl would be tiecessairy front tile selling standpoint when hedges are re.
moved, whicil of course, would be paid by tile llltitunte consuiner.

A careful analysis of the situation leads; u1s to believe t(flat a continul:tloll of
this tax will, tilrougll cllrtaillenit of pit traidersi' activities, have a depressng
effect uponl producers' prices; generally. Tile fact thant this market, even at tUle
present thne, Is carrying lil excess of 150.000,000 bushels of hedNges, clearly
Indicates that tfils is not a local lit rather aitntional situations,.

Yours very truly,
ltosr..xlAUM 1111)TiisAS,

(S4gd-) 11. .8. AVUTAN,
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ExIllir I

BoAU) or TnAv lBlulw mo,
Chicaulo, ill., November 10, 1937.I1o11. 11oawrrt.T W. Xmr,\o

Under Scretary of the ''rcasury,
11'Uahinglloa, D C.

):.k los: I have been a member of the Chicago Board of Trade for over
10 years, during tile last 12 of which I have been englaged in personal trading
in the wheat pit. In this capacity, there has been ample opportunity to study
and appraise our trading nechanism, and, 111 it broader seme, to iimalyze the
pIo{sition and1( fuiiction of the board of trade in the whole e(onomlic structure
Of grain Imiiirkethlig. 11mi ttly and conihent ly, I hIlhlve in oir lIstitut ion us
a vitill and il e,ssary force for good 1i1 the llstrihutloti adii thilana lleg of agrl-
cultural lrodut-;t Otherwise, I should long since have turned elsewhere for
oy lifetime buinshes interest.

lRs, you are aware that un(ler the revenue act, there is a tax oil all trades
in grain futures a noUlitlug to 3 cents per $10M or fraction thereof of the valle
of tile sale. i my I ,rsomil experience as it result of this tax, I was compelled
to paY a mnthly tax for the privilege of coiductig It letiilthnate Imshless
averaging arounId 2 ) when, dun llg the depressihl years, there was littlemiore(f [lat) that to 1w, madl~e. It 1110111t fhl i t l i lt , 1V t C IA f t \'el lltl , |lowV-

ever Ivan11 il profits, $2W(i had first to be pall lil Federnl tax Ifore it (llt of
m1y earnhlgs became tivi1h11 ble for til' primary nteds of lIn; family. If
there was no residue or If the Iet result WIts a Its, therO was 110 IadJIlst llllt
or eolpensatlon possible. I dhiad llt 111" another, t 1rnllg to 5l'llhig ins1a1lIce
afterlioons and1( evellilgs to tltllpplelnilit tile meager income froni '11y rcguhlr
busllc.s.

l'c115 e cOlsidher these filets: I do tIe review my expericilee to enlist HsyIaiatly.
I do rather hitelid to fight for walit I believe to Ie my right- and thilt of
otlers--to earn It fair lIhiig from 11y hom ellprofessllI protected from blanket
Int-asilles 1Istituted tilrough lnisilnformation or purposes of pulitive dlisciplhe.
My exirlene is dolubtless typical of that of the four hu(lredl or five hundred-
tohl 11en ilglgtd Il l rsonal trading in the pits of the Chicago loard of
'rdmie. 'mesv are is alert, honest, oampatle, Hubjeet to trht rules and
di.ciiwpllne 11s tiny other group of businemf men you will find anywhere, Their
Influence, politiclally, 1s wholly Ilnsignilciant because of lick of iumerical strength,
Therefore Iey depend for their protect ion ulon the falrness of the talx laws.
There should lie 110 more omniscient, OIInipotctlt Judge than Justice,

I portest more earnestly flht. this tax Is severely lnjust, working so great
hardship among otur inelaershill) that decent living standards are mailtalned
o11y with greatest ilffltetlty. The tax i Inot, I believe, defellsible front tile
sala(lar(I of reveime productions. If I am correct, less than Mft),0(00 lire olu.
tailed during tie yetr ending July 19Mlt, the last perilo for which I have any
Information. I firmly believe It colld be Shown where this 811m or more could
be raised from taxes under the Inlloe-llltax law front those who have been
unable to pay taxes, or whose payments fell below the surtax brackets, le.ause
of this tax on siles of grain futures,

I know the Board of Trade h1a1s, at one time or another, tried to enlist the
aid of adminl4trative agencies lit removing this tax which Seer1s only 111illive
hil Its eTect. What Is being (]ole now, if alythling, I d10 not know. Devau'ie
no result have llen fortheoinig to datte, J amln li kig this persolnill ailpeal its a
citienl for the protection of his golverinmelnt. I feel that yoil will listen to stueh1

n alpal. I ant ready mid willing to take whatever steps inay gllin a fair
plreselitatlol of 111y ealse.

The iliportance-to ti1e aid to mny olher-of thls matter Is slbnitteld Ill
lily eXcll'e for takillg so lniueh of yolr tite.

Siierely lind fraterlllly yours,
BROOK 13. BALLARD.

XilltblI? I
VIMOR H. IlrHmw & (1o.,

Dayton, Ohio, FcbritorV 8, 1938.
Mr. 1). J. ITAN,

Ohiceao, lit.
DrAr SlR: We certainly are pleased to learn that someone is taking the niltia-

tive to eliminate the unfair tAx on grain futures and are therefore moved to
express our thoughts pertaining thereto.
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We, as operators of country elevators anlo fee(dIlixioig plants, buy frot and

Nell to to rmers direct ats well am wholesalers and brokers. Tile conlt Iinuelilt-
position of tis conilscatory tiix will, we have no doubt, result lit the curtailment
oif i nile oil (ihe exchange floor which ti tni vanI only result Ii lessetihig thie
IIbpilidity of I lit grahii maurke-t. TI'le inl result will be reflected ii Me lo rive
paid by its to the former for hIs grain because with a re-4 ricted market and
Its liiiteligidnt w~ild lfliac ttlio we wviIll ave ino etlher a lterioi Ilit but to maike
at etiresliond lg reduction lit our bids to protect oitirialvt-s4 iigaist js'teiitlin

I 'leo1se feel treeT to (c111i upon uts (itt all.% t line to hielp you Ini this wont hwhiile

Y'taiis truly,

J. Mi. CAMI-nttni.

l"jitnir J

SeiTurZ liA11JlA.N & CO.,

Mir. 'iixC. Juili SAN,
12'12 ibad of Tradetl, Chi(cuta, Ill.:

Rlig to youir letter of (lie Mt i, we van gladly Johnin a fll efforts for repeal
of thle excise toax onl gnu ut-futi tirnisactlonis.

Oiur buuidiss cot'usist s (itl milug mid miereliu udiliog oft grn , Hlour. m id
coiiiit'tlili rved'ts. li-fty 3' pe(em of ouir tusivnss is4 donit direct wMill the fiirimers,
esioclol 11 d rlig lmrvest little anud t-Ing tilt' Mile wivh'ii thli big niloveinviut of
whitt Im oii. Ili order to jaty t ieto frmer it iouxl iuni pric-e for his gra ii, of
tcoui se we' litiii to plitet' liedges I iuiei lit t'ly. uli her li Clieo go or St. Iol . If
It werei not for~ the tox oi gre li tu ins, we, of vtirse, could pay thle tormer a
lit tie more for Is granu . We ii wiiys have 1 lioughit tlt tis to x WIts ut11icalied for
anti works dirtetly igignst the farnner and Incoiisistent with i e t rendi of the day
to itip tihe funnier.

Wet NOeeliht thlt tov lit, Iterfered inaterially with thle fulnvt lonling of the
market, aud, no doubft, wue would have at bettter market iltliott it, 111(1 we are,
very aiioug to cooperate lin every way to urge Its rellcuii.

Yours v'ery truly,
S0i1.1'?. IHAUJAN & CO.,

BlY A. 0I. 80CIITLT.

,''tr. Jity.Nmx iu t.imo Co.,

Air. IAWR1Nt J. RtYAN,
1215 B~oard of Trade Bifdhip, Chicago, 1l1.

MrARI Sun Replying to your letter, we gladly subscribe to all efforts for repentl
of the excese tax on grain-futuires tranisactions.

Ouir bushIess consists oif milling and muerchanilsing of grain, chiefly wheat, nd
tlie' n111in t oire lnd Sale of fteed. We constitute a close bond bet w,%'en tile fernier
and tile grain exchanges. At the tine of heaVy inloVelin (if grain we buly
grain from thle farmer tit prevnillug imirket prices far lin excess of our Imine-
(hate zehds because we know that we caln place hedge,; luinediately either In
Chicago or Kausaq C'ity. SMitilhirly, through neatly access to thin ledgliig me-
iumi, we ean booi(k forward sies of flour lin execss of our Inmmeiacate supply of
cash wheat. Dicausp these liarkeul posess liqidity, absorptiv ix jiwer, ani
move Ii nminiui, ordlenl3 pricm ranges, we are Pnahhed to) pay tinxiillii iprlet's
to the farmevr for whient, to provide flour to consumers at low cos.'t, and~ to reduce
our own oplerlitig risk.

We beiili'e that tile hprofemloioil traders fonmnil Integral and ncecsmsry
part of this imirketing machinery and that their operations should not be
restrictedl, and, Indeed, their very eI'Xltenuce as a group jeopardised, by thle
levying of this tax on grain-futuires Pales.
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We m'i that the tax Interferes with tMe natural functioning of the marker
midl will gladly cooperatte In every waly possible to urge Its repeal.

Very truly your#,
J. 11. CAnt, Secret a ryTrea a u rer.

The1 CHuIwRMAN. Mr'. LaiwrceW J' Rtyan, also it member of the Coiul-
miittee reejenlt ilg floor tradiers of thle Chicago 13oard of 'Trade.

STATEMENT OF LAWRENCE J. RYAN, COMMITTEE REPRESENTING
FLOOR TRADERS OF THE CHICAGO BOARD OF TRADE

MNr. RAN. 1 11111 here0 ill biehalf Of :300 pit traderS Of th C le Ccago
Board of TPrade to ask thle el iminat ion of at tax which bears nto rela-
tiolisii to luc)(olue( or ability to mylt . ITIIderl thlis tax, if we.( nia1ke a1
profit, we p:l3' at tax. If we 5i 1"1 lo)S,, we pay at tax ; ild uinder.
tile chan tge )I))oelby thle W~ay1s atl M1eanls ('oiiit tee regarding

Scrach 8114. wteii w~e trade NN ;1it* ne itithierit ap1'oit oi- at loss, we pai
I tX. hh'li fot in of t axatijon 1s SO unj zst, ,.so unuyburdeiisoliie and
"0 llltec()1lii( that, it Shouild )1ot bI p~art Of ou11' t.aXationl s4trijettire.
It, 'eelm illogical to appropriate $1150,00,00() to force fallil Prices1 to
a iti rity 1111d at tile sil~ie tinle ilisist 1j)01i it cemtit ilaice of at tax of
Appro)'x i mately $41,01)0,M0 whichl miillifies to at great extent tile belle-
its tended by3 th11 exp~enditutre of t his linge 511111 We, like other

citizelis, aire willing and anxious to share the burdenls of taxation
WithI ouri fellow citizens but we believe that, thle basis of aull talxationl
Should he0 abiliity to pay. W~e take pride ill 0111' achievements inl
moving filillu prloidlli'ts from tlie field to thle eolitslitier's holies. We
itsk nothlinig m~ore, than tiIhat we s11al1 be p~ermlitted to pusu our
biusiutess 1111( not be 11njiustly taxed. Since Illy alppear'Ance before( the
House WVavs anld Meanls (Comllmittee*, condit ions ill 0111' trade have be-
COlli )10g'essil'ely worse. Six firms have ceased to do business
SIlicOJ aliuiaily 1. Onl Janulary 311 0Our clearing house htad 714 shares

outstanding. T heyiive ltll' been reduced to 5,58. 1'Te iui-off of
ineii onl Ma-cit 1 was dlistressinig, indeed. Mciil Conniectedl wit firms
ov-er 115 yJeflrs were released. 501110v of titoso ere'(l phone 111(111 hold-
inig mebriiwho ulndoub~tedly will b)e forced to dlispose of theiui
and1( further depress5 the price.

Expert. test imiony Shows that thle au'evrage prices of farlil produce 'ts
have beenl eleu'at(l bNy tile operation of'"the fithr's market . Thle
liquidity of tilie fulture~s Jlilrket is stustainled by thle lhol. trlader's and
t heir (lestrucnt ion by, this Character (if CollthsclltoIy t axiltioli would
hIllali a1 great tiljltry to tilt) farmers.

.ql'at ('I sales, like lledgilig, form11 all ifit egti i)1u't of tile fund busll
oif the f~tttires market, an~d contribute to its liqulidity, 8e' it s a
stab~ilizinig influence and1( facilitate the handling of orders. Inl Coll-
nectionl with tile amnlelilllelt found ill tile H1ouse bill imnposintg it tax
of I Cenlt~ oil iseratcll sales, which sales 111) to tis tine had1( hee-h free
of tax, attenltiont is Called to the fact, that tis tax sliggested to be filli-
posedI 1)3 the Wa"ym anld Mleans ('olinittee, would tlti1p0se uponl the
C0lllni8SIOlt house' cotsidlelalie bookke Ming~ and( Clerical expenses
wvhichi woul d he passed on to thle floor traderV il tile forla of increased
Mill ill 1s5s0ons. Let 11s con~sidler thle plight of a pit. spreader who at ipres-
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ent scratches 7b percent of his trade. Based on daily vohlmie of
100,000 bushels, at $1:
T otal ---------------------------------------------------------------- 100,000)
scratch ------------------------------------------------------------ 75, 00*1

Net trade subjet to charges .......................... ---- ..... 25, W 0

C o nll olo ................................................ -.----- $0. 25
Tax... . . . .. . . . . . . . .. . . . . . . . .. . . . . . . . . 7.50

T -t l. ................ .............. ...... ................. . 13. 75

If 25,000 bushels Cleared has a profit of one-eighth. or $;}1.25, he
nets $17.5o. If the iusult should o a loss of one.eighth, his debit
wvoiild he $t5. Under the 1 ouse re(o)nncudation ot eliminating the
scratch exeml)tion, and reducing the rate to I cent, the remsuit of one-
eighth prolit on the same transact ion wouid be-
Tax . . ..------..............---------------.- $10
Commiioli --------- ..-------------------------...........................--

Totol ------------------------------..----- ----------- 3.M
'Or it losis of $3.75.

Thus the H[ouse proposal becomes an hi, rase in tax rather than a
reduhet ion.

The CHIAIRMAN. There was no0 tax ol scratch CaileS before the
H1oulse rwolliendled it i

Mr. RYAN. No, sir; there was not.
The ChAIRMAN. Well, do you judge the action of the House helped

your situation, )y the inclus ion of scratch sales, where there was no
tax on scratch sales?

Mr. RY . We have I)Cen hurt. Naturally, a largo part of our
trading has to scratch. It frequently happens that we have to coi-
mit ourselves beyond our eal)acitv, becauls of the volulme at which
stuff is offered aitti bid for. Ouris is a competitive market and offers
to lu , v or sell are subject to first acceptance. A trader long 10,000
bushels of wheat at one-fourth, which is the bid price, strives to
sell salle at three-eighths, at which p'ice there are several offers.
A broker receiving a substantial huviug order hi(ls three-eighthis for
25,0(X) or b0,0, and t lie long t rader Sells it to insure a profit onl his
holdings, even though this iomentarily commits him lwyolld his
Cal)aeitv. io immediiately buys in the luiplus, scratching t he amount
lbevoil(fihis long l)ositioll.

lhe (' '11Im.AN. It is tile idea1 that the more tranetions there
are o1 the x)ard of trade in grain, th more market there is it helps
the price of tile grain?

Mr. IH'AN. Yes. The greater the volume the greater the liquidity
and the closer the merchant can bring the market to the farmer,
knowing it. is a liquid market,. Canada had this tax at one time.
They not only eliminated it, but refunded all that they collected.

IT0 CHIRiMAN. It Was 3 cents I
Mr. RYAN. Yes.
The CIhATIMMA. And it was to go out of existence in 1939f
Mr. Ri'N. Yes.
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The CHAIRMAN. The House reduced the tax from 3 cmits to 1
cent, and brought the date il, so it goes out now a year ahead of
that time on the proposed law

Mr. RYAN. Yes.
'1'he CHAIRM N. In addition to that they put a tax on scratch

sales?
Mr. RYAN. Yes, sir.
Tlhe CIAIIMAN. IS that tax pernaneiit, on scratch sales, or does

that go out at the same time as the other tax?
fr. RYAN. Well, this tax on scratch sales would become perma-

nent under the reduction of one cent.
Senator Bitows. How much revenue is involved?
Mr. RYAN. Wiell, for tile period of the last 15 years, excepting 1932,

whenl it was le's than one Jil lioti in the entire I united States, it varied
from $1,700,O(X) to $8,t)0,0), and the first district of Illinois--that is,
Chicago--)1a,,s aluilt 60 percent of t his,

To our kiIowledge this tax situation accounts for the only timo
we have appeared before Congress seeking relief, find we believe it
was the intent to help. 'lhe proposed change would benefit mer-
chandisers, lrOcess'Ors, find specu liators, and thle only ones not aided
are the floor traders, who sought aid and brought this matter' to
legislative attention. We (10 not feel our pleas fell on unsympathetic
ears, and were probably reiis in not. explaining the technology of
Feratching. We were (leeplv grateful for the opportunity of appeur-
ing before the Ways and Means Committee, and were loathe to burden
its members with too much details and did not foresee a tax on
scratch sales arising.

Hedging salts normally remain in the market for considerable
periods, and must be carried by some buyer until removed. Tie ulti-
mate buyer is not° always instantaneously available for each hedge,
and it frequently passes'through several hands during the same day.
We do not feel it was ever the intent to tax the same bushel of wheat
several times.

As Air. O'Connor, of New York, said when the bill was up for
discussion in the House:

Il spite of the general oplilliol, supported by the lhDoprinent of Agrialtire
ntlc otlir gov'rtinetal ageneles, tha the tikx of 3 percent otil e(Iit1tlltlty Will's
o1 our protce exchanges shollh be entirely repealed. this hill merely redilces
the tax to 1 percent; but although tile Dpaurtment of Agriculture agred that
the tax should he entirely repealed, It ddl(hon to oaly reducing ih tax to I
Iwrcent, tills bill places a new tax on what are known as "seratci saks" on tle
eonltoility exchanges, where a certain 1atnollilt of a colillOdty Is sold at oile
tinle Ill n day, ald th same a maunolit of tht, same comnmoodity Is bought during
the saMe (lay, or vice versa, all at t( same prihe so that lhwre is no gai or
loss in price on the commodity. This is what is sometimes called a "wash
sale." Hilt, mark you, thin bill now plts 'a 1-perot'att tax on that kind of a
transaction, whieh wil many times Increase the burden ont our citizens dealing
in connmities rather Itan relieve thema to any extent. That innovittlon by
itself Is typical of the present attitude toward our taxpayers. in all the in-
stances Just recited, It Is the best opinion of (xl xriit o0 taxation and ceonontilcs
that more revenue would be received by the Ouvernment If steh taxes were
repealed rather titan by their votinthitince or mnodlflea t Ion.

These men, human beings like you, are being destroyed financially,
physically, and in spirit by the viciousness of this tax. Any succes-
if effort. is reduced by the tax, and the grief of unsuccessfil effort is

increased by the tax. Some have found it necessary to augment their
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inconie by part-time jobs after exchige hours, many who in former
days found their amuement in golf have been compelled to give it up,
some have disposed of their cars, others have given up their homios,
al1(1 some lacked money to bury the dead in their immediate family.

Suspensions d1o to IOi1l)iayielit of dues are ibliiieroiis, and others
were forced to sell their membership to satisfy claims. The strain of
trying to trade protal)ly under this tax burden has broken the health
of many, and since men of sufficient caliber are not available, they are
not beiig replaced. This has resulted in decreased emp loyllent and
hundreds of former workers are today without jobs, an this number
will be increased presently as I know of two firms who are retiring
from business.

The further destruction of this group will ruin the liquidity of the
farmers' market, and I think most imarketing students will agrea
this group's elimination would result ini a considerable reduction in
the average price of wheat. and corn. Figured ait only 1 celit per
bushel, this would result in over $36,O00,OOO loss to tihe Nation's
farmers, which is many times the tax collected. It. would probably
be of sufficient l)roporionls to make necessary some kind of Federal
subsidy. The proponebts of placing an impoverishing tax upon us
state that the revenue to the Government is unimportant, but the
farmers' market is important, and the Department of Agriculture
says this tax is a burden on the men responsible for furnishing a
market to the farmer. Canada placed a similar tax on their market,
and after I year canceled it and refunded all the money collected.

Today, because of the tax and restrictions and the eirect of botlb on
the market, forei rn buying which us(d to come into American mar-
kets is now l)lacet in Winnipeg. It is difficult to determine the losst
to American merchants and industry and to the Government itself
occasioned by the building up of a competing nation at the explenso

of our own people, and I thin k the spectacle of Winnipeg 3ay wheat.
selling 81 cents over Chicago is ver), significant.

Since this tax is (levitaiillng a group of earliest citizens, destroying
a farmers' iuiuirke't a1d redlucinig their income, divert ing trade and
revenue to it foreign country, causing umlmli ,loymemt, aid is un iia-
,or)lant il 1,ederlal revellle, w"e think it would )e comstructive action. to

elimiinat4 this unjust hw.
1Whe ClAm0.ArN. 'l'h111i1C Volt very mmucIh.
Dr. Ifendersm, 1,rof'soi of applied lhysilogy, Yale Ulnive'sity.

lie will talk on subjects almost iiovel mid( inteesilimg. I)octor, be as
brief as possible. We have your brief, 1111d the matter will o coli-
sidlerd fully by the committee.

STATEMENT OF YANDELL HENDERSON, NEW HAVEN, CONN.,
PROFESSOR OF APPLIED PHYSIOLOGY, YALE UNIVERSITY

Mr. II.N.misoN. I handed in a statement that is not very long.
I shall only read one or two paragraph from it.

The CIlAJRMAN. I WWis 0 you would just point out the high spots, so
we will un(ler'sttlad it.

Mr. IlENDmSiiso, I should like to submit, before Monday, an addi-
lion containing soe figures that I did not have time to include.
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The bill, as it cones from the House, to the Senate, is for a 25-

cent increase on a gallon of liquor. That is from $2 to $2.25. It is
my belief that that figure oltght to be $1 more; that i4, that the tax
instead of being $2 ought to IM $3.

I spent a great deal of time ill studying 01ou1 liquor situation here
and in other countries, Anl it is my firm belief that the bootlegger
today is it bogpyllal to scare Congress, There is alll)le profit and
proflteerhig-taing the (listilled-spirits industry as it whole-aniple
profiteerhig to pay an extra dollar per gallon.

Now wheln ( ngress sets the tax at $2 or $4.21, or ally otler figure,
it mrely establishes the alplJa nlt tax. The real tax is (leterllineld by
another figure, that May be called the dilution allowance, and that
figure is set 1lder alloth1er law, nanlly, the F federal Alcohol Adiin.
istration Act. This act autiorizes the Alcohol Adniiiistrator to set,
tile Iillillt Iw which spirits Ilay be diluted and yet be legally halbeledI
amnd sold its w Ihisky or otler forms of s/,irits. At lpresent the lowest,
figure to which we 'call go is 80 proof. I ill) sggestiltg that it should
be allowed to go dowl to 60 proof, blit Iielely as it Sort of a Poip to
this bogevntl, tle ootlegger.

Colnc retely, ill' suggestion is tht tile Iloillnal tax-that is, the tax Oil
each gallon of 100.proof spirit.-should be raised to $3, and also that
the Alcohol Adnmiistration Act should be allll(ld So ar, to peIriiit,
the bottling, labeling, And sale of spirits down to 60 proof. If these
two Steps were colilined, the Government would obtain all increased
revelile, Inot merely of thirtv or thirty-five Iilliolls that the $2.05 tax
is expeete(l to prodee, but certainly Iioro thall $100,000,000, and with.
out pronot ing boot legging.

'Th1 (h1 mAInMAN. What is tile nominal now?
Mr. EIlz~nmns4'N. Eighty. Tie lowest that is (1n tIle Iinarket, I thlk,

is 87. Most of tie whisky is sold at 87 and 88.

Senator hirsamo. Wlly don't thev go (Iowa to 80?
mr. IIF:NDEeriN. There isn't nilye p'esil'e. Whisk costs so little

that tiley, could its well piit water ii) hoties as whisky.'
,Senatow 1H-unINo. olld voit like to sell water istead of lirjuort
Mr. IHYNDEIlON. I wold like the GOven'llmntlll. tO get, i goodo deal

miore Ioney oil it, and a little l)l'etSlre onl tile in ustrv to dilite
spirits would also result, in killing fewer l)eople with automobiles.
I (10 not wait to go into that, btit. we are killing 100 a (ayI, amid 10
to 1 of tlose are due to alcohol. I am trying to help on the matter
of finances Iow, which is properly not Illy business. perhHaps.

I (10 not mean that all bootlegging woul-d stop.. 'lhere will probably
always be small amounts of illicit (istilling in out-of-the-way places.
But there would be no stronger motive for 1e making of illicit, liquor
tham at present, for the cheapest legal liquor would not cost the con-
sumer any more than now. I have learned from the officials of tile
Treasury Department that among thousands of seizures of illicit
spirits i'ery few have run higher than 70 proof, and many are of eveil
lower proof. To require legab spirits to be stronger than illicit spir-
its is to give aid, comfort, and support to the bootlegger. That is
one reason and there are several other very good reasons why the
Alcohol Administration should be authorized to lower the allowable
dilution from the present. figure of 80 proof to 60 proof.

Whisky or any other form of distilled spirits at. 60 proof is milder
than at 80 proof and much milder than 100 proof. But it is not, a
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weak drink; it is a very strong drink. One of the standard drinks
now is the dry Martini cocktaiL. I analyzed a Martini from my club
a short time ago. It was not by any means a weak cocktail, and yet
it was only 58 proof. flit is as strong as can be swallowed without,
burnig the throat. It is true that a few men becoile addicted to
drinking straight, 88- to 1(X-proof whisky without dilutiig it. Bit,
that j recess soon destroys the lining of the stomuch and results ulti-
ailt(ely iin serious alcol(;lic addiction.
'11 h prolsal to pelillit whisky dowin to 60 proof to be lablled and

sol as whisky is one to which by itself the distilling industry cannot,
and I believe will not, offer any serious objection. Iideedl I know
that stine of tih lelders of th lint idust y have seriouisly Cousidered
the int production of 80-prof whisky, (ht lhlw.t that would onw bo
legal. T1he ilit reduction on the market of even lower-proof whiskies
wvoilId tend to) head off tile n1iovenlelit t wiard a return to prohibition
that ti liquor tral,, how greatly fear'.

With a tax (if i3 oi a gallon oif 100 proof, tile real tax on 60 roof
woul he $1.80t a gall on, which is nearly tle SiteiS ias the real tax
on tile nihdvs it hisk llow on tlie unitruket, tin ittelv, 87 proof, with
a real tax (if $1.7.l. Witl a blisic tax of $3, tie real tax on 80 pl1oof
would bie $2.40; ol 00 proof, $2.70, and on the 100-proof bottled-iiu-
bond whisky, I th the nominal tax and the1 real tax would bo .
Why anlyon'o should insist on bIving and drinking such fiery stuff
as 100-proof spirits, I do not know. But I do kov that "nearly
every other civilized country has taxed 100 proof off its iliarket. Ill
1itg'id anud 'Swedeni and elsewhere no spirits are now sold above 80
proof. The Brit ish distillers send us 87 proof bitt they offer nothing
above 80 on their own home market. If some peolh In this country
vait. 100 pIoof there is no reason why they-should not pay moro

for it.
'T' suggest ion of lower conelient rat ion anid higher tax is not a new

idea, It wa ado)ted by llyd Geor.ze in nightid early in the war
amid lits beel iIll effect ever since. 'i lie dilittmti allowance is 30-off
proof; that is, 70 per ent of the British proof. The basic tax is
£3 12s. 6d., or $18, litt as their gallon is larger and their proof higher
than ours, this antotints to a basic (lax of $1.1.50 on tni Aiierican lproof-

1rallom. It is about five tiums tite Sut of our lederal and! State taxes.
'ho standard price of a bottle of 30-off-proof whisky in England is

12 shillings ipi(o 0 pence, or $3.12. And ml, der these emditiomn , of tax,
dilhition, and price, tle distilling indlistry itiales a good profit.

Tle distille.s in Englaid, some of them, are among the richest nuen
in Eimghild, anl1d somue of them sit, in the house of Lords.

The OuaiuIAIIN. The average fellow who drinks diittes his liquor,
(loes le not ?

Mur. Ih:ptoiumsox. Yes: I think he does: but if you look along the
roads today you s"e n largo number of bottles thrown out of cars,
and that, liquor is drunk without dilution. That agalil is not a
financial question, it is a social question, and I am trying to piint out
that with such a combination o arrangements you can well afford to
raise the tax to P a proof gallon and thereby promote dilution.

Now, let inc give you thes figures as they" compare bet wee Eng-
land and America. I had a long conference a few months ago witi
Mr. C. E. Collins, chief inspector of the port of London. The tax
over there, on an imperial gallon of their proof- -that is, our 80
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jiroof--is $12.00. Onl their gallon at 7'0 proof, and 151 bottles-of
ColiINe, there arit .5 bottles inl their gitall--oies to $16.00. The
whole Britislh industry is 1.11II Oil at spread between tax and ultimate

slsprice of $'.
Now yoti compjare that with out sittiatioll. Our taxes are $2

Federal, and( a1s it niaximnum, $1 State, oi' $3. W'e sell it gallon of
fotit' bottles for $,2 apiece, or $3 apiece. That is $8 to $12.. That
illakel it aspread( of from $5 to $9 as ainstilt tile spread of $3 inl
England, and I siumit, thut a slpread lof &,I inl this coilitry3 should
cover till of thle manu factuiiring costs and leave it goodti-(lI)fit of $1 or
$2, and out of thait tile (iovernilent should takhe inl taxes, and1( tho
industry canl perfectl13 well afford, to pay anl extra dollar it gallon
lFederal tax.

As I figtire it, onl 122,000,000 gallons the American people today
paiy $112,0,00 h tax(-s, iedkeral andi state, are $1'3t1A000,00)0.
A reasonable coAt of matnu~facture( nd merchiandlising, ait $it gallIon
would be, $-366,00000. 'Ihtlev are profiteeringy to thle extent, thenl, ol
$0,000,000, a1nd out, of thlit they can well afford to p)ay3 it (1ol1la1 at
gallon I more, anid ouit of that tilt ( overnitt.ill wold get. well over
$lM)00,000.

Now, I ami puzzled to know as to just where thi4 entormlous profit,
or profiteering goes, mid1( I suggest (]t ta lot of it goes into adi'ertise-
Inlents, anld I would mallke lin additional stuggest ioul that You lpit( a 10-
percenit tax oni luor advert isemnts.

Tlhe Cnio-MS'. You elaborated oil thle Jpropositioit inl your brief?
Mr. Ixmno.Yes, Sir'. These figures I wanlt to have tvpewitit-

fell and1( send inl as Supplelem'ittary figures. I got t hiei rather late.
I have alccep~ted the figures olfereo by tile Distilled Spirits Istitute.

C(l'kR1auso or A% ND 1114111811 1Li0VOR '1ANFY1 A'ND 004114 10 8ii0W TUAT
TIMi1TIuLLED 81-11-111 INIIUS11Y Hlk, IS 1'aOvIhuiiNo 10 TIM, i-:xiEN F OV
$2 -to $11 A. (Imio (hrRF~ %N~o AIiOiE Al. ltrAMINAi1 Et COSiTA OlF MA'tr~tcrujn
A~NDl Mf IlWlA NDh41NO, bR A '1o-r. AI'i'1l')XI MAll N $-I3i,00t),01X) A YLAti

Thle lit ish to x on unn iiiilm'rlial Kallon 1lint 11,1i, proof Ns $18. (Brnit ish proof
)I inlt'i it jilii 'ol, A iierivim proo4f ---5 per, J '''nt al((,lbl.

All B i t ish sjii riis arne dlitued to 70 peotnr t Hitsi protx~ iin kig flip (iax pe'r
gallon (W3l by .141.711). $1210~.

'r'h( inwerl v allon equals 1.25 A nterbo ii gallons and fills 5 qua Ft hoottIles wlla
tire sold jit rvitiill for Cl.1 2 eache, or $Mi.11() mxr 1ri llii.

Thet spread~ litiwenit N i wid recelIpts is Ititerefort' Al por gallon, whdi covers
nil costs (if man;ifict ur', inercluialulisg. and profits. Aini flip proilts airp siftl-
det to pay I liberul n't iiris on thei en tzt/i on. it IR it jwri'swro W us it ry.

lin comianL.4oi flie Ainericiti lFedertl tax pe'r golloli, 101) proof, Is 12, to which
tot' Slatest geneorally ludd $1; total tax, $3.

Th'le Akinericiin gailln lls only 41 quart hot tles, of which TO percent are sold at
$2 n bottle, or $45 a gallon; ndl 30) perveitt at $3 n bottle, or $12 at gallon, Spread
between taxes and revelpts, $J2-$3:=--$!)

Thto Distilled Spits4 1p.itittt reisorts tliat thle "tijked piroductioni cost" of a
gallon of whisky lit America now 1Is 50 to 00 cents, or at umost, 151 vents a quanrt.

It Is fir to assumie that V3 per gallon would 1w a liberal estimate of the cost of
mannufacltire andl iierchnnilsling for AtnerIcan whisky. If mo, tle Industry here
Is prollteerliig to thle extent of at least $2 a gallon on the cheaper liricel whiskies
anl $0 a gallon on the bighor-priced whlikies.

Undoubtedly a considerable part of the funds thus obtained are spent on ex-
travagant advertising, which Itself might well be taxed. The organization of
the trade throng;; which spirits pass after leaving the distilleries and before
reaching the consumeort Is complicated and extravagant.

REVE'NUE ACT OF 1038220



1W VENUE A(CT OF IM3. 221
The total paid by the American public for its whisky (12,000OO gallons) anl-

nually is $1,161MKI04). The taxes onl 122,000.00() gallons tire MW,4 0,. Trhe
cost4 of mianufcturi:,g and mercbinndfsing at $3 a gallon Would be ZMAMO)CXX).

The inevitable conclistoii Is that tile industry as it whole is prottecrhing to the
extenft of $43io,Mt),000. 1"ronj this mum the Government maty fairly aisk for
$1,00,0J adtditionaiil Ill taxes.

Herewith Is it (draft of thle :iImeIndniW(s to the( tax hill thlat I would suggest.

Now, I wouldt like to hanve this am~endmelunt ltI)IL't1 in the 1'tCOT'.
''ho CIIAII1MAN. VeryN Well.
(Tnie amemdnielit is as., follows :)

AiMi;DnME:T Wo'ii 111F v' TAX l. 111J, HY~i iis''o*. YAxNW1.. hlENDHISON A1,0
I MHAYIA) Joy Pium.P (his.t, If. Iwssi1OX, Ti IN1Ao THE~ IIKI NUr l"'OSt lis-
TIE. ti) Smtun iiy (A) ]HtiINO TillE TAX PtI'tti' R OF AIJDiN AND) (11)JMVi'.
TiIK ItE(qUiIWJ) 1)~ilux or I'iUXo'F

lie, ii iliit'd hpj t~ c .S't and olHouse of U I& t I-48 11iti his of the Uni1ted States8
of .11110-ric ill ('omiurcs uix,Itat bid,

Snroxo 1, TJ'Iis Act many be cited as the "Liquor Taxiiig Act of 110i&0
Mro. 2. Pa ragraphi 4 of 8tulidivisluin (it)I of smctitoii ISJ of tiit- lttveiitie Act of

WI1N as atintiitlcd ( ruein tg to tile taix oin list illed 511111 Itn geciitrally aind th (littx
onl distilledl spirits divtited for lit-vitrage ptirjii-s) , i8 iie'd to rend ats
followovs

"(4) On and after Ilie effective (1itle of title T of thle Liquor '1'xig Act of
19131. m id tit IIIte efftetive tIt.' of ilie Liqutor 'Fax lig Act of 19138, $2 onl each
proof gallon or whit' gallon wheun below proof iiid it proportioniate tax at a
like rote on till friwt ionl liarls (of suich pirooif or %%tlt-e gallons 1114 a on tile
effective dhit (if tile L1.hpior Taxing Act of INN8, .$3 onl each prootf gallon or wine
galon wheii Ielow proof ail( itd prioportionaiite tax ait at like rate on aill fractional
parts of smiiti proof or winev gallon."

Si,. 3. Suilslvimlon iv) (2) of Fect iOn 5 (tlt'alliig With) Ilalin-1g) Of thle Fed-
eralh Alcohol Adminiistratlion Act, approved Auguist 2), 19315, Is amiende.d to read
as8 follows:

11(2) AN Will provide the( coiinit'r wilth adequate Information as ito the iden-
tMy anld (11111 1113' of Itl Ilirlicts4. Ih laloolicl content thereof (except that tile
Admninist ration many at till.% Iinn' aut orilyw the hll iig oft dist illed tipirits of not
lesm than sixty degrees oft prooif ats whisky, brandy, runt, or glit except fuirt her
that statemnit of, (ir statemtiius likely it) be consideredl as statiiias Of, alco-
belle content of molut beverages tire hereby hiroldili dmiles.s required fiy Htitoe
law ; mnd excetplt fun ivr hot, Ili cast, of wieg, ti aelnents of a Ictilnihc tett
shall li t' iured only for wiit.,, cotiliiiig moriie I li Ii Ii lsr tifnuin of aletdiol
by i olliie) , tilit' iitt conltents of tilie pm-avigo, mnd f it', aiiua otiurer tir hotter
or Importer of It'e protiut ; o*.

Six. 4. Suiidv ioii ( f) sit stt on 5 (di'al Iig withl atlvert Inhg) of thle red-
(rid Aloctihol AmhainiistraiiIon Act, approved Auguti4 Zli, 1 1M5, is amnedt to re-ad
as follows:

"(2) AN will provide t ie( coiisniit'r wi( Ii adequatte in ternuittion as to tit lideitity
Antd quality tif it' lirisliet4 aidvert ised, the( aletliole it''otviit Ihereof I exept
that ti( Adtliuiii Irat iont may at any thine authlorizo t it(, advertising of dist1illed
spirits of iiot lt%9 1111111 sixty th'grces of proof am whisky, brantly, rini, o~r gin
except further that stnteiut'ats of, or statenuents likely to ib' considered ias Ntate.
tinits of, lvohlolic coiiteiit of mlalt heversigus tire prtiitiett aind except further
that, In case of witiem, statements of alcoholic cointent Shall be required only for
wines containing nire fliat 14 ls'r entuin of alcohol by volume), and thle pierson
Kespiousible for theo advertisement ; to*41

gixu. 5. This Act shall take effect onl thle dlay following Its enactinetit.

The CHLAIRMAN. Mr. W. L~. Finger, of Now York City, repremeitillg
the Rubber Manufactulrers' Associatloll, Ile. Hie desires to talk on1 the
tax o11 tires anid tubes.
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STATEMENT OF W. L. FINGER, REPRESENTING THE RUBBER
MANUFACTURERS' ASSOCIATION, INC.

Mfr. FINorit. M1r. Chairman and gentlemen of the committee, my
mame is William I. Finger. I i assistant to the general manager of
tihe Rubber Manufacturers' As-,ociatioi, 444 Madison Avenue, New
York City, and ati ehairmnan 1)f the tire manufacturers' division of
this assoclat ion.

I want to talk very briefly about the exci,e tax on tires and tubes.
In this litatter the Rtblber 'Mamif., fturers' A".ociat ion is aut horied to
speak for all manufacturers of tires and tuhes in the country.

In principle we believe that all exis, taxes should be, abolished.
We recogiiize, however, that this is not I)racticablo at the l)ireskeit ti ue,
but wo suggest that tile existilig rate of exci.e tfix oil tires and titb's
should be reduced.

'lhe excise tax on tires amd tulbs, which yielded $t0,0,000 in 1937,
is lmaei on weight 1111di atnolitits to about. 8 percell ad valoreni on tins
and aboitt 12 lperceit oin ttibes, 1 . tlit',4 J)ercenta il are 811l) p orted by
official statistics which, with your peri)sion, will insert in the
record but will not take time to read.

Rrolse tci on res and inner tubcs, 1036-137
TIRE

PavaiI ofwholesale
Year Ect tax Wholesale value rep

paid Vidue wi'lll

by exceie
tax

19 ..................................................... $1 W7, 310 $374, 044, 030 8.6
1937 ........................................................ . A O), 197 411, 331,444 8.1

INNER TUllER

1934 ......................................... K 1,012 .I $49,V ) 12.8
19 8......................................... 1687, $ 6 3, 037, O32 12.4

Tires and( tubes are nothing bint automobile starts lod l accesories.
Paragraph (c) of section 606 of the act, covering automobile parts
ald accemories, aidhiiits that tires and tubes are classified in this
category,, hut excludes them front the regular rate fixed for such
parts and( accessories. '1his rate is 2 percent, and we submit that in
logic and in fairness the rate on tires nd tubes should not be ap-
preciably higher than the regular rate of 2 percent for parts and
accessories.

The excise tax on other necessities and oven (in several luxuries, is
only 2 or 3 percent. In no case where tile tax is on a percentage
basis does it. exceed 10 percent, and that rate is conditioned to strictly
luxury l)roducts.

Tires and tubes are not luxury products in any sense but are neces-
sities used by all classes, including large numbers of workers and
farmers.

In this connection, it is worth pointing out that perhaps the most
significant development now taking place in the tire industry is the
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rapid growth in the utse of rubber tires for tractors andI other farmn
Iniplelits. It, is sigiuftica it that tile t rac'tors and other farm un i-
ploeelts themselves at )lot subljctL to thie cxiso tax at fill. 'r110
stale of farm-inpleent tires has been tivah'ei g by leaps andI
1)0110(1 for thle past, 3 or 4 yetars, andt it is jpredicte4 that thle dayt i
not fur distant whlen thle majorIty of all Stich imuplemenlts wil Ibe,
equlippedl with ruibber tires. Th'i ear 75 lorint, of thle firlIII
tractors sold w~ill be onl rubber tires. We do not believe that thle tires
which at farmer uses to I oNv his ground, to harvest. Ili$ crop, or- h1111
it to) market, or- which tile" laborer uses to go~ to his work, Shlild lxi

Sl~lettoally higher taix than that which is levied onl Similar
TJhme House bill p roposcs4 to eliminate thle excise taix Onl a num11ber of

priodutt~s, tile total yieldl fr'omi whichl aitlotiltM to 11l)(111t "S'5,OO,OtX)ia
yeilr1. Most, of thle products onl which thle repeal of time tax is
reVCoimit*itetitled art) luxuries, Such its fili's, sporting goods, catilieis anld
lnses, chewing guint, Jphonlogratp) records, cosimiet ics, brw s wort

and mlt,. 'Oe'
Would it int be mnuch more l'enellit ) the .'gret 11111148 (it people to reduce

the pxcc-,.sIvv'ly high exciso tax onl di Hie d 111W W1114-1 whic or. e'4xit ieinmd~
hi' till clamsiws of iwoj~h', tlmim to repeal the Imix on i luxries sulCh ats tlwse

It would hei fair, theorelvally. to reducve the tax on tires aind tubes to thle
e4iuilo lent of 2 pweent. We revogmize m at I xei a redmmci ion wold entiail tile
lost of more revemit, ti thae Iteamounit set by experts aind bix the I (wise bill.
We smggceM, however, that thle aniount of the tax could [m' recutcedI by 12 or 13
million utolla rs at year, or fly' it third, instead of i'eeluig It onl 80oni of thle

Pi~urthermoro, It many be possible for tile Inx experto to (llRol'Or other
products not no0w miuievt to ain excise tax, onl whaih suh it tuux couhIimh placedi
without Injury, to ('OIK4'I0t for tile reduction fit hu iht Ile imdo fin tile
tax o1) tires andi tube..

't'lii' pies('StIl etliusi of 1isxessliqq thle tax on an poumnd lbasi hiis proved to be
convenemit front on ndinhlt rative otanudpinmt midl we reonimnnd thle retention
o~f this method, lout at redmtiton fit thle rate onl tires front2 to 1l micets it
plound amid onl itabcs fromn 4 centts to 2 ~cents it Imnind.

'I'llis would Milli Ic..vi thlt rm I of outr ltax or t h rv times its high it s thle
rate fin simi tir products, but would be tit least at stepi I li e right direct lon.

Mr. Chairman, we have explained this prioblem several t hules to
CongreCssionlal comumiuuit tees luld( to TVreasuiy officials. "Not oncee have
the Justice and1( t'etis(,udlenles-3 of our position beenl clmallemiged. "11m6
only explianat ions gi vell for fatilurve to mauke a corretionl irc, thle Gov.
ermnent, needs the money, tils tax is lucerative and itvryesyt
collect. It is true that tile Goveirnmnent imeeds tle mon0eyt bt is that

aValid ieasonl for Saddlilig tilly? commodity, e.Specially a ne-cessity, with
anl uijustiflabl y high tind discriminatory tax ? M oreover, this tax
will not, iniike or break thie fiscal position (of thle Govetrmuenipt. It is
true that the tax is lucrative, because it, is four times ats hiigh its it
ought to be inl fairness anid inl lo ic. It is true that thle tax is easy
to collect, because thle Rubber Mill filet urers Association, with thle
ftpj)roVal RIO1( supervisioni of the Treasury, organized and( helps, to
'oprate the machinery thatt maitkes tile collection of this tax very stitl.
pie andi easy. Slmou)1 we be penalized by making it easy to collect this
tax t

We respectfully ask for at. least, ai partial correction of this inequity
which has already stoodl for 0 years.



Now, tires and tubes are nothing but automobile parts and ac-
cessories.

Th'lo (HI HAN. Well, thev were so taxed fit one time, as I recall it.
Mr. FINupR. I (1o not belive so; no, sir.
The ('IIAll.NN. They were nott
Mr. FIN G YR. No, si'. Since these excise taxes were placed into

effect as an einei'genev neasur in 1932, tires and tubes have always
kbin taxed separately from other automobile parts and accessories.

"l'he (O',LRMAN. But We made a change in the laW. WVhell was
that I

Mr. FIN(II'l. I to not believe that any etaige has been flaide, sir.
le ('H.tAN.I, WO took ti1e entire jestiomi tip. I think it was

about 4 years ago, or 6 years ago, I have forgottell. I calllot rellneilk-
er thee. (ates.,
Mr. Frl'umi. Thie tax vas fitht phled, sir, in 1932, and the rate

fixed theln wvas o2 (elits it lollmild (It tile total weight of tires, ,I cents
a 1piountd oil the total weight of tibes, aind that rate, to the best of ily
k llw'led/ge, ald I lbdlievo I am correct, has not been altered.

The CIIAWM15AN. What was th weight before that V '
Mr. Fioirt. 'There was no tax before that. It was One of the

emergency excise taxes.
TIh CIHAIMAN. Bitt they were taxing automobile parts, were they

not ?
Mr. Fixo nr. Not to mny knowledge.
ThC CIAsUM-x. There' was no tax on automobile tires and tubes

then prior to 1932?
Mr. Ftu ut. To the best of my knowledge there was not,
Senator Bib, s .1 there any double taxation in the case of a new

car sold by the manufaciturer to the dealer Do you again pay the
tax on the entire purclnase price, or is the tax on tires and tubes
deducted before it is put on tile emitire lmrchase price of the car?

Mir. FI .(wl. 1 believe the tax oi tires aild illltaS is d(IuCtd, So
there is Io dollil, taxation in that resluct. I will be glad to verify
thlt.

Senator lonov.,. I wish vol would check on that.
The Crr.Itt. l. W y di'l tile tires andt tilt's escape taxatim before

19321 Was it because they were made from imported rublx'r?
Before 1932 there was no tax. on tirs fill(] tubes, but there was a tax
ol aitonilol e parts. That is true, is it ltot.?

Mr. FINOVi:. I am hot prepared lo speak on that.
The C RAM N. We ways had a tax on automobile parts. I was

just trying to reason why there had never been a tax on tires. I
presume it. was because we4 had to import all the rubber from which
the tires were Inade.

Senator VA DNu:RntO. As a matter of fact there was a tax on tires
and tubes as long ago as the act, of 1918.

The CIAITI~MAN,. What were they taxed?
Senator VANDENnr.10o. 5 percent.
The CHARMA r. Coming-back to your tractors, if a tractor has got

a rubber tire on it now it would be'taxed, would it 'not, as far ais
rubber tire is concerned?

Mr. Fi GR. The tire is taxed. The tractor itself and the other
farm implements are not taxed.

Senator BARKLEy. The baby carriage would be taxed for the tiresl

224 REVENUE ACT OF 10M



flI*XJNLE AC'T 0F 1938 2

Mr. FI N.ot. I believe this tax applies to any vehicle which is capa-
ble of sustaining a person. [Laughter.]

TPhis war over 75 percent of all the new tractors sold will b!
ecqlipl)pel with rubber tires.

Now, we (1o not believe that the tires which the farmer uses to
plow his ground or harvest his crops, or the tire on which he goes
to the market, or the tire that the laborer uses to go to his work
should b subject to a tax tlt is any higher than tile tax that is
levied on similar products.

Senatol BRowN. Before you go i1 ofn another line there, have you
ti figures or statistics, Mr. Finger, that show tile percentage of
fiutn1obile l accidesl(s that lre due to bhloWults

Mr. 1,'"i Norl, The State of Connecticut in 1936 compiled some fig-
11res on accidents, fund tloe figures show that tday1 l. percent of
all the highway accicudeits ar, due to blowouts, and" about 7 present
of all highway accidents are due to skidding. Now, most of the
blowout accidhents are (lefinitelY attrilutalde to tires that have len
run too long, and a large 1tunher of the skidding accidents are due
to tires that have been run so long that their tread has Ieen rum
SmnoothI.S elli ttl, 11 1.m Y h tw liSenator BIJIl.KI.:Y, Whlat wouula yon say is thle prop~er an1d( reason-
able life or mileage of tires?

Mr. F,,or. Today a rubber tire-the average tire can reasonably
be expected to run 20,000 to 25,000 miles, sir, and give satisfactory
service with very little tire trouble. I would like to add, if I may,
that 25 vers ago the avertie expectancy from a tire was about
2,000 miles, and a considerable amount of tire trouble. So that, in
('flect, in the last. 25 years your til\ life has been increased tenfold.

The C(hAIMAN. I would like to inquire about the l)roportioiate
price increase for tires.

Mr. FlNori. In that same period, sir, during which the life of tires
ha4 been innc, based tenfold the price of tires has beeni reduced, so that
tireq todav cost about one-fou"th as much as they did 25 vears ago.
I other words, lhe tire buyer gets .10 times as many miles fot' his
mumey today as he did 25 ,'ears ago, and infilitely mor comfortable
I ransim'tat lon, with infinitely less tire trouble.

Semtor Bru11imm . )oil mean that now the regular standard tiro
ought to run 25.000 miles before it is so worn as to be dangerous?

Mr. FJnom:a. 20,000, sir.
Semator Bwrmtir.y. 20,000 miles?
Mr. 1"mI m. Yes, sir.
Senator Browm. Do you think that this tax is any material factor

in preventing, or in decreasing-I will put it that way-safety on the
highway, in Causing an increase in highway accident ,
. Mr. FINGoEM. There is no question hut wliat it, is, sir. This is really

a sales tax of 8 percent, and 12 percent, and I do not believe I submit
any argument to this committee to prove that a sales tax of that
oniount. on any commodity will retard the sale of that. commodity.
There is no doubt but. thai. this tax keeps on the road a grreat many
tires far beyond the time when they should have been changed, for
,afety, and ihereby it hampers the development of the very important
highivay safety movement, which, as you know, has been one of
the leading developments in highway trartaportation.
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Senator BnowN. In round figures it puts a $22 price in a $20tire
Mr. Fixom. Yes, sir.
Senator JoinsoN. Is it also true that the revenue from this tax is

used to improve the highways?
Mr. FiNumOJ. This revenue goes into the general revenue fund.
Senator JoINs&)N. Yes; but they take the money out of the gen-

eral revenue fund and pay it for highway improvement.
Mr. Flqxrll. I would have to ask for expert opinion on that. 1 do

not know how these funds are allocated, but it is my impression
that the lIolney from this tax goes into the gunerald revellue fiund.
Highway users pay a considerably larger amount of taxes than are
u,,ed in the maintenancO or cost ruictioU of highways. That sity-
ment is sill) ect to cl~pek, but I believe that it is correct.

Senator iuLKu.Y. Can you give us an idea of what part of the
cost of ojoerating an automobile o woNhl be the cost of tires?

Mr. 1lNomi. The Bu11reau of Agricultural Economics recently nuao
a study oi that subject anid imlicated that in their opinion about
15 percent of the total op rating costs of an automobile is the tire
cost. That is the ovei-all average.

Senator BLhyuxy. That includes depreciation and repair of tires?
Mr. FINOEmR. Yes. In ci.onni'ect ion with your (lu1stioui, sir,1 ahout

retarding the sale of tires, it is rather interesting that this also
retards the use of cotton, Ibecause the tire industry last year con-
sulmed '240,000,000 lo)unu(s of cotton, about 120,00) bales.

Senator ,lortso,',. American cotton or Egyptian cotton?
Mr. FImNmi. American cotton, insofar as America supplies the type

of cotton that is necessary in the tire industry. Most of it is Amer-
ican cotton. 'Tho tire industry requires some long-staple cotton. A
small amomit. of it is produced in this country, but Home of it is
im)rted from Egypt.

it would he fair, *theoreticlly, to reduce tires and tubes
to the equivalent of 2 Prcent. We recognize that such a reductions
would entail tie loss of more rvenmte than the amount set by experts
and by the House bill.

Senator ]1UJm:VT . flow much would that io it pound?
Mr. Imovirt. I wouhlI suggest a reduction of aboit, one-third, which

would he on tires, from 2 ./j cents a pound to 11/ cents a puou1l, and
on tubes from 4 cents a pound to 214 cents a pound. That, would not
be a reduction to the place that we feel we are entitled to. Our tax,
oven on those figures, would still 1)e two or three times as high as the
tax on similar commodities, but in view of the roveoe nee(l8 of the
Government, we are not at this time asking for much greater adjust-
mont than that.

The CHamuM.N. H(ow much would we loe in money if that plan
is adopted, would you estimate?

Mr. FiNorit. About $12,000,000 or $13,000,000.
Mr. 1 [maUL .-r. That is presuming that there is not any increased

sale of tiro.
Mr. Fmomt. That is not assuming that there is an increased sale

of tires; that is on the present sales, if they oontinuo.• Senator BULauXm . But you contend that thero would be more tiros
sold if the tax were dooreased?
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Mir. Fix~oul. That is right.

itoe (.irAnIMAlN. Mlr. Finger, did y-ou and your commnit tee talk with
tile experts of thle Treatsury withI referencee to this ma11tter V

All. FINOER. WO did, sir.
'rho0 CHAIRMAN. Did you ever get together onl a fail, proposition

that they aiight recomm~lenld ?
Air. V~INOEU. 'i'i ldiCiat(d thatd tile Siigg(Itioll thalt weO made Of

a redulctioni of abot~t one-thiird of these rates that I have imam11ed
Seemed~ to IKI fail, 1111d1 ivOiilldJIOe to theil.

The~~~~~ CAII NIthr nth 1ii elI youl d-ire too sayV
Mr. F"Imoul. 1 lim1%.0 just olOe fli)ii I word. Weo have broughflt this

silbje-Ct to thme attention of iitiiiier'oiis 90 %V]I luentaitl agencies, Mr.
(iiai an 11111 l11( ot oIIC&3 lils thle jStN and reiiii l i0ilbI)eiie:N' of owir

p~osit ion I eu quesvt ioiied. 'hit Ni V (xlliiat joils t hat they halve
givenl for failing to Iulake th leCorrect ion wils the 0overnmen1vit liced of
mlonley. 1I'lio tax is very lucrative anld it is ext reIely easy to collect.
ile 60overllnllt dollte 1)C( thle illonley, bult we do niot believe t hat

that, is it rells')i for saddlinlg Onl aii, coilillnodity, part icularlyVit lieves-
sit-y, til unju st ifiably high and1( (1isciiiiatoi'y tax raute'. More'over,
tis tax is not going to inake or break tile fiscal posit loll of the Giov-
tlrinen~t. 'The tax is lucrative, it, is easy to collect, because tho, tire
itiflhtufl('is help the (4overnmneit to collect it.

T'ito ("If-%] u~ It Seeimed to these inen, I presulue, that they
Ought to be taxedI like other automobile parllts. We were Ftx'etchill~g
out, to got 501110 revenue, it was very (liflicuilt to work tis proposit loll
olit, hit after F01110 timei we finally worked it Out And adopted that
plall t hat is 110W oil tile Statute. If tile TIreastiryv ili stid at loss 1
think yout have illad it av1ery fine ol1guiient for youtr propositioll.

Mir. 'FING1111. Thailk you for the privilege of being heard by your
Voil) ill itt eo.

'l11m0 ('i 4 MMAN. it17'. liker, of New York ('t v.

STATEMENT OF KAIILMAN LINKER, NEW YORK CITY

Mr. Lix10n. Genit leillei, 1 am11 editor anid pliliher of thle M'iI lily
Stock D~igest, which is at stamtist ical and analytical service dem lng
with Ii ivestilIeiits,

Tle CIIIAN. You have filed your brief ?
Air. LNKi. No; I havent-, but I will, sir.
Theo CHIR~MAN. All right.
Mir. LiNKER. I could level mnaj or objections ag ais8, the various

provisions9 in the proposed Ilevenuie Act of 103. 1 could direct
considerable criticismn against the llndistriblited-profits tax and
against the capital-gains tax, the latter of which I think is particu-
larly atrocious. H-owev'er, it seems idile to consider either of these
itei;s when, unless certain moves tire made, both profits and gains are
matters of considerable conj ecture. Those two iteins are not thle
major items to be considered now, except in terms of a broad pro-
gramn. There Avould appear to be time for them later.

Theo major consideration is much more distressing and urgent. I
believe that if something Isl not soon done to operate against, thle
causes of our present di fficulties, conditions could rapidly get much~
worse, possibly to a degree few can visualize.
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I believe and feel that I call show that tile present depression had
it8 beginning with and was largely caused by the operation of the
Rovemue Act of 1937 against, a set of circunemtances which were not
applreciated or taken into account at the time that the revenue meas.
ure was passed, and, judging from the provisions of the proposed
Revenue Act of 1938, it seems highly improbable that the real causes
for our present deplorable conditions are yet nearly appreciated,
and, therefore, bein taken ito account.

In other words, Ihelieve I can convincingly show that the present
depression was launched Iy the operation of thei Revenue Act of
1937, Which drastically eliminated tax avoidance. In so suddenly
eliminating tax avoidaicve, which had been practiced at Io)lgressively
greater rates over a period df years, it in effect, made operative, in
one sharp move, an income-tax structure which was imany tiies IiO"e
oppressive to those who had been the major holder. and purchasers
of equity securities than that applicable prior to the enactment, of
the Revenue Act of 1937. 'flio resultant effect on security markets
and usimess has distreisingly proved beyond a question of doubt
that, under a condition of complete elimination of tax avoidance,
the present income-tax structure is far lto onerous certainly for
the economic good of the country. Thus, the method of attack pro.
posed by the I louse of liepresentatives and, preliminarily voiced in
other quarters, falls far short of getting to the root of the difficulties.

Please bear with me while I briefly build the background necesarv
for an understandingt of the true state of affairs. Yot will note. ill
building the background, I have rferred to securities, because, as it
has happened in this particular eai,, the security markets do reflect,
more t Ian any other imediuin, the act timal condition of affairs.

Now, peuitlqImen, a very p1,culiar thing happened last fall. It
evmms quite unusual that, tlie Revenue Act of 1937, in unamended form,
wIas passed by the Ifouso on Mondhtv, Autgst 16, which, by the way,
was Eeceded, on August 13, by tie ratification of a tilx colveit-
Sion lwtween the Ttnited States'and Canada, created to enable the
inlerchange of individual tax-report data timid thus eliminate tax
avoidahice, while the stock market recorded its highest levels for the
Illovemenit on Satlurday, August 1.4, and began to decline sharply
i hereafter.

The lose correlation of d tes, that is Augiust 1.1 and August 16,
may not be a proof of anything. It may merely IH, a coincidence,but it eved iit is mch more than a coincidencre L4)r the
('iretmistances leading up to the enactment of the Revenuo Act of
1937, culminating in that, measure, were such as to make it one of
-he most destructive doeumnls of all tine,. You will recall that
then was not then, certainly as indicated from the record of lhearif s
and floor (lebates, any consi(leration Lpiven to the re ),rcussions which I
would ho ovideicled when, sullddeily, personlal-ho! ding Comlanies,
foilless employed on a wide scale by most. taxa )vyers, were ren-

dered useless even to the degree of beiuiit major liablities.You will recall that there was never any consideration given to
the effect of totally eliminating inI one drastic move a habit
which had len practiced oii such widespread scale, For example,
you may recall that, in the hearings prior to the passage of the 1937
act, the*Treasury estimated the loss of tax resulting from tax avoid.
alice to be about $100,000,000 to $110,000,000.
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Now, the income-tax recoilts currently coming in are much greater
than estinliatea made by tile Treasury. For example, tile figures I
received would indicate that they will he about $170,000,0() greater
than was estimated in January fy the Treasury Dopartment. And
one must realize that, in addition, there were very little capital
gains registered in 1937. I mean whatever income canto in may be
directly attributable to reported income as dividends and the other
sources of revenue.

Now, if you were only, for example, to show that there was
$100,000,000 in lost revenue over and above the estimate of the
Treasury, and then take that $100,000,000 estimated as lost 1y tax
avoidance, that is $200,000,000 and if you would allocate a tax of
40 percent, oil that, that wouhl give you a net; i1mClo of apjroxi-
Ilately $500,000,M0 1e resentedd by tax aoldance. Now, you capital-
izo that 16 times, and you have, relreilt iug tax avoildance alone,
$8,000,000,000 worth of assets. Now, that only ropresents tax avoid-
aice, that doe, not have reference to the total amount of securities,
or the total amount of capital assets which werN affected by the
drastic elimination of tax avoidance.

Senator ('ONNAMY.L. You keep oil talking about the elimination of
tax avoidance. What do you meanl?

Mr. INlmu. I mean this, sir: First of all Iy figures show that
for 1930 36.4 percent of the dividends by domestic and foreign cor-
porations were paid to individuals reporting a net income for that
year in excess of $26,000. Now, that was under a condition of tax
avoidaiice, s) that, olle could Say tiot 55 percent. t t le millimullm
of equities of domst ic corporat ionts wo, re held by people who repot tcd
income iu oxCemia of $25,000 a year.

hI addition, I believe that fill investigation will su.st alit iato the
fact that 1wople of large inco11 e in practically over, ca t i 1lmd d.
mestic or foreign personal holding comipanies. So th;t when you, in
o11 move, elili1iinat tax avoidance, vou will 1t Free that. I)y the opvera-
tion of the Reventuo Act of 1937, doinestic miiU foreigull p'erolal hold.
ink colnl)auiies becaille wore th11 useless. ,A usi' of a lomlestic or
foreign personal holding company ill o11 stlrko found that he was
operating at a disadvantaged, and t 11Ui a result, lie ]18 had to ayit tax hIrger thaln as ai individual. 'l la n11ow, Co hidg ll oml P1,\o
as it (lid, created a tirriflic allllit 11$ a 'reult of securitivo to be sold.

lly colteltiol is this : I believe that as a roestlt of th( Revenue Act
of 1937 you attoliatically itade eircetive a tax steruturo which wil
l)robably e4livalelit, to lat. which was as.ssessed ill 1930.

Senafor IVALSJ[. You lleill to 8y that the act, of 1937 (lid not ma.
terially change tho evils that you have been speaking of before that
tilllo?

Mr. Litnit. Did not materially change the ovilsi
Senator WAL1H. I mean the evil of avoidance.
Mr. LiNim.R. The act of 1937 completely eliminated avoidance.
Senator WALSTT. Is it, satisfactory to 'ou nowv?
Mr. Liuxium. M thought is this: Tlut now that. you have deter.

mined a method for Completely elilinating tax avoidlallo yol Ilust
then inquire into the econollic psition of your present tax structure
uli(ir a condition of eliminated tax avoidalno.

My thought is this: Your tax structure was raised in 1982, but at the
time it was raised your capital-gains provisions perzinttod an off-sot
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of losses against income, which, in itself, reduced thle revenue to the
Government and reduced the lixsiure of the increased tax stncture
of the tax bill, particularly on those in high-income )rackets.

Senator WALSM. Cannot you give us a specific case of some holding
company or taxpayer, and tell us just what you propose to change in
the presents law?

Mr. iNxKFn. Yes; I can do that.
Senator CONNALLY. Before you do that I will ask you this: Is it

your theory that we can wipe out. the act of 1937 anl put, ourselves
fiack as we were before, and that that would benefit the situation?

Mir. LINIKR. No, sir; I am very much in favor of the act of 1937.
Senator CONNALLY. That is just what I am getting at. I misun-

derstood you. I thought you were complaining about the act of 1037.
You now want to retain itt

Mr. LINKER. Yes.
Senator CONNALLY. In view of stopping up the cracks you think

the tax structure ought to be liberalized, is that it.?
Mr. I4NKEi. Yes. In 1932 the surtaxes were raised; they did not

bring any additional revenue to the Government because of the
operation of the capital-gains provision. In 1934 the surtaxes were
raised considerably more, but when they were, according to what
I would calculate as substantiating evidence, the domestic personal
holding company came in to offset. the impact of that, raised tax
structure. So that, even though the law made it necessary that
the taxes be higher, that the taxpayer pay a higher amount, a tax-
payer who was utilizing the doinestio personal holding company
really was paying no increase in taxes.

Then taxes were raised again in 19:36, and when you did, I
believe, according to Mr. Ma gill's statement, the foreign personal
holding company came in, and that. was utilized in such fashion as
to avoid taxes, and the impact of that. tax in 1930 was not. felt on
our economy. That is, a man of largo income, not having to pay
tl tax an(] having been sheltered under his domestic or foreign
pet.-imal holding company, did not feel that increase in tax.

So now, when you come into 1937, particularly after your undis-
tributed-profits tax, the actual effect on the taxpayer is that even
though there had been step-tips in the tax structure, the avoidance
had reduced the impact of that. to a taxpayer who had been utilizing
a domestic or foreign personal holding company.

'flt avenuee Act of 11)37 made one big jump. We had been
moving along under a condition which did not. necessitate inquiry
into the economic propriety of a level of taxes. We have found, ats
conditions have since shown, that. we moved the tax structure in one
suddllen niove to a point where it could not be absorbed.

Senator WA,s. So your point is that the act of 1937 was so
drastic and so sudden, that those persons who had been using the
personal holding companies were economically affected to the dis-
advantage of tite economic welfare of the country. Is that your
point?

Mr.' LtNRcm. I say this that, when that act was pa&ed it auto-
ustically created tremendous selling of securities on the part of
people who had been iti.lizing domestic and foreign personal holding
companies, and at the same time it made it tdiieslrAble for a man
of largo wealth to purchase.
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Senator WALqjr. Do you want the rates of 1937 lessened You
eitlor want them repealed or you do not approve them. Just what
do you want?

Mr. LNKER. I say this: Conditions are at such a state that you
have got to amend, I believe, the Revenue Act of 1937.

Senator VALsH. How about surtaxes? Do you want them
retained ?

Mr. LiNKIi. They miust be retained, but reduced substant ially.
Senator AL~S 1. You want some reduction in the surtax rates?
Mr. LiNR FR. They imust be drastically reduced.
Senator WALS8. how much reduction do you want?
Mr. LINKER. In deterMininig the amount of the reduction, you

must place yourself in the position of a man of large wealth.
Senator CONNNLT. I would be very glad to do it for myself.

[Laughter.]
Mr. INK:a. I will say this, sir: Under a condition of tax avoid-

ance, if a man of considerable income were to come to me and say,
"What should I buy? Should I buy equity securities today?" I
would tell him he were unwise, that the tax disadvanta ge under pres-
ent surtax structures is so tremendous that it would be most inad.
visable to buy equities. Your present tax structure is so high that
a man of wealth is much better off by converting all his assets into
cash and living off his )rincil)al.

Senator CONNA Y. Let me just ask you a question.
Mr. L. NER. Yes.
Senator CONNALLY. He does not pay any tax unless he makes a

profit, does lie?
Mr. LiNKEU. That is on gains; yes.
Senator CONNALL.. He (foes not pay any tax unless lie makes a

profit. Your theory is, if lie pays us u 105 percent total tax on his
profit, it man of great wealth, heis in the 65-porcent bracket, your
theory is lie better put that money into cash and not make anything,
le is Ltter off making nothing than he would be in making 35 per-
cent, is that correct?

Mr. LiNximi. I (o believe that, because there is one thing that you
do not take account of, and that is the risk involved of losing all or
part of his pirci)al.

Senator CONNALLY. He is not going to buy it unless he thinks he
is going to make a profit.

Mr. LUNmrn. Certainly, but there is the element of doubt. If you
were, for examl)le, to invest $100,000 in any kind of enterprise and
you would pay, say, 601 percent tax on the gain, and suppose, for
example, as happened this last fall, where your market toppled so
that your values dropped to such a degree that terrific losses were
shown, the Government gives you nothing back for it, so why should
he take the chance?

Senator CONNALt~r. That is what we want you to tell us about.
Air. LiNvKi. What has happened has been this: The use of tax

avoidance has grown over a period of years, as was determinedd in
testimony before the Revenue Act. of 1937, to the point where most
wealthy individuals, comprising the major markets for equity securi.
ties, laye been utilizing tax avoidance. The result has been that we
have bilt up a tax stntum over a period of years which was eco-
nomrically too high under a condition of eliminated avoidance. A
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man, put under the condition of eliminated tax avoidance, cannot
possibly justify the purchase of equity securities. He hasn't a
chance.

Senator WALSi. There are some members on this committee who
agree with you. What is your remedy?

Mr. LINKtR. The remedy is an inquiry into the whole surtax struc-
ture, to the point where surtaxes are so evied that men of wealth can
purchase, and find it desirable to purchase and hold securities in
which there is any risk whatsoever.

Senator WASIr. Mr. Chairman, that is one of the very problems
that we have been discussing, thinking of and working on.

The CHAIRMAN. Yell.
Mr. TAN ER. I feel it is important to recognize that by far the

great, v number of American securities today are risk securities, and
Turther, I believe, in setting up the tax structure we must also give
adequate consideration to the gains provision, because under present
circumstances a man finds himself in the ridiculous position of not
justifying the taking of any risk whatsoever. In inquiring into this
we must forget what our present surtax rates are and make an inde-
pendent inqury from the aspect of merely placing ourslves behind
ti desk of that man whose investment in American capital, in
American industry we must. have. Now, I can give a pretty concrete
example here.

Senator WASI.. I really do not think it is necessary.
The CHAIRMAN. Have you a prepared brief?
Mr. LINKE.:. Yes; but*I would like to say one thing further, be-

cause I think I can substantiate something which is quite important,
if I may.

The 3(h IAztiA. All right, proceed.
Mr. TINKERt. You will note that there has not been a recovery in

real estate, certainly to any major degree. We are atteml)ting to
stimulate the revival of residential- and office-building construction.
It, is my theory that what has happened in real estate is a definite
indlicat ion of what will happen iII manufacturing and trade un(lder
the present tax structure, without tax avoidance. Real estate, by its
very nature, does not, lend itself to tax avoidance. It is too tangible,
it i.s too( difficult to transfer, it is too unliquid, and as a result men
of large wealth have constantly been making effort to divest them-
selves of real estate and go into liquid securities which lend themselves
more to tax avoidance. As a result, we have seen that there has been
no major stimulation in real estate activity. No man will commit
himself over a period( of years under a condition of declining values.
You, for example, would not commit yourself on a mortgage if you
knew that at the end of the period our price is going to Ie less
than what you had paid for it.

If the present tax structure is maintained on the statute books,
you will find that, all securities will be condemned to a decline in
values over a period. You cannot stop it, because it will force a
definite liquidation of securities over a period at the same time that
it prevents the purchase of securities.

I say to you that the drop in the market, in the fashion in which
it came, put fear in the hearts of the people, because they could not
understand at that time what was the impelling force behind it. It
was a mystery then, as it is a mystery today.
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Senator CONNALLY. You could not have a sale unless there was a
purchase also. You say it would force a lot of sales and yet not en-
courage any purchases. I. should think if there is a sale there must
be a purchase, must there not?

Mr. LiNKn. That is true, sir.
Senator CONNALLY. What you mean to say is that by discouraging

thie ltirclhasers it has had an effect of reducing the price of the secu-
rity further down?

Mr. LINKER. Definitely.
Senator CONNAUTL. It does not stop sales.
Mr. LINKt.R. That is true.
The CJHAIMAN. Thank you very much.
(The brief submitted by Mr. Linker is as follows:)

IIKIEF OF KARLMAN LINKER, NEw Yoix CITY

One may level major objctions against the various provisions in tile pro-
posed JRevenuo Act of 1938. Considerable criticism could Ie directed against
the undlstributed-protlts tax and against the capital-gaills tax, tile latter of
which I think Is particularly atrocious. However, it 8e.eenls idlo to consider
either of these items when, unless certain moves are ilade, both profits and
gains are matters of ,'onsiderable conjecture. Those two items are not the
major Items to be considered now, except i terms of a broad program. There
wouhl appe-ar to he time for thiem later.

Tile nlajor consideration Is mulch more dlstre.shsig and urgent. I bellevo
that If something Is not soon1 (oile to operate against the causes of our present
dfilculties. conditions coul rapidly get much worse-possibly to a degree few
call visualize.

I liieve and feel tlat I can sllow that tile present depression had its be-
ginning with and was largely caused by the operation of tile Revenue Act of
1037 against a set of circumstances which were not appreciated or taken into
account at the thne that revenue measure was passel -and, Judging frol tile
provisions of the proposed Revenue Act of 1938, It sceis highly Improbable
that the real causes for our present deplorable conditions are yet nearly aiw
preclated and, therefore, being taken Into account.

Ill other words, I belleve I can convinengly show that tile present depress.
sln waom laellilcled by the ol(lratioll of tile Revenue Act of 1037 wihih drastically
einlinated tax avoilance. Ill so suddenly ellllinating tax avoidance, which lad
beenll practiced at progressively greater rates over a period of years, It in
effect ilade operative, Ill Ole sharp move, ail Incole-tax structure which was
niaiiy thnes more oppressive to those who have been the Ilajor hollers and
Ipurelmsers of t. ittty securities tilli tlat applicable prior to tile ellactinellt of
the revenue Act of 1937. The resultant effect oil security markets and bust-
ness has distressingly proved beyond a question or doubt that, under a condi-
tion of complete elinlnation of tax avoidance, tile present Income tax structure
is far too onerotis certainly for tle economic good of tile country. ThuIs, tile
niethod of attack proposed by tile House of Representatives all(], preliminarily
voiced li other quarters, falls far short of going to the root of the difficulties.

Please hear with me while I briefly build the background necessary for an
understanding of tile true state of affairs. Please note as well that my dis-
cisslo Is built mainly aromul tile seelurities markets Tlat Is (toile for no
reason other than tllat I believe tie cause and origih of the preseilt depres-
sion are Involved it factors largely affecting the purelase, sole, and owner-
ship of securities. Il nly event, certainly, tile action of security markets
would have naturally retlhcted, better than any other medium, tle operation
of these factors.

A very eculliar tiling Iappelled last fail. Doesn't It seem a bit unusual that
the Revenue Act of I17, ill ulnlamended form, was passR'd by the House oil
Monday. August 15 (which, by the way, was preceded. on August 13, by tie
ratification of a tax convention between tile United States and Canada, created
to enable tie Interchange of Individual tax report data and thus eliminate tax
avoidance) wille tile stock market recorded its highest levels for tie movement
on Saturday, August 14, and began to decline sharply thereafter? If you will
recall the conditions under which the Revenue Act of 1937 was enacted, you will
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be given reason to believe that interested security holders certainly could have
felt, by August 14, that It was a foregone conclusion that tax avoidance would
be eliminated In essentially thq form originally proposedd.

The close currelation of dates (August 13, 14, and 16) may be merely a coin.
cidence and proof of nothing, but it is believed, they are much more than a
coincidence, for the circumstances leading up to the enactment of the Itevenue
Act of 107, culminating In that measure, were such as to Dake It one of the
most destructive documents of all time. You will recall that there was not
then, certainly as Indicated from the record or hearings and floor debate, any
consideration given to tie repercussions which would be evidenced when, stnd.
denly, personal holding companies, doubtlessly employed on a wide scale by
most large taxpayers, w( re rendered useless even to the degree of being major
liabilities. It Is true that the extent of use and rauliti(ations of these personal
holding companies could not then be fully appreciated-but, certainly, no consid.
eratlon was accorded tits known delicateness of financial machinery, the major
importance of keeping it In balance, and the utter necessity, If financial adjust.
ments were to be made, of accomplishing them with gradual, subtle treatment.

It, one fell swoop this legislation forced the holders as a group, of the great
majority of American equity securities to liquidate tremendous blocks of these
securities at the same time that It made the Imrchase of these equities coln-
pletely undesirable to the Individuals who had formerly comprised by for the
major market.

In one sudden move, the Revenue Act of 1037 in effect placed Into operation
an Income-tax structure which was many ties higher and more burdensome
than that, which through use of tax-avoiding devices, was operative direc-tly
before its enactment.

The decline In the stock market last fall was as precipitous as that of 1929,
even though the volume of transactions was far smaller, even though the drop
began from a much lower level, even though there had been relatively little
credit apparently utilized for the carrying of securities, even though margin
requirements were much more stringent, even though the Securities and kE'x-
change Commission had eliminated practices which formerly may have been
responsible for inordinately high stock prices, even though tie underlying posi-
tion of business and finance was then far sounder and not overextended nearly
to tile degree witnessed In 1929.

It Is difficult to believe that the uncovering of a temiporarily top-heavy
Inventory situation and the then apparent prospects for declhiing corporlite
lroflts could have, then, of themselves, been so drastically reflected lin the
security price decline which was witnessed. The real major causes of the
current deprcsslon and the drastic securities markets' decline today seem as
much a mystery, to almost everybody, as they ever were.

The situation not yet being understood, one would question the posslhilitles
of constructing rectifying measures. Thus, there setms good basis for be-
lieving that, ultimately, and It can be very soon, there can he another slaughter
of security values, this time the like of which one has never witnessed. Quite
conceivably It could carry (town, it a short time, to such levels as to make
etulty securities merely "scraps of paper" for which there was no market at
all-ultimately working terrible and irreparable havoc to the financial and
industrial machinery of the country.

One cannot realize how hazardous the security markets are today. There
really are no markets for equity securities. Tl major reason why, to this
thne, there has not been considerably more selling-the market having given
sonie appearance of price steadhnvss--hss bei that those d(-siring to lni(late
large blocks on the exchanges realize that to offer stocks in any but a
"caressing" fashion would Immediately remove what weak "floor" still remnains
from under the bids. If one is skeptical, let hin offer for sale oni the ex-
change merely a moderate-sized block of even a low-priced stock and observe
the merflee of price he has to take in orler to move It off. It would he a
truly awful sight to behold If there were any signs of a growing competitionn"
simultaneously to liquidate equity securitles-and that can develop at any
moment.

Such a "competition" simultaneously to liquidate equity securities eould quite
easily arise If the Revenue Act'of 1934 were enacted in its presently proposed
form without having offered vital relief to this pressing situation. 1Then thope
who feel they must liquidate their securities will have been given notice that
the last shred of hope for relief were exhausted-so that, In self preservation,
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the thing to do will have been to sell and sell as quickly as possible without
regard for the price bid. Ill addition, too, there will doubtlessly be others,
unethical In practice, who will take advantage of this distress condition.

I need not portray for you what economic effects another wave of security
liquidation would have.

Thus, one can feel that the Revenue Act of 193$ might well be the crisis.
In order to grasp the picture, let m briefly stutnnarize the lImportant cir.

cuinstances leading tip to the passage of the Revenue Act of 1937. Some of
this Is, of course, already known to you though possibly not fully appreciated
from an aspect of cause and effect.

Primarily, ono must admit that our present Federal income-tax structure has
not develold out of deflulte, long-raigo policies. It is largely the result of
alternating efforts to raise revenue Il goodi and bad tinivs and tile conselquellco
of a persistently changing set of proviilons designed largely to provl(le relief,
prevent avoidance, or "soak the rich." 8urtax rates were raised, deductions
limited, new taxes Imposed, and attempts made sit preventing avoidance either
during depression years or during those when ilIl-advised provisions or tax
avoidance had yielded less reveiue thi the (overnnent fit it needled and
sliould collect.

As tlime passed, particularly slice 1932, when substantially higher tax rates
were levied tigaist lat rge hilt, Oliles, wealthy Idividuais moved icreasigly to
seek ways for utilizlig the provisions of tie Ilaws to pity its little taxe-s its pos.
sible. One iiiight sity tiat this c(oiiilfct begat almost to assm k the formu of a
giatnte, witlh Ilivi(lils of large Income, when tile siiile liltilS of tax-suivihg
werei ,l lit id, tlakliig to Cotllplex devices which greatly reduceI fite Impact
of tile progressively increase tax rate. anid succeyively reduced deductions.
As a iitmatter of filt, tle developimeilnt of cirlllistalielcs was stich thit liost
wealthy i'olile gradually caime to consider tax avoldimiee to lie completely
legitimate and embraced It through peronitl holding companies.

The conshleralile Iicreases of iniCOme stirtaxes anlid other taxes, Hiti as those
levihl oil estates and gifts, l(I ilie moro onerous irovisionts reltlhg to calitial
gitn sid loses did not too greatly otplrate against the itvestient of fUlids ill
a fashion largely dllfferciit front that piursted by Individuils of luch lower
income, for tixi-saving devices were fllidl alid litilzd to colliterlialnmI iem.

While there is no evidence avaial)le to ine which would prove this view, there
lieciit good probability that a greatly iitensiied usie of dolnestic persolnll
holding collipallies cille Into )eilng ill 1034, though sitch vehiele.s apparently
hail been utilized in one formt or itnotilhr for 25 years.
Thi, having Its inception with 1i35 atld 19130. according to tte Treasury

Dellrpitiient, the foreign peroial holling company wits discovered iiid proiblily
atdolted ol a particularly broad sttcle by smle wealthy ind ivhlilii . a scale
which, idesplte the lestlitioiy offered, was far greater thin was eliter then or
now appreciated, This would ailpar subiitatiaily trie bkeaise, nOt only lid
the forelgii persomil holding Coiiliaity provide additional fitellitles for appttr.
elitly itore 8eliile tax itvoliitee, It ilso OfI'ered the auldt1 iiitportanit features,
If t(e taxpayer were o hiiclited, of pirclitsing and carrying stecirilties Oil
foregini borrowed capital without detrinent of the high Federal Reserve Board
margin requlriiimts, of trading In securities hi a suaner lot lrinttlled by
Hciiritles Exelaige (ominission regulations, and Ili evading inheritance tid
estate taxes, Ill tillt, It was felt, tile triitsactions could not be traded.

I believe that nost welithy himdlvridials who employed foreilgil personal ]told(-
hig coiit iles did not take recourse to the trading infractiosis or tax evilsioi
ililtiolitd alove--yet It seems highly probably that the aggrigitte volie of
secirtles so Involvel Wits mtost con sierahle. Certiily, prest ptios witch
appear to be based ott logic Wotlhi teid to 8Stistatilate such view. Yoti Inust
appreciate that, Ili ttkitng nty atitilysis, It Is ia case largely of conjeiiure all
6liliioll, bil ted 1itinily oil correlilolts with other factors whicl appear logically
isibstaiiltting. ,ven the Treasury l)epirmilt, prior to tlie eveie Act of
1113T7, lil( ]o ia it of oltainiig letiilte iformatit conetriiig th i, egret, to
whi ilc ersoilitl holdllig coilil iliics were employed If they were incorporated
alitl Olw, rmttd from abroad.

In'thimt coinectioli I miglit state thatt there sieeimt good chance thlit the
actliual ainolit of titx evolldalce resortel to wits probably far above even time
figure otie would visialive from th estimates of receipts short of those anttic-
Ipated, iiide by the 'i'ratmaury oilirtient in tih leiteriigs. I think the fortlh-
coming 1937 Incone-taix returns will sulnaiiilate tlint in part, though thero
scet to be reasons why all tite facts will not be eutbodiled therein.
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While to attempt to make definite estimates would be idle, there are grounds
for believing that the volume of securities held lit domestic and foreign personal
holding companies, at the time the Revenue Act of 1037 was passed, had reached
a tremendous figure, aggregating many billions of dollars by value. Even If
estimating yardsticks were not utilized, the mere facts that tile majority of
domestic equity securities are held by Individuals of wealth and that most such
individuals utilized personal holding companies would be enough to substantiate
this view.

Treasury Iepartment statistics indicate that 46.4 perent of the total divi.
dends on stocks of domestic and foreign corporations paild, during 1930, to
individuals filing lncon-tax returns were pald to individuals reporting net
Income in exce.&s of $2.5,0 for the year. It one were to assume that such
statistics provided as good an Index of ownership of equity securities by net
income classes as Is obtainable-and would make adjustments for the tax
avoidance which was doubtlessly pnicticed In 1316-it would seevi very con-
servative to estimate that at hast M5 percent of tie equity securities of domestic
corporations, at the end of 1M3M1, were held by individuals who reported net
Income In excess of $2J,000 for that year.

Consider the probable effect on security markets and, of couriie, on business
when, iln one drastic move, a revenue measure destroys this relatively tremen-
dous structure of equity security ownership both by forcing direct selling at
tile same time that It, by reason of newly instituted tax disadvantages, pre-
vents buying by tile individuals who in the past had constituted by far the
major factor In making the market for those equity securities.

The pressure of direct selling could have come from a number of sources,
among which were:

(1) The liquidation encouraged by tine features iln the Revenue Act of 1037
w!dchi made It desirable to dissolve and distribute tile assets quickly.

(2) Tile liquidation forced by tile pressure of margin calls If foreign financing
had been utilized-to which Is added the fact that dissolution of a foreign
personal holding company where credit Is utilized Is tantamount to liquidation,
for the borrowings must be repaid, certainly in a declining market.

(3) The liquidation forced by dlistrtss selling of tax "evaders" or Securities
and exchange Commission Act violators. They had only two courses to purse:
To continue to evade and take the chances of incurring criminal liability, or
to liquidate entirely and bring cash Into the country, Most, doubtlessly, chose
the latter.

(4) The liquidation encouragzed by the retaliation that. without tax avoid.
ance, It was unwise for these Indivihmils to own equity securities.

(5) The selling propelled by Individuals without ethics who attempt to profit
from the distress of others.

One could have looked around despairingly for a source of buying which
(ot1dd be responsible for absorbing, even to a small degree, such offerings.
There could be no buying power sufficiently large to take the place of or even
absorb a small portion of the securities then and still being liquidated by in-
divhdals of large wealth, who themselves had fornetly comprised tle most im-
portant factor In tile making of markets. Simill-lot buyers were and still are
merely like a thin wooden fence In the path of a tial wave--lightened margin
provisions alnost wholly ineffective.

Now, doesn't this all largely explain why tile stock market inysteriouisly
broke badly beginning with August 1.1, 1R37, struck fear Into the hearts of men
and converted wipat might have beeui a temporary Imisiess recession 111no a
depression of matj,r magnitude, a depression tile major causes of whihh are
still mystifying to most of the public?

How was the great body of the pIlbll to know that tile drastically dropping
prices were not, certainly (luring the early stages of the decline, largely Inter-
preting the prospects for profits though, at the time, thete were growing doubts
as to the prospects for profits? How could a businessaian, owning or observ-
ing Investments mysteriously melting away In valne. do other than begIn to
reteneh, cancelling orders for merchandise and making haste to liquidate
Inventories and receivahles?

How could IndustrilM managements seeing the market prices of the shares
of their corporations mercilessly drop In persistent fashion without any real
show of resistance, propel their business In optlm'.stic fashion, particularly
when they knew that If they needed capital either for expansion or working
capital purposes It would be well nigh Impossible to obtain It through the
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sale of equity securities? Then, too, one must consider their fears In terms of
a reallatlon that corporate cash positions had been weakened by liberal divi-
dend disbursements, impelled by the undlstributed-profilts tax penalties, as well
as by relatively large Inventories of merchandise.

Thus, the drastic decline in security prices has set In motion physical, finan-
cial, and psychological factors which, in themselves, have greatly reduced the
strength, soundness, and intrinsic value behind the investments. Tile vicious
spiral of destructive deflation is on its way, this time to end in chaos If we
do not soon stop it.

The situation becomes more strained and delicate almost as the minutes
pass. The f,,.eign picture certainly has not helped to create stability. 'Thwre
Is good chance that, without mention to the lsssible desire of solie foreigners
to prefer cash to securities, it could quite easily Imljol, through fear, an even
more hurried liquidation by our nationals of securities held In foreign isrsonal
holding comnimles which had been evading taxes or violating Securities and
Exehaiinge Commission regulations. It could Impel more hurried dissolution of
some companies which had not been law evaders-and dissolution, Inherently,
creates some selling of securities.

One could go on and on, indicating the suicidal results which are Inevitable
If this deflation were allowed to continue-hut the portrayal of the conse-
quences, If what must be done Is not done, needs no further enlargement.

It is belleved that chaotic conditions cannot be averted If this revenue
measure does not mieet the emergency by, in some wiay, having the effect of
temporarily nullifying or postponing the operation of the provisions of tile
Revenue Act of 1937, thus removing, for a period at least, the pressure to
liquilate securities--at the same time that it sets activities In motion which
definitely promise the creation of a tax structure so revised as not to be eco-
nomically to high under conditions of complete elilination of tax avoidance.

Do not misunderstand. There Is not the least intent to suggest that the
Revenue Act of 1937 should be repealed or that Its principles be abandoned.
By all means, the terms of this legislation should be preserved, for it embodies
what appears to be an efficient, air-tight elimination of tax avoidance which
will, once and for all, assure the enforcement of tax laws as such laws were
intended by our legislators to be enforced. What Is suggested is merely that

some menms must be adopted to cushion the impact of the provisions of the
Revenue Act of 1937, which have been drastically operative.

I do hope I hay., made my arguments clear. It would certainly appear that
this country has pald a mighty dear price for an Injudiciously set-tip tax
structure, levied lit hodge-podge fashion over a numhcr of years, attempting
to tax Income and wealth as though they were objects which, when cornred,
had to stand there and take It.

I wonder what really could have been exlcted in the form of Incone-tax
revenue from wealthy individuals. My computations show that individuals
reporting Income In excess of $25,000 In 1936 paid 73.8 percent of the Individual
Income tax even though they reported only 17.1 percent of the total uet Income
reported--and that was before tax avoidance, and, of course, does not give
effect to corporate taxes oil personal holding companies, gift taxes, estate taxes,
and tile many Indirect tax liabilities wealthy Individuals assume.

It wotld really be tragic If, after paying such a price to learn the lesson
that our whole tax structure needs revamping, we continue to allow tile prilncl-
pies of taxation to apply which largely have brought us into the present
deplorable state of affairs. Certainly, we have found out that we cannot levy
taxes based merely on need for revenue or the ability to pay as aged by
someone's questionable standards of "ability to pay," but nuist also give more
thu due consideration to levying so as to create the most economic good to
the country. I think most of its would regard it as a small price our (lovern-
ment would have to pay If, for example, it were to agree to give up all tdl-
vidual income-tax collections ($1,200,000,000) in return for a promise of recov-
cry, especially It the recovery were to reach levels formerly thought unattainable.
Put only a small portion of the excess over that sun Is all that Is temporarily
being asked. and that will com back to you manyfold when recovery comes.

It #eenis ridiculous to think only of revenue from taxing corporate profits,
Individual Income and gains, when the tax Itself is automatically destroying
those corporate profits, individual Incomes, and gains.

It was truly fortunate for the country that, unethical as it 1.nay
have been, tax avoidance was utilized, since the depth of the previous



depression, to reduce the levels of a tax structure which, under a
condition of eliminated tax avoidance, was economically too high to
encourage investment. It was really deplorable that real estate
which by its very nature does not loud itself to tax avoidance had
to bear the full brunt of a tax structure economically too higi-so
that, try its we have, through lending aids of tremendous size, we
have not been able materially to encourage investment in construct.
tion. One cannot realize how unsound and ineffective these lending
aids are, as long as the Government, through its tax structure, simul-
taneously sentences real estate to a trend of declining values.

Certainly, if for no other reasons, self-preservation itself dictates
that the tax structure must be recreated so that, under conditions of
oliminated-tax.avoidance, it is not economically too high to prevent
or discourage investivent-and, frankly, I believe that, under exist-
ing tax laws, an individual with large income is a plain, stupid
jackass if lie purchiass any securities in which eveni a small nIleasiro
.of risk is involved.

In setting tip your tax structure, all you need do0 is place yourself
in the position of an investor and think tile probleint through on
pure investment considerations. I am sure youl will agree with me
that, tnder present tax disadvantages, you wouldn't buy "risk" so.
curities-aid most. securities today are'"risk" securities. You, ap.
parelntly, don't have to pay those h'igh surtaxes levied against income
and gains-thus, 'you haven't realized how oppressive they are. Pro-
vious to the Reoenuo Act. of 1937, most. wealthy mcor'didn't piy
them-so it wasn't important that they be regarded as opprwsslve.
Now, when they are faced with 1)yimig them in full as levied, at
rates far higher than those to which they were accustollled, they are
doing just what you and I would (10 rider similar circumstanuces--
they are adjusting their investment ,programs, with considerable til-
tiiate loss of revenue to the Government and tremendous adversity
to the country.

The CHAIRiMAN. Mr. Elisha M. Friedman of New York City.

STATEMENT OF ELISHA M. FRIEDMAN, NEW YORK CITY

Tile CHAIRMAN. Mr. Friedman, wholly (10 you relpreSWilt?
Mr, FitRiMMAN. I represent 110 ole. I Ci1C here as5 tile re..sult of

having made a careful study of the capital-gaills tax over a 1111111-
ber of years, and have arrived at some conclusions from the Treas.
irvs own statistics.

111e ('.HRMA.N. Ilave you got a l)riefI
M,[r. F m rnA,. I hav,-yes; and I shall leave it with you.
The CHIARMAN. We have got to leave here pretty quicklyy now.
Mr, Fimrnt3,,N . I shall he very brief.
The CI.AIItMAN,. All right, Mr. Friedman.
,%fr. FIIIEOMAN. The capital-gains provisiolns of the present law

apl)alently tried to a1ccolli.lish two results: 1o produced revellle anid
to reduce fluettations in the market by penalizing the big trader,
It failed in hoth. '1'lie yield to the Trvasury wag a small fraction
of that produce , under the flat 121e-j percent tax. Further, the
fluctuation of the market in 1937 was the greatest iin stock-market
history. Obviously the present law is not a revenue l)roducer.
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As to stabilizing the market, the decline from August to October
1937 was a most violent decline. The financial records show that
thousands of small holders bought vigorously during August and
September. The little fellows were "hooked," because thebig men
who would have sold in June, July, and August were deterredfrom
soiling by the capital-gains tax.

I shall spidly go throughsome of the high spots. To show the
UnlrOdluctivity of the present capitild-gtimns tax, r'incoie other thant
capital gains" in the years 1934 and 1935 was alx)ut 94 percent as high
as such income in 1920, 1927, and 1928. Incoene from capital gains,
however, was only about 10 percent as high. The reason, obviously,
is the change in the rate of tax on capital gains.

Again, the Iresent rates create a violent instability of income. I
am quoting from the report of the Hill suheomnittee to Mr. Dough.
ton in 1933.

The British have no capital-gails tax. We do. For the period in
the schedule prepared for the Ways and Meamis Comnmittee, hm 1923
to 1983, the nuaximuni thicttiation in income-tax revenue was its
follows:

For the British the average was 1.6 billion dollars; maximum, 1.9
billion dollars; minimum, 1.4 billion dollars. For the United States
the average was 1.9 billion dollars; Inaximunm, 2.8 billion dollars;
miniilum, 70 million dollars. We get violent swings, clearly.

Senator ('oNNAx.Yr. You litean that is the volllnpe of mles
Mr. Ft.uIAN. No; that is the total of income-tax receipts in the

two countries. In other words, whereas the total British income-tax
receipts Iluctuatted 35 percent, the American tax llucttlited 280 per-
Ceoit. 'These' figures were cited i.i the above House stheolnlullitteo
report.

Now, the report follows wilI tile commeilt:

It (tha CpiIdhllgtillis tlax) grently red,,'els mlr reveine In years of dtlpres,1on
and gri-atly increases our revviue Iii prosproua years. The result Is unfo tu-

ate. for our reverie Is retduted during those lprihxis when we tire most In nwed
of reveume and icreuused whei tllonal revenue is not required.

Now, just to show the great effect on our thwal structure, the above
House report of Decembelr 1933, submitted In Support of the lr'sent
law, makes a forecast that if we changed tile caplal-gaiis rates from
the former 121, percent, we should get $30,000,000 additional. What,
was the result l Instead of producing $30,000,000 additional reve-
nue, tile higher-graduated rates of tax on capital gains actually pro.
duced a small finroion of what the former fiat 1-21prc~il rate
produiced in siiihi'ly prosperous years. Obviously, there is so11e.
thi'g wrong with the high-graduated tax. It obviously is unsound.

Tile advocates of the present capital-gains tax say that if a lawyer
by hard work, earns $10,000 and pays a tax thereon, then $10,000 01
capital gains on a stock-market tip' from a client should equally be
sbject to taxation. However, such a lawyer can earn approximately
the sae income 5 ,years in succession, but few or no lawyers can
show 5 years of capital gains in succession. If they did everybody
could get rich. Speculative aspirations would become sober realities.
Five million American stockholders do not believe this.

I shall tell you another thing: If any investment counsel in the
United States could show a record buch as is a.sUfied in the present
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capital*gains tax they would be overwhelmed with clients. You ex.
amine their records, and you will see how fallible the judgment of
investors and investment counsel is, gentlemen. Most people lose
money in the market over a period of years. This tax assumes capli-
ta gains are persistent.

Here are tie Treasury's own figures: Net capital gains in 191'7
yielded about $300,000,000, followed by 6 years of net losses, and
then there were 5 years of net capital gains, 1924 to 1929, and again
4 years of net losses.

Now, obviously capital gains are not a stable, predictable, or steady
source of income.

Furthermore to give you a long-range idea of the relative impor-
tance of capital gains to other income, may I cite from this report of
the Subcommittee on Taxation of 1933. Take its figures on taxation
from 1917 to 1931, and the average net gain, including the 7 profit-
able years and the remaining 8 unprofitable years, shows an average
of $800,000,000 as compared with the Governinentls official figures of
an average annual net income available for taxation from 1917 to
193 of $20,000,000,000. Capital gains were less tian 4 percent of this
figure.

The CITAIRMAN. What (10 you suggests
Mr. FICTEDMAN. I should say there is no one that can estimate what

rates of tax on capital gains will yield the most revenue, cause we
are the only country in the world that has a capitil-gains tax. 'riTe
only thing we can 'do is to go back to our own experience. We do
know that, when there was the 12 -percent tax we collected great
stums; a minimum of $225,000,000 and a maximum of $576,000.000 in
the years 1926-29, and under the graduated rate we collected
$17,000,000 in 1934 and no higher than $85,000,000 in 1935. There-
fore, let us go back to some reasonable rate. You suggest ed in your
press statement last Mon(lay 15 percent; some others say 16. I
should be inclined to say 10 lrcent on this principle. You are inter.
ested in one thing, and that is high volume of revenue, and if yoio
can encourage people to take their profits, the Government would
have a share of that profit.

Now the President says over and over again: "ILower. selling prices
to increase the volume of product ion and of employment : lower wago
rates to increase volume of building, and volume of employment, and
annual wages in building." Then. on the same princil)le, you should
lower the tax rate if you wish volume in revenue.

May 1 takeI minute to tell a story. Two salesmen met in a
junction station ,near Chicago, where trains coming from opposite
directions met. They had not s-en each other for a great while and
bectame absorbed in heir conversation. At the signal "All aboard"
they both jumped (on the train and after settling comfortably in the
sm Oker, the first. one asked, 1"Where are you goinu'c" Thie other
replied, "Los Angeles; and where are you golng ?" T6 first salesman
answered, "Boston." Whereupon the other remarked, "'Ihis is cer.
tainly a marvelous age of hearing and seeing thousands of mile, away
by radio and television. Most wonderful of all, however, here we
are sitting in the same car and going in opposite directions."
[Laughter.]

The Treasury should first make up its mind as to which way it
intends to go. #Does it wish to produce large revenue or to penalizo
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the speculator? If you want to penalize the speculator you should
then decide how much you want to pay in revenue to accomlplish that
purpose. If you want revenue, which is a fundanmental considera-
tion, the course i, clear.

Now as to the time factor, the time settle seems all irrational imita-
tion of the gradtlated scale of the income tax. To attempt to impose
a seale which varies each month has no economic basis. The market
may be high tand would justify till investor in selling even though
he bis he T a stock only 1 year or 18 months when the present gradit-
ated rate is so high as to deter selling. Yet investors and even the
nonstock-holding public generally Ibnefit whten stocks are sold on
high markets. Un(ler tihe proposed bill, an investor wishing to sell
nmust, therefore, consider not tie stage of the business cycle, but the
accidental date of his purchase. le must, (onsult not, an econonlist
but it tax expert. Does this seemii rational? The very concept of a

ale graduated by time is unsound. If the tax is to 1;0 graduated at
all, it should be graduated not by the calendar, but by the cycle.'lho( department of the Government tlat. regulates trading and
stoWk exehalges is the S. E. C. If the S. 14". C., which really klows
the field of securities, says that a period up to 6t months constitites a
specutaitive turn why should not the tax authorities a(lopt the saie
thme standard? Tlih Govt'ermwnt compels one to hold stock that
every prudent man is justified in selling. May I illustrate that by
giving oult anll example.. ' There was a bg, stockholder of ('hrysler
stock, whO bought. all additional block of about (1,000 shares near 50,
and well tie stock got l) o80 1 he wanted to sell it. His tax expert
said "You can't sell that. T lie stock has got to decline to 56 before
voi break ven nt iw I a y vable if you sell at 80."

lie wolld have sold it fit 80 fl1'd on a scale uip to 00. WOell
because lhe dared not sell anid stabilize the imarkel, there were a lot 01
little ehaps who bid Chrysler up to 13.5 before te iarket, broke, aind
the. fellows got hllig ui p in the market. crash. Now, this large
holder did not want to sell at a lo-'s, even though lie did not want to
sell at a profit and pay most of his profits back in taxes. Th'lien when
the stock fell to his hpurclia,;e pricolie placed ail order to sell it, and
lie sold it when the market was very low. In other words, the tax
compelled the man who owned this stock to keep from selling oii the
upswing, and thus stabilizing the price. The Governent forf eited
1ti| l0VtRIie "lId disturbed tlie market, If tlat is what tie (jovern-
tulelit desiivs, thenl tile h)lelt, tax is admissible.

Yoll have these a(lditiolal facts before Vol.
In Jilll. August, and September the litOi odd-lot fellows, accord-

ing to'tIhe, S. E. C. records, bought over 3,000,000 shares, with a
market vahim of over $1w20,000,00. Then tihe mt ariet crashed and
prices were practically cut in half, al $50,000,000 was lost by the
several hundred tiofulsamd little peo dle. Ilow do vou think he, feel
about the G"overnment's policy I ow do you thdnk they feel about
the capital-gains tax, and about destroying Ihe neehanisnl that would
stabilize the mnrket-doing the very sane thing to the common-
stock market that the l'e(eral Reserve Board is (loing to the Treas.

wr bond market..
lIurtherniov the graduations are wrong. You ought not to grad-

uate the rates at. all, because you are putting a penalty on selling and
a premium on holding.
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Then again you ought to give the little fellow the option to pay
either at the rate of the capital-gains tax or income tax, whichever is
lower. This would be a fair deal to the little fellow.

The CIAIM.m . I think everybody agrees on that.
MrIV. FRIMMAN. Tile most important immediate aspect is the need

to accelerate business recovery. When the stock market began to
decline )urchases fell away rapidly in automobiles refrigerators,
and other goods. If the capital-gamns tax is reduce(| long pull in-
vestors could begin to buy shares and the market would go up and
thousands of small-businesq men would soon buy raw materials, hire
labor, and expand. With the market rising they would take courage,
because rising stock prices create confidence. A gradual rise in tile
market would stimulate business recovery, and that, it seems to me,
is tile signiticance of acting, and acting quickly.

The S. E. C. has enough power to ex ose manipulation and wrong
dealing, and besides you should not rely on a Treasury instrument,
like a revenue measure, to check speculation.

The CHAIRMAN. Thank you very much, Mr. Friedman, You may
put your brief into the record.

(The brief referred to is as follows:)

CAVITAL-OAINS TAx

1. SUSIiARY AND CONCLUSION

The proposed revision of the capital-gains tax ha been stibmitted in the
report of the suleommittee, dated January 1-1, 1938, to the Wuys and 'Means
Committee. It shows some slight concession to the pleading of businessmen
for a drastic reduction of this tax, However, the proposed revision retains
features which are both economically unsound and socially destruetive.

The capital-giins provisions of the present law apparently tried to accomn-
pllsh two results-to produce revenue and to reduce Ilm(tuatihis In the market
by penalizing the big trader. The results, discussed below, prove that neither
aim was achieved. Indeed, the results were directly opposite to those sought.
The yield to the Treasury was a small fraction of that pro(uced under the lint
12/-percent tax. Further, the fluctuations of the market In 1973 was the
greatest in stoek-market history. With these results dearly before Congress
and the country, no soft compromiise on confused and contlleting alms is likely
to pr(oluce reventie. A drastic reduction (if not complete eli11nhmintlon), is
called for.

If. THE1 TAX 13 U PIlkiVC 1VE

The years 1926 to 1928 were subject to the 12j-percent rate. The years 1034
and 1035 were suliject to the gra(luated high rates. The former lint tax on
capital gains of 12,§' percent (lid produce revenue, as shown In the following
table:

Iln millions of dollars)

Estimated taxes on
Estimated taxeoon individual In-Total net capital capital gains and cone tax other

gain los s than capitalYear tains I

Amount Peroent Amount Percent Amount Peroent

....................................... 21878.& 100.0 22 4 100.0 & , . 10.o
1027.................................2, 804.6a 121.7 29. 8 131.8 m 37 10&.2

..................................... 4.907.9 2a21 6780 255.6 682 180
104...................................... 312.8 152 17.1 7.8 494.2 97.5
193................................... 7y)7 307 85.2 37.8 572.1 112.8

I Table No. 8 of subcommittee report.
I Table No. 9 of subcommittee reprt.
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The figures in the Treasury table show that the high tax on capital gains

in force since 1034, produced Insignlflcant revenue, and that the low flat rate
of 121/j percent of capital gains produced abundant revenue. Obviously, under
the law effective in 1934 and 1935 the rise In the rate of tax on capital
gains discouraged the taking of profits and resulted In a lower yield to the
Treasury. In other words, although In 1035 the yield of taxes on individuals,
other than capital gains, exceeded that of 1020 and 1927, the yield of the
capital-gains tax itself was only about one-third that of 1920 and 1927. A
comparison of 1935 with 1928, or of 1934 with 1920, shows up even more un-
favorably the unproductiveness of the present high rates on the capital-gains
tax. The figures show that high tax is clearly not as good a revenue pro-
ducer. In fact for the period 1934 and 1035 the capital-gains tax produced
only about 10 percent as much Treasury revenue as the "other tax on indl.
vidual Incomes, so that a 10-percent rise in the Income tax would more than
offset the yield from the capital-gains tax.

Or, looking at the matter from a slightly different angle, the total taxes on
capital gains aniounted for the period 1027-28 to $873,000,000 and for the
period 1934-5, to $102,000,000; however, the Individual income tax, other
than capitol-gains tax, amonted to $1,122,000,000 and $1,060,000,000, re-
spectively. In other words, comparing the total yield in the period 1934-5
and the period 1927-28, the capital-gains tax was only about 11.7 percent as
productive, whereas the other income taxes were 03.0 percent as productive.
FNirthermnore, It should be borne it inhtd that in the period 1027-28 gross
capital losses were deductible it full from other Income and could be carried
forward, but in the period 1934-35 net capital losses were limited to $2,000,
and could not be carried forward.

The argument conhl (1 end here. No further evidence is needed that the
present high rate of (apital-galns tix is not a good revenue producer. This
evidence, submitted to impartial bislnessnien or economists would be con-
cluslve. Other phases will be examined further below.

111. TIE I..ENU; 18 UNsT.\I1I: .%ND UNI'RIEIICI"AII.E

The tax Is economically unsound. Tle revenue therefrom is not only unpro-
ductive but more, It is undependable. Therefore it vitiates Government esti-
mates of revenue and upsets Budget calculations. The British Chancellor of
the Exchequer is able to achieve close accuracy in his estimates. 'rhie American
Secretary of tile Treasury shoots wide of the mark. lit the 1920's the actual
receipts by the Treasury were more than $1,00Q,0M),000 in excess of estimates.
In the current fiscal year the receipts will le under the estimates by approxl-
mately $1,()00,000,000 or more.

According to a report of the Huheomumittee on Tax Revision in 1033:
"Speaking generally, we have always taken account of gains and losses

from capital transactions in the computation of net income, wile Great
Britain has pursued the opposite policy and disregarded such gains and losses
In determining net income * * 0.

"The great advantage of the English system lies in the stability which It
gives to the income-tax revenue. The stability of their revenues and the In-
stability of our own can be readily seen from the following comparison of
Federal and British income-tax receipts:

loolne-tax receipts

Ormt Blitdn Fiscal year United States aret Britain
Fiscal yetr United States (,,t ) ic-$4tt)

1923 .............. $1,691,000,000 $1,9 M O , 000 191 .............. $I,800, 000, 000 $1, M3, 0,000
1924 .............. 2,812,000M0O0 1,724,000, 000 1932 ............ 1,057.000,000 1, 72 000 000
19M .............. ,71, 00. 000 1,748, 000. 000 1933 ............ 747.000,000 1528, 0006 000
1926 .............. 1,074,000,000 1, 652 000, 000
1927 .............. 2, 20,00,000 1, 48Z 000, O Annual av.
928 .............. 2,17,000,000 I, 521, 00, 000 eige ..... 1, 91, 00 0, CD 1, 21, 0 .000

1929 .............. 2,331,000,000 1, 43 00, OOD Maimum ........ 2,842, 000 O 1, 1 .O, 000
1930 .............. 2,410,000,000 1,443,000,000 Mininum ........ 747,000,000 1,438,000,

ExhlbIt C, p. 82, Report Subcommittee on Tax Revision, December 4, 1033 (73d
Cong., 2d seas.),
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"The minimum British Income-tax revenue in these 11 years was collected in
1029, wbwn it amounted to $1,430,000,000; the maximum revenue was collected
in 1023, when it amounted to $1,036,000,000. Thus, the maximum annual
revenue from Income tax was only 35 percent above the minimum revenue.

"The minimum Federal Income-tax revenue in thetie 11 years was collected
in 19334, when It amounted to $747,000,000: the nuiximnum revenue was collected
in 1W24, when It, amounted to $2,842,000,000. Titus, the maxinnun annual
revenue from Income tax was 280 percent above the minimum revenue. * * *

"While this stability of the iHuglish revenue Is not entirely due to their
treatment of capital gains and losses, It Is a very important factor in producing
this conditionn. It is easy to show that much of the instability of the Federal
income-tax revenue Is due to our system of taxing these gains and losses.

"It greatly reduces our revenue In years of depression, and greatly Increases
our revenue il prosperous years. The result Is unfortunate, for our revenue
Is reduce(] during tiese periods when we are most in need of revenue and
increased when additional revenue is not retliulred."

The unproductivity andl undependability of the low capital-gains tax after
1029 were investigated and the current high rates were recommended in the
official report ot the Subcommittee on Taxation, December 4, 1933 (73d Cong.,
2d seas., p 0):"It is believed that the adoption of this plan will result In much greater
stability in revenue, will give all taxpayers equal treatment, will encourage
normal business transactions, and will give a revenue of perhaps $30,000,000
additional uuder present conditions without any substantial loss over a long
period of years."

Instead of producing $30,000,000 additional revenue, the higher graduated
rates of tax on capital gains actually produced a sitall fraction of what the
former low 12 -percent rate produced in similarly prosperous years.

When the capital gains, subJect to taxation, fluctuate by $10,000,000,000 to
$20,000,000,000 per annum, obviously ainy tax on such a fluctuating item must
be unpredictable.

Market valise on first of month of listed stocks on New York Bloek R.rehange'

High Low Fluctuatlon

103 .............................................. $ , 700 000, 000 $19,700 0,000 $20, 0 00, 000
1O4 ............................................... 37,400,00000 0, S 00 000 6. O00.000 0
193W,....................................... 4,000000 ::::: , 4 1 000, 000 14.1M000.000
I15 ......................................... 60,000,000000 46, 90000000 Iti 10,000
19J7 ............................................... 0,8 00 ,00 000 4 0,000,000 21,900000, 000

I New York Block Exchaue Bulletin, Janusry 1938.

Flctuations are greater from the dates of the absolute high of the year to
the absolute low than between the first days of tlte month.

IV. CAPITAL GAINS ESSENTIALLY NOT INCOME

Income is regular and recurs annually. Income may decline but it never
becomes a minus. Capital gains of one year may be followed by capital losses
In one or more years as 1918 to 1923, Income is more or less dependable. A
capital gain, by Its very nature, is thoroughly unpredictable as to time or
anoint.

The advocates of the capital-gains tax say that If a lawyer by hard work
earns $10,000 and pays a tax thereon, thent $10,000 of capital gains on a stock
market "tip" frot a client should equally be subject to taxation. However,
such a lawyer cIn earn approximately the same income 5 years Ini succession,
but few or no lawyers can show 5 years of capital gains lit succession. If
they did, everybody could get rich. Speculative aspirations would become sober
realities. Five million American stockholders do not believe this.

On the one hand, the administration warns against speculation because
people lose money. On the other hand, tle tax bill is framed on the theory
that people persistently make money In speculation.

Capital gains appear only during periods when national Income, Income taxes,
and Treasury revenue are rising, and disappear and are reversed when these are
falling. Whereas income persists and Is fairly stable, yet capital gain, which
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is a multiple of the income, disappears during the decline and even changes to
capital loss.

Oapital Vaine and loses on sales of assets by individuals

Soufoe' Report of Bboomm It tea on Tax Revision, 734 Cong., 2d . De e 4, 1 .3 ,dReportosubcommittee on Taxation, 75th Cong., a3eds., Jan. 14, 19,, p. r

1917 ..............................................
198 ...............................................
1919 ..... . -.............................
190 ..............................................
1921 .......................................
1922 .......................................
1923 .......................................

Subtotal, high tax years .....................
Annual average .............................

192......... .......... .............
19M..................................
1927................................
1928.................................
1929-......................................

Oalns

$318,200.000
291,2, 000
99, 400, 000

1. 0A No0, 000
4 900, 000
991,400. O0

1, 17Z 200, 000

6, 25 800, 00
760, 80.000

1, 613, 700,00
2 932,2UO.0WO
2,3 1, 0 OW02, b94. MO), 00294,80, 0, 000
4.807,900,000
4,684, MO3

Subtotal, low tax years ...................... 19, 211, 400, 00

Annual average ............................. 3, 201,900,000

930 ............................................... ,193 100,0 0
1,31 ............................................... 449 ,400,000

6ubtotal, depre.slo- yoar .............. 1,6, 00,0
Annual average .......................... 821, 2"

Total, net pains (1917-31) ................... ..................
Average annual net cain (1917-31) ................. ..................

Losse

$110, 700, 00
671,l00,000

1, 173,100,000
1, bS, 0, 000
1, 832, a, 000
I, 252,000,000
1,019,100,000

k 241,0 ,000
I, 177, 30. 000

8, M0 00
212,800,00
276,100, 00
21Z 800, 00

1,0 39, o00, 000

3. 29Z 700, O

sips, 8O), 000

I 313, 70,000
1, 234, 200,000

Z 457, VA,000
1. 273, O0, 000

............ :::

Net dliferenc

+-W71 o, 000+M07100, 000-17 ;0,0 000

-200, 000
-81,9,700,000
-2 0.00, 000
-440, 900, ODO

• -1,309,700,00
-298'%,800,000

- 608,0. COD

+1 no0, 000
2.277, 100. 000
z 2166.,700,000

I1, 00, 000
4, 100, 000

3,81646, 000

+ W. )O1R 000

-120, (tMI, Ovo
7M 4,00,,000

-905,400,000
- 452, 700,000

+12,077,W,000
.- 42 0000

Gais N Loss f.

193 ..................................................................... 33.2

1 3 ................................................. ..................... M2 ,,
1934 ................................................................ 2,,.6 ( (,)
1M .................................................................. 730. 7
19...................................................... . (I)

I Data not available.

As comlmred with an average net gain available for taxation of $802,000,000
for the period 1017 to 1931, the total net Income available for taxation was very
much larger, as shown ,s follows:

Total net income available for taation '
[in millions)

1917 ....................... $13,652
1918 ....................... 15,924
1910 ....................... 19,869
1920 --------------------- 23,735
1021 --------------------- 19,677
1022 ........................ 21,336
1923 ....................... 24,777

Subtotal-2 ........... 138,860
Annual average ....... 19,837

1924 ....................... 25,060
1925 ....................... 21,895
1926 ....................... 21,959
1027 ....................... 22,545

IStatlstictl Abstract 18, p. 178,

1928 ....................... $25, 220
1929 ....................... 24, 801

Subtotal ------------ 142, 082
Annual average ....... 23, 080

1930 ....................... 18, 119
1931 ........................ 13,604

Subtotal ............ 31, 723
Annual average ....... 15, 861

Grand total ........... 312, 605
Annual average ....... 20, 844
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The insignificance of the capital-gals tax as a source of revenue Is shown
in these figures. It constituted only 3.9 percent of total net Income. When one
considers that tle capital gains may have been wiped out and fire fictitious, it
appears to be not merely an unsound tax but an unethical one.

A tax on annually recurring lacomno like salary or business profits, Is a suit-
able measure of capacity to pay, A tax on occasional capital gains Is not.
From August to December 1937, tile capital losses on tie New York Stock
Exchange alone amiounted to over $30,000,000,000 and allowing for the other
stock exchanges outside of New York City, these losses probably exceeded
$40,000,000,000, and yet the subcommittee report, dated January 14, 1938, when
these 1937 statistics were already available still says that 'capital gains con-
stittte real tax-paying ability to the recipient no I ess titn income derived from
other sources" (p. 30). Suppose an investor whose tax year ended July 31,
1037, had taken substunthil capital gains by switching stocks that advanced
greatly to stocks that had advanced little. What is his capacity to pay on
March 15, 1038? It is even possible, and undoubtedly there are 3any actual
cases, that as a result of switching securities the resulting tax on capital gains
taken on the securitle,4 sold is so large as to exceed the total value of the
securities bought in the switch. For sueh an investor the tax on his paper
profits may compel in to go into Inkruptcy. Do such capital gains represent
capacity to pay?

A capllal gain represents merely a shift of assets and Is not Income In the
economic sense. The Nation as a whol- Is not richer or loorr heeaise of the
shift. It is richer or poorer when the ailonal Income rises or falls nd when
the Indlvidual income rises or falls. I, f ihe Treasury as at whole the capital-
gains tax constitutes fiscal "rainbow chasing."

To the extent that die capital-gains tax depends uplon a change In values, It
is important to note (hat the changed dollar valie may be unreal, owing to
chmnges in currency, interest rates and other factors beyond the control of tile
Individual, purely factitious, nonrecurring wi1 often self-compensating as, for
example, the declining purchasing power of the dollar. This was admitted in
Iteport of Sulomi)ilt, e oil Tax Itev'shin, IDeccemlber 4, 1933, lM|ge 85.

V. EXPANSION 18 C(IIKED

The incentive to expand, to invest in productive enterprises, to increase eil-
ployment, to develop possillilitlcs of .genuine revenue available for income tax--
all these are cheeked. The capital-gains tax ignores fundamental psychological
factors. The great mass of naiikind seeks sonic expres'hon of Its ego. 'rite
motive to accumulate property Is fundamental, primitive and powerful. In the
economic ilel, this psychological motive may be utilized for socially productive
purposes.

'rie economic expansion of tile individual Is very often a social good. ('al-
s, llently, taxes tait niduly repress tle econoinie motives of the indldml often
curtail the economic advance of the comtry. 'rils repressive 'ffet applies to
oil wells, mines, industries, and, most Important of all, to tie hosing reovery
where private Initiative in this Important social activity Inis been largely
checked 1y tl capital-gains tax.

The capital-gains tax kills tile goose tlt lays the golden egg, whereas the
income tax is satisfied to take onie of the several eggs that is laid and keeps
the goose going. The restrictive effect of the capital-gahias tax may perhaps be
indicated by a selentillc test or "control." The Uniled States Is l'actically the
only country in tie world witlh a capital-gains tax. At the same time, the
United States Is behind other countries In its recovery. There ina1y lie other
factors, hut tile capital-gains tax Is undoinltedly also a check to economic
recovery.

As (orge 0, May points out "no effort Irs beIen made to appraise the effect
of tax measures upon savings or business inithitive."

vr. T116 TAX RgUC INVtTMENT JILSOU'iCE.'1

The capital-gains tax depletes the capital reserves of the country. The capi-
tal-gains tax causes a gradua whittling away of the Nation's private Invest-
ment resources which constitute tle basis of private eniploymelnt. For example,
A buys a stock at 100 and sells It to 13 for 200 and then pays a tax to tile (ov-
ermnent of 20 percent to 70 percent. Assume the stock breaks and falls again
to 100. What happened? 1 lins lost $100. A has lost the ainount of iis tax.
The chief gainer Is the Ooverimenit, which has drained part of the Nation's
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combined capital resources from tie investment market. It Is like burning the
furniture to keep the house warm.

VI. BUILDING RFXOVJIEY DELAYED

This deterring effect Is particularly Important In contriluting to keep the
country underhoused. The bhuldr of private homes and residences is a Specli-
lator. lIe builds, holds for a number of years, and then slls. fly taking away
the bulk of the Increase in his capital gains, the incentive to build Is lessened
or removed and the eX)ansiOn of building funds is checked. The shortage In
housing Is, therefore, frozen. The spectilative builder Is penalized. lie usually
Ioes out in n depression anyway, even without a tax. Iflgh rents and poorer
acconmodlations for the masses may be ascribed in part to the eapital-gains tax.

('larence M. Woolley, iii the alnnil report for tCle American Radiator Co. for
11)20, stated that the building Industry employs two amd a hlf million workers
directly and another two and a half million In related lines, a total of 5,000,000
men, and that It furnished 121,1 percent of the railroad traffic. Building recovery
should greatly stimulate en-ployment In many allied lines. It should Increase
traffic and also enil)hiymelit on the railroads, as well its employment In the
equipment industries that supply the railroads.

Vill. INUI MA8I) EXI'ENI)TIJILEM, 1I)EA5E) ILLVE NUE5, AND MOlE 1)ICIlT

The siinulation of private incentive should Increase employment. The check
to private incentive freezes umniploynuent. Therefore It Increases the expendi-
tires for relief and public works and thus increases the fiscal burdens of tile
(Governnvit,

])urlg the war Lloyd George, theni Preinier, Ilntroluced a high tax ol tile so-
talhld IiOnes.iiiil itdilsirhes. The lmiirlwXse waIs ilot to produce revenue but
rather to prev'nt revenue io us to (liven njoiey an1d tieergy to the so- lle(
esseuial Indistri. lie hol l iio taxes would Ibe paid, Il otller words, rates
were itide so hIgh ans to be noinproductive. similarly , now in our own country
the l,'kleral (oveinment netutinlly loses revenue by Imposing high rates of tax
oil cliltal galis. The high rates freeze holhgs, pre'enit sales, and therefore
curtail federall capilitl-galn revenue itId Siate transfer taxes froi that source.

Our deflclts are (ue In somte part to tile (ollhle ) feet of file capitl-gallns tax-
on lhe one haind, Increased exietidituires for relief aind pillbic works, because the

tiemp)loyed would normally be taken care of by le.s-trannneled private Induts-
try ; and, on the other hand, dimlinishling income (fie to smaller receillts ol stock
siles and greater flight Into securities bought for revenue rather thani apprecila-
tion. The capitali-galiis t ax must necessarily vitiate every Budget estillnate.

IX. TIlE 'APITA14OAINS TAX IED NOT RVACHI TIlE RICII

The irony is that the capital-gnins tax does not "soak" or even reach the rich.
Whereas for tie year 193M (table No. 5 of subcommiltee report, January 14, 18)
net capital gain was about ) percent of the total Income of nil reporting tax.
payers, yet the %,ery rich took very small capital gais and paid little In capital.
gains taxes, As follows:

Net ilcom cla8s and net capital gahis taken a# a percentage of total iticoilo

Perce"I
1000,000 to $1,5M.000 ------------------------------------------ 1.
3000,000 to $4,000,000 ------------------------------------------------ 1. o

$4,000,000 to $5,000,0o ------------------------------------------------- 0
All classes ------------------------------------------------------------- 9.2

The people who paid the tax on capital gains were in the lower Inconie-tax
brackets; not In the brackets of tie rich.

The aim may have been to soak the rich. The result was to punish the loor
by lessening reemployment. Furthermore, manty a Congressman can testify as
to the complaints about the capital.gains tax, not from the few rich but from
Innumerable small Investors.

These results for 10 are borne out by official statistics coverig previous
years. Comparing the 2-year period 1934-3 with the 2-year period 1920-27, the
Government statistics show that the percentage of capital gains taken itI the
latter period, when tie rates were high, was a small fraction of that shown In
the preceding period, whin lhe rates were low. Furthermore. the richer the
group, the lepsq was the percentage of capital gains taken in the latter period
onparcd to the former period, as shown herewith:

5488"-38-17



REVENUE ACT OF 1938

Ratio of 9.car periods, 1934-35 to 1988-2O

n ICapital TotalIncome-tax clans Ins net In.

Pereent ftrcetr
Under $3 000 ......................................................................... 402 98r 4
M 000 to W .000 ...................................................................... 

a 98 ft 0
000 to $100000 . ......................................................... 30. X .$I0 ,DD to Sii ,o .... .......................................................... 9 .0 Al.,8

t,000 and over ..... ............................................................. 8 12.0

Average ....................................................................... 19.8 - 22

It other words, the smaller taxpayers, of whom there are over 3,000,000*In
tile class with net Incomes tider $5,000 lined alitlost 1,000,00() with Incomaes of
$6,000 to $2,000, were affected by the high capitnlgalim tax. They took
smaller gins, both 11bsolttely and l i a percentage of their total Ineonie. The
rkh, ot course, were virtually compelled by law to refrain from taking capital
gali., 'As it result, the percentage of capital gains to total ]let Income dle-
elin-, -clatively more for tile rich than for the ower-ineotue grotls. 1I the
highest class tile capital gains taken Iii tile lttler lriod were only a tiny fite-
tion of those for the earlier peril.

Ratio of Capital galtls to total act incoie b net invOlni casSx'S

(in millions)

Under $,000 $,000 to V2,000

Capital Total Ratio CapliMal Total Ratio
gains net In. (per' gains net In. (per-
taken come cent) taken come cunt)

$241. 3 8,730.1 2.8 $073.7 87, 4W. 8 9.0
301. 8, 49o. 9 3.8 725.0 7,543.8 (1.
227.8 8,270.4 2.8 1,071.4 8,320.4 12.9
293.8 8,101.8 3.8 914 8 8,808.8 11.3

70.8 7,798.0 .9 120.8 3,4.5 3.5
147.9 8,814.4 1.7 283.8 4,103.7 8.9

$100,000 to $I,000,000

Capital Total Ratio
gains net In. (per.
taken come oent)

$022.0 $1,889.7 32.10
819.7 2,232.8 38.7

1,678.3 3,342.3 47.2
1.M1.2 3,150.0 50.4

420 352.0 11.6
101 4 499.0 20.4

$1,000,000 and over

Capital Total 1atio
gains net In- (per-
taken come vent)

$.W.0 1191.4 57.4
8391.7 CO..a 68
728.8 3,10.9 65.8
&.4 1,212.1 70.9

7.1 57.8 12.3
16.4 73.6 22.3

$2A,000 to I00,000

Capital Total 1iltlo
gains net In- (per-
taken come cent)

$57.5 3, 344.0 16.7
708.1 3, 7. 2 19,7

1,191.8 4.1 .4I 286
905.5 3. N20.9 21I
72.4 1,114,5 6.5

181.4 1,418.1 12.8

Total

Capital Total Ratio
gains net In- (er-
taken oma cent)

$2,378.5 121, 8, 5 10.8
2.894.0 22,545. I 12,8
4, b7. 9 25,. 26. 3 19.0
4,69.5 21, 8., 7 18.9

8126 12, 70. 8 2.4
7(1.7 14,909.8 4.9

.sourre: Capital gains: Htearlngs before the Committee on Ways and iemns on Revenue Revision 1938
76th Cong., &d ses., Washigton, 193A, pp. 90-97. Total net Incomne: Statistical Abstract of the Unitedl
States, 1W35, ,. 183; 1930, p. 184; and znimeographod release of V. S. Trsury Dept., dated Oct. 7, 1937 (Press
Service No. 11-42).

X. TilI TAX EXAGOEIRAM) MARIt FLACIMATION8

The tax oil capital gainasat4 Ittetldt'l to elinlate the Speculator itnd thus
reduce fluctuatiton in the market. The 011n was stltiliation. The result was
exactly the opposite. Front Atigust to October 1937 the stock-narket doelltle
was relatively the greatest lit ilistory for that length at tiMe. The declitte was
also tie greatest lit history for the same volume of tranmlletoils. The inarket
beanme thin.
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Year

lox .............
1927 ..... ....
11t .............
19 .............
1934 .............
1935 ..........

92 .............
1M ............
19 .............
1929..........
934 .............

195 .............
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A tax on capital gains lessens the stability and liquidity of markets, It to a

penalty onl selling. Stocks, therefore, rise artificially. The market becomes
unstable. People who think that prices tire high would ordinarily sell and would
clhcck thie rise. Jliyerpi, however, tire not deterred by3 any tax, find by buying
acecentualte fill already excessiVe rime. Then when the market turns (Iowa there
is little stipjstrt, beciltiso thie people thait thought stockti were high, and yet for
tax reasons could not s('li, haive not thle cash to buy. As a result thc market
declfines extensively finl steeply. Without at capital-giim tax, sitockholders In
the Unlited States would (aind stockholders abroad still do) s~ell oil a rise and
accumulate 'lmbt ito rebuy mlnir('5 onl breaks, thus cushioning the shock and
resicuing viiicky sellers.

8tatfitfc show thint fte market bets itimved more violently lin both directions
HinJce the eaitnlJJIgaJins tax Wentl Into effe('t fhim It d11( beofore 1017. The S~tock
Exchange Bulletin or November WT~ shows price fluctuifons lin bear markets,
per inuit of volumne, were asm follows:

Points of prive (leeline per imit of males veime

Year: Ion*Yetir-Couit ilt('. Poids
1017--------------------- 1.9 N1 021)---------------------- 4.301
1019 --. *---------1. 1K) 1 03t,--------------------- 6.0'W
10W23----------- --------- 2.82 11)7 (Augtsto October)_- 1M.54
1020--------------- - -- 2. 02

lin other words, during flit! severe Isilic tfit 110 stocks moved only one-thiird
as much under thie same volume of selling asm fivy Id li the( last break, Ohvi.
(111513, somietlii Is w1Toig. T1'lie hilgh caplia l-giis faix Is ilt' of the factors fi-

V0lVedI. IS It lilt accVidenit thait t1 mn lost viutlt stpkaXclt ie )11k, AlIigist tip
October 19137, (stilt1ed tiiider the steep en iiiilgIn is (ix? 'T ''e American mattr.
k('t Ne'i'i taril k mad10 to foreign Investors. Thei. exls't'ieile of the last few
mtotiIs seenis to prove that. te it' lailtiil-gii Ins (lix Is iiot it sltIlIzhVAr. The simall
itivestor, (if whtoli t here it' Ilion, (liiiit 5.01)0,00, excludtIng duiplicat is, i.4 hurt
worse wla'ii If( Is caught fit flie! top tit such-l ait1vrinet~rge market thanl
hto was. IIinte days of tiUnt illinilat it, which macerlis universal ('onleimtation, but
which fit least allowed t(lit Ifllo fellow ft get out because the deeliiies were
nlot so selisatlitlill 1111(1 Ibe liik'ts not so t lilti Accordinig to tflie- 8, N. C. re.
irtm, tile oddlot limyers ort ''little pe'ole'' bought mli baitnce from .Jtly through

Ncpteinber, a iwrox liii(('13 3LWM)lA~ sltn Fls vaitl ed t over $100,000JOt. lBe-
cituse otf Ilie( high ('nital gais, lte matrket rlso too high atid (elclit'l too fior.
Blecaus~e (If 'Il''asitry pld iy t hiese ''littlelih" were hooked tit high prices or
aectuitlly lost in''nley If t hey were sold (hit.

The( Ann'rleii market moves more violeitly t itn fhlint lrfs market, where
no0 capI)Iitaltils tiix Is III effect. I'ii(' 8. J.. C. Is seeking at stable invetstor's
market, butt thie cattlh-gtithis luix ('rel'mit vioh'ntly ilii'tlil ng erratic ttnrket:
wfiit a igh cattt'1111galis liti, tie hu market iust dt'clittw verys siihs4tti hlly before
it prosisse~e putrchatser (-flit re'tiz itw iinet profit after piiying ft enailtttl-gtiit1A
tax. If there, were ito) ttix or it very low tax, It would patysia proslievi ive pitr
elttser to buyf) oif small (Ileos id sell ott small ti4'm mid1( thnts statbilize file
mttarket. If tit pretit there w(,e'fit etTi-vt eitlt(r nto citpltal-gausm tutx or at low
citlitll-glt his fatx. btiyers of htt'gp' bhock4 wvoitld begin to iteciniilitte stcks amd
the market would rise lit Ii eli mit iu(fil aniiprovenieitt lin busiiiesst taid thet
very rise tit file ma11rket wol lend('tc to liit(re'tse coilitiice on) the pairt of hiiess-

X1. ARTiVIOlAt PRITii1 AND) P'OOR MAR~RVI

VTe heavy "'itpital-gti tatx tiso not omil3 makes the general market artificilly
hight bitt creittem artifleltil differemies bet weett harticttlar Affirms Just because-
III ou'ltle iII3'II~ it larlge stovkloldler is frozen ii ittnd cannot sell. It cret'ii( arti-
Maitl (iiffereiites between shares ido bonds timid other viihtes, like reail estite,

which otught to be lit reitsoliible parties with respect to yields, considering tho
risks iitllOVNI. Because stocks fit-(e frozen tit high levl(le AIIIIIIl tive-stor who
them biuys bet(Itte. a1 (l1t1K' (If (loveriiiicii ls,1Icy filtd] his lo'ises lit till' de'tlitie
become the grea tet. 'VTe citpittilgtidis tatx lhts rufft' lie II bjl(lidty of iiiket s.
To tite extent flhitttIbis hurts fte riclti nit, dlie (Joveriiieit 11113 not lit' cowt
cerned. Buit when this mitili buyver of odd( lots tiis large spreads between (lit'
bid and( itsked htrh'e. lIto isay13ing a heatvy toll botth ii btiying tido selling. Tit#--
S. R. C. recorils slow t t the sittill Itivestor Is cotiing Into the mitrkets by
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hundreds of' thousands annually. Furthermore, Illiquid markets deter new
capital issues, so necessary for expansion, recovery, and reemployment. The
effect of tie capital-gains tax should now be a matter of (loverninent concerIn

XII. DIFFUSION OF OWNEDHIP OUSTRU"rM

The capital-gains tax defers the historic process of widening the circle of
the Nation's stockholders. Because the holder. of large blocks of stock cannot
afford to liquidate, tile normal process of the diffusion of stock ownership
throughout the community is impeded. The tax virtually compels large blocks
to remain intact Instead of being pulverized and distributed.

Xilr. PANICS AOORAVATMI

Thin markets and high prices result in violent swings. Is it an accident or
a logical consequence that the worst panic In American history took place under
the system of taxing capital gains? InI Its policy of attempting to cope with
stock-market panics the administration has turned its attention to thin margins
and pools. However, it left unstudied and uncorrected one of the most vicious,
exaggerating influences in stock-market panics, namely, the high capital-gains
tax. Considering the repercussions on the economic life of the country of stock.
market panics, the social Implications of tile capital-gahs tax deserve serious
study.

Europeans sold American shares in 1928 and early 1029 because they had no
capital-gains tax to pay. The American Government has found no way to tax
the capital gains of foreigners, despite exhaustive study. The foreigners do not
pay capital-gainh tax on their home shares, and(, therefore, object now to paying
a capital-gains tax on their American shares. A banker iln Holland sald that
if the American Government taxes the capital ga.s of Dutch holders of Amerl.
can shares, the Dutch Government would retaliate by taxing American manu-
facturers doing business in Holland. As the Hiawley-Smnoot tariff provoked
foreign retaliation throughout the world, so the attempt to tax capital gains
by foreigners would provoke similar retaliation.

What will be the effect of this different treatment on the American investor?
Recalling that In 1928 and 1929 the foreigners sol first and left the American
investors "holding the bag," there Is every prospect that this process will again
be repeated when the next collapse comes.

XIV. THE: TIr OAIX 15 UNSOUND

The time scale seems an Irrational imitation of a graduated scale of income
tax. To attempt to Impose a sctle which varies each montil has no economic
basis. To correlate sales to time is artificial. The market may be high and
would justify an investor in selling, even though he has held a stock only 1 year
or 18 months, when the graduated rate is so high as to deter selling. Yet iln-
vestors, and even the non-stockholding public, generally benefit where stocks
are sol oil high markets. Under the proposed bill an investor wishing to sell
must, therefore, consider not the stage of the business cycle but the accidental
date of his purchase. lie must consult not all economist h ut a tax expert. TIhe
very concept of a scale graduated by time is unsound. If the tax Is to be gradu.
ated at all, It should be graduated not by tile calendar but the cycle. The
Federal Reserve Board or S. H. C. might be empowered to vary the rates, de.
pending upon the stage of recovery or depression. Such variation may help to
reduce cyclical fluctuations in stock prices. The present time scale exaggerates
cyclical fluctuations.

The meticulmus graduation by months In utterly unwarrantedt by the facts.
Table No. 0 of subcommittee report of January 14, 1938, shows that of total net
gains taken, those in the class of 1 year and under constitute 34 percent; more
than 10 years, 30 percent; and those from 2 to 5 years, only 7 percent. For this
7 percent the new tax proposal makes 80 graduations, an utterly needless and
unwarranted complication of tile tax law.

XV. INTNAT1ONAL EXP? FENCE

(a) United States unique.-The United States Is the only Important country
in the world which has a capltal-gains tax. One of tile smaller countries has a
capital-gains tax, limited, however, to capital gains which are realized within
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00 days. The British have the longest record of experience In Income-tax ad-
ministration. In the 95 years since 1842 Great Britain ha developed an
efilcient income-tax technique, so that its record for balancing the budget is
probably the best In the world. But there Is no capital-gains tax in Great
Britain. A record of successive large budget deficits in the United States during
5 years of recovery, as contrasted with budgets that are balanced or almost
balanced Il most of the other countries, would throw question on the merit of
our capital-gains tax as a revenue producer.

(b) British versuS Amcrcam iw on apprcclaion in shares.-The United
States Treasury suffers front confused thinking, exactly as do the American
investment trusts, The British trusts invest for income, but appreciation is
regarded as a windfall and set aside in a reserve against a period of depression,
which may not be paid out in dividends, However, most American trusts
invest for appreciation in value anti regard the appreciation as Income. Iln
fact, the new tax on undistributed profits compels them to pay realized gaimn
as dlivilen(N to the stockholders. Our trusts suffered a severe shrinkage of
assets in this recession and oidy now realize that what they and their stock-
holders regard as Income was really principal. Ili the ease of both the American
governmentt and the American Investment trusts, the fundamen tal approach is
wrong. Capital gain Is not Income.

(e) European taxr on capital0-A tax on capital Is very unusual abroad.
Before thie outbreak of the war te (herman (lovermnent Imposed such a levy
for military purposes, the Welirbeltrag, a nonrecurrent tax on property, not
because this particular type of tax was productive or eflicient, but, because the
(v'erman llederal (lovermniit had not then the right to tax Incomes. Only tile
States did. greatt Britain h10d no tax oi capital or on property before, dllriijg,
or after tlh wiar. Neither !d Fraie.

(d) CIap ital lery and wor-wealth tceli.--After the war several European couii-
trle.s (iscussed for some thne the question of it capital levy or a single levy on
property. This was defeated twhi(e in tie House of Conlnlons Il 1919 and 1920,
and it IF Interesting to note the position of the tben Chincellor of the Nxchequer,
Austin Chamberlain, "that a capital levy would discourage saving, check enter-
prise, and create fear and insecurity," andi( that death duties "constitute the only
possible and practical levy on capital. It Is paid once by every individual estate
in addition to the income tax during the lifetime of the owner of the estate."
(P. 512.)

In Great Britain tle war-wealth levy-that Is a tax on capital gains from
1014 to 1018--never came to a vote, for Ili June 1920 the Chancellor of the
Exclwquer stated in the flg11 e of Commonis that "tile government, after full
consideration of tile report of the select comintittee and of tile respective advan-
tages and disadvantages, have come to the conclusion that the dangers attend.
ant upon such a levy altogether outweigh any advantage which could he
derived from it an(i have dehied not to make any proposals in that sense to
the IHouse" (px 513).

In France, likewise, after prolonged discussion, Minister of Finance Klotz
abandoned tile Idea Ill ills budget speech of May 27, 1919, in tile words, "Tile
form of capital levy best suited to France is tie Inheritance tax graduated ac-
cording to tile degree of relationship of tile heirs" (p. 515).

During tli war tile German Government (lid enact a tax on property Ilcre-
ments, somewhat similar to our capital-gains tax, except that tile tax wis paid
on the increase of inventory rather than on the profit oni tile sale. The Germanl
Government ikewlse enaced a capital.gains tax based o 3-year Intervals with
tile top rate of 1t) percent. By using an Interval of 3 year Instead of 1 year,
an( by limiting the rate to 10 percent, it showed better Judgment amid fiscal
sense than our Trenisurs did In tile current capital-gains tax. To facilitate pay-
ment of tile tax, payments were stretched out over a number of years and really
c6nstituted an additional Income tax. Germany, after-tile war, imposed both a
non-recurrent levy on total wealth and a non-recurrent levy oi wartime Increases
of wealth. However, the Inflation of the currency robbed the experiment of any
value.

Italy levied a tax called the war-wealth levy and a tax on pro-war capital,
but the tax, as in Germany, was payable In Installments over a period of 10 to 20
years, so that It was really equivalent to a form of income tax.

,H'ee Intornational Finance and Its Reorganization, Ellsha Nr. Friedman, Now York,
tton, 1922, clis, II, 11, IV, and XIr.
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The discussion II urolleanl countries, therefore, Indicates thiat it tax oil prop)-
erty or oit Increases of property liis never beeii i plroducitive Itor effective its at
means of raising tax revenues, excep)Jt when It was mande lin the fortil of annual
Installinents--a revindleatton oif tile iitoie to x.

XVI. ALTERNATIVE P'ROP'OSALS8

lit summatiry, the callitil-gaills tax nIow jrolxksied lirodueeii less revenue than
the fiat 121/a-percent rate (lid, eheeks Investmenit, economic expanglon, and ein
lployntent, and makes markets mnore Illiquidl~. What Is the alteriiatlveo

a. Lor flat tax oil capital gains.--A low flat taix oil (lllti goia, regardless of
time, would produce revenue, wvouldl not (liseiurlige or prevent holders front sell-
Ing when the market sem high mill front buying when ft inarket sveii low.

The capital-gainsi tax had as o110 of its aiiit to reduce speculation. However,
speculation is alreanly under (lie' close mcrutiny oif the H. H. C. Tihe capitmil-gains
tax cuts across all the administration's efforts at stablility and. by cauisinig
violent fiuctutitlons In the stock market, vitiates tile (other good efforts madle lit
other directions. Bly uiming the device of thet caitti-glins tax for thils pitritose,
there hane ben Incurred tile offsetting (l1ialvantllge that the funds avoiuilbe folr
Industry have tended to be frozen.

F"urthermtore, Inisteadl of having tile spectilaiion under' c(1)1Fil id under (lose
stupervisiont by thle S. H~. C. llnd hy the governors of the exc'hanige, speculatilonl
buts been driven Into devious bypithsi. Tile slolt llnnehtnex, the mnitlers rocket,
an~d tile gamtblintg lin the Irish lospli it lottery tiiill i'ltte I hat thle glil~tll ig
motive Is very fundamenttal 1111( l1111 bet ter hue blrought tutdvr conlltrol land 11111)-
licity rather than excessively restricted. It Is anla/iug ft at liadinlinist rallon,
WiCh had0 tle insight to see thalt drintking wine un11( ior coiihl noat Iwe mttiixwt
out n11( therefore repealed p~rohtibit ion, Shl lin itI sliotly3 therefier(I at Itipt ed
to stampi out sIx-cultiton by it high ('tlitil-ga lls tat x Illsten~ Elf briniging NII&Ulill-
tion out into the open.

Assuming allt annual fluctuation (If Itixotl $1 2,(00'Mt)K) ) onl the New York
Stock Exchntge, It is obvious thtat If tMe rittes of tltx were lo1w, tratders would
be encoturagedl to lessien flutuntions liy Ilinlg til set-tuteks lin1( selling oil
advances. Under tile old 12 -lsrcent rate, the Whit11 net gilis sicttlily tllken
during 1928 and 1927 were abotit $2,~0000,M)t. A lI-relt tllx ol tilts fliltotllt
would yield about $250,000,M), or as compared with the yield onl llbottt $17,000,.
000,000 In 1034 and W&',000,000 lit 10M5, whient the rates were igh. At tlie snte
time, tile market lin 106 and 192 wltit illttloll(115r, so thalt genttuine Investors
would have thle benieit of a (-lose spread bet wiviil the bid 1111( asked prices, Thle
community would have thle benefit of sittalter ntw-k-Inarket tictttilltiolls. Pur.
therlnore, withoutt the severe hlantdicap of tite high rates of tax onl capital gains,
traders could begin to buy onl small reactions or tlle prospects of slight profits,
whereas now, uitder tile high rates, they mutst wait for big breaks or thle
prospect of substantial profits before they wilt risk their principal. A rise in
confidence and In business Is ied uip with tle capital-gains tax.

b. The inhirtance tax is the final capital-pai tai'.-The lnhcriltlce tax Is
a genuine capital-gains tax. It Is a cage of teaching out 1111d staying outt, becatuse
tlie decedent s estate Is actually liquidated autd converted Into cashj. The annul
capital-gains tax operates as a homeopathic (lose of thie Inhleritanlce tilx. Manty
of the arguments for tile capital-gailts tax seeit it) disregatrd the fact thtt there
lis already anl Inheritance tax to accoilimbl tle ptilose of thle annual tatx oil
capital gain.

The Inheritance tax already Is ii effect. It Is at sort (If final cltlitltl-gaias" tax.
Therefore, there Is no need to conli tte to tax catpitl gil thilinually during
the lifetime of the taxpayer. To do nto Implies thltt the Stllte cafll (to letter
than the Individual lin putting these antnualt acretiolls of fitnds to work during
his lifetime lit increasing production and( creating clnllloyinelt. Front thie
actuarial point of view, there should be ito difference, its far as Glovernantt
revenue Is concerned, whether thie government taxes 130,000,000 people onl their
annual capital gains or whether It taxes the decedenlts of cacti year oit thle capital
gains of a lifetime. In fact, the Inheritatnce tax should be more plrodtuctive than
the annual capial-gains tax because tile alilal capital gains are put to work
again.

Why ts it necessary to collect a ctptll-gtiR tax of each year, of each 3-year
period as formerly In Germany, or even of eacht cycle? Is Ilot a lifetime as good
and proper a period for the application of the capital-gatIns tax? It secills a
more natural utnit of time for such a tax. Large-visioned Ritatesillanslti) call
conceive sucht a time standard, but siaitll Impatient mindts cannot.
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Inhoritanco tax rates can be graduated as in many E~uropean countries, more

steeply In accordance with the degree of removal of blood relationship to the
decedent.

c. Special ta: on tradcrs.-Again traders or professional speculators whose
annual Income consists of accumulated capital gains could be taxed differently
from the rest of the several million stockholders who trade Infrequently and
with whom capital gains may be followed, and generally Is followed, by capital
loss for 2, 3, or 4 years, as in 1930 to 1033. Besides, such millions of small
holders might sell stocks at one time to buy bonds for old age or to expand
plants or develop new Industries.

d. Broadening the base of income taa,.-Te elimination of the capital-gains
tax would not actually curtail Government tax revenue because the capital
gains are largely potential paper profits which tie investors never realize. As
one cynie said, the taxpayer who worries about ilis capital-gains tax and does
not soll, finally ends tip by having no capital gains to worry about. The capital.
gains, tax Is the Treasury's "pot of gold at the end of the rainbow," or the
bundle of hay In front of the donkey's nose, always seen and never eaten. A
little reflection will show that this must be so. The capital-gains tax is a fiscal
Illusion. Think of the billions of capital gains willed out from August to
0etolier 1037. Just as a neurotic must be rhl of his fantasies before ie can
readjtst to reality, so the Treasury must be rid of this Illusory tax before It
(can begin to find real revenue. With the capital-gains tax eliminated, the
Treasury can then settle down to finding suitable and stable Government
Income.

The Income tax pyramil Is productive at the base of the national Income.
Lower exemptions and higher rates in time lower brackets, as in Great Britain,
would Increase the Treasury's revenue. The British law very wisely permits
deductions from Income of Individuals of life-insuramrce premiums u) to one-
sixth of the Income. In this way the Government encourages each Individual
to provide for his own ol age and dellenlits and thus reduces the Govern-
ment burden for social Insurance. Lowering exemptions would also Increase the
number of taxpayers in the United States, which today on a per capita basis
Is less than one-third as large as that of Great Britain. Twelve million tax-
payers in the United States would constitute a powerful force for Government
economy, for opposing Treasury raids by Interested bodies like the veterans,
and "pork barrel" grabs by local Interests.

Since the United States has proportionately only one-third as niany tax-
payers as Great Britain, therefore Treasury raids are frequent fit time United
States and rare in Great Britain, therefore also Congress is under pressure to
spend money In the United States and Parliament Is under pressure to econo-
mize In Great Britain, A broadened income-tax base will produce more definite
revenue and more predictable revenue and make possible a balancing of the
Budget and promote a sentiment of economy and the desirability of living
within the Treasury's Income.

XVII. CONCLUSION

The Treasury must now clarify Its objectives on capital gains. Does It wish
revenue? Or does It wish to check speculation? A low rate lit the past has
produced abundant revenue and should again do so In the future. The present

igh rate has neither produced revenue nor lias it "soaked the rich" nor has
It checkel speculation. The Treasury has a clear aim with respect to other
taxes, for example on liquor. It does not seek prohibition. Nor, like Sweden
and Denmark, loes the Treasury use a steep tax to check consumption and
encourage temperance, regardless of revenue received. Our Treasury merely
seeks revenue from liquor. And the tax does produce revenue, over $W5,000,000
pr annum. The same applies to tobacco. If the rates on liquor and tobacco
were sharply raised, probably they would produce little revenue.

After the last 4 years of experiment with the capital-gains tax, certain con.
cluslons are obvious. A businessman having these conclusions would abandon
the policy. A scientist In the laboratory would say that his results were nega-
tive and have value Insofar as they tell him what not to do. Can Congress
afford to draw any other conclusion or follow any other policy?

The subcommittee's report leads inevitably to the conclusion that if abundant
revenue Is desired, the rates of tax on capital gains should be drastically
lowered.
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SUPPIKMENTABY, MF.(ORANIDUM ON Ti1l CAPITAL (JAINS TAX PIE51i24NW By
ELI3lHA -I1. PaliMMAN

A. SUOMST10N8 FOR LiM RI NATION

I. What conltiltutes capital-pains tax.--Investors who buy and sell Infre-
quently would report realized appreciation under the capital-gains tax. Stock
exchange specialists, floor traders, outside operators and others whose Income
Is derived from iitand-out trading would not do so, except for such of their
long pull holdings as are clearly Investments In accordance with some deflni.
tion In the law.

II. The rate.-'The optimum rate must be a matter of guesswork. heree is
no accurate knowledge on this subject. There is definite evidence, however,
that the former 121,w-percent flat rate produced as much as $575,000,(00) il
1 year and averaged $380,000,000 in the .1 years 1926 to 1fI9. 'The current
graduated rite produced $5,J0O,000 average for the only years available, I;34-
35. What the ol)tlin) rate Is can be discovered only by exlisrimenlation.
Obviously the lower the rate, the greater in the Incentive to take a risk.
Tht lower the rate, the greater the revenue to the (loverninent. Would it hot,
therefore% seema desirable, purely from the revenue point of view, to experiment
for a period of 1 year with a low flatt rate, Ierhaps 10 percent, with a probe.
Ability that It will produlo a higher lnconio thia tile 121,.,.erc(,int rate lid.
Any concession to nonrevenute purposes, sUch s eCnolni(c dKtrines or punitive
nIeastures against buying 1111d selling, should he weighed In tile light of the
cost in revenue to the Treasury.

The Presldent hIs persistently advocated the principle of a low rate in other
fields. lie asked for lower selling prices in order to obtain largi'r vollllt, of
production and employment. le asked for lower builldng wage rates In order
to obtain a larger volume of honmo construction, large anniml ivates, and fuller
employment. Why should not this principal apply fiscally, imely, lower the
tax rate to obtain larger Government revenue?
I11. The lime (ator.--Any feature of the law which woull penalize selling

or put a premulnm on holding Is undesirable. A free market should depend
jiirely on Investmunt judgment. When stocks are high they should ho sold.
When stocks are low they should be bought. Otherwise the failute to sell on at
high market exaggerates the upswing and the failure to buy ot' a declining
market exaggerates the downswihg.

Theoretically It would be desirable that capital gains and losses of long-
term Investors should become effective Immediately after liurcha se. Ilowever,
as a compromise, perhaps tlie government'ss own standard In anothe.' depart-
ment should provide the proper time basis or precedent. Tile H. IF). (C. law
(sec. 10) on trading by directors, officers, and large stockholders ets A (.nmontit
limit as the neasure of a speculative turn. If 0 months Is a measure of whr t
constitutes a speculative turn for the S. E. C., why Is it. not as good a neasure
for the Treasury? In other words, profits on transactions coitnuinmated witlain
0 months might be considered n ordtiary Income even for the Investor. Tliore-
after a low flat rate of capital-gains tax fixed by Congress could apply. Since
the prime purpose of the revenue act Is revenue, there should be no penalty
on transactions which provide tliat revenue.
IV. hraduatcd ralt.-The graduated rate has no place in the law. It puts

a premium on holding when prudent judgment would Justify seling. It penalizes
selling when the sale would be a pul)lic benefit. To make the date of the sale
depend upon an accident like time date of purchase is fundamentally unsound.
Selling should depend upon the position of the business cycle and the free and
unrestricted Judgment of the Investor. The 30 rates of tax, In the House bill,
graduated monthly make time administration difficult and complicated. The
provision Is tierly unjustifable from any point of view.

V. CTarrp.orer of losssm-The carry.over of losses should be permitted for a
period of 2 years at least, as the House bill provides for a 3-year carry-over In
the case of the undistributed-profits tax. This provision is fair In view of the
fact that according to the (Government's own figures, net losses followed for 0
years after 1917 and for at least 4 years after 1920, although the Treasury figures
for the years since 1)32 have niot been published.

VT. Options for the small ta.rpoller.-The small taxpayer should have the
option of including his capital gains lIn other Income so as to have the benefit of
capital-gains tax or the tax on other income, whichever is lower. Obviously the
higher tile capital gains rate, the higher is time income which will benefit. A.



UIRVENUE ACT OF 1038 255
total tax rate of 10 percent applies to a surtax net Income of $18,000 and a
15-percent rate applies to a surtax net income of over $32,000.

VII. predcfnt.-Tho above concluslons are borne out by the
experience iln the ol Austrian Empire and in some of the small succession
states. Speculativo profits were taxable as such. Capital gains were not tax-
able. The term speculation was limited to miles consumiiated within periods
of 0 days. Intent was the determining factor. The sale of securities less
than 3 months after the purchase would constitute taxable speculation, fint the
burden of proof of new taxability was on the taxpayer. Holes after 8 months
were construed as capital gains and tile burden of proof that the sales were
taxable speculation was oio tile Treasury. I'urchsese oil onmargin constituted
speculation and gains were subject, to tax. Outright purchases constituted
irudeint Investment and galis were not subject to tax. Appeils were iade, to a
board of review having mixed representation of Government oftlcials and lay-
men, lncldlng tax experts and oulstitantling hulhilessiuen.

Cainida, our neighbor most similar lit (41aioinic Il political ideals, 1its no
tax oil capital gailis. InI fact no country in the world hits a tax on capital gais.

It. ¥.141' OF MODEIATINO TrllP TAX ON cAPITAL OAiS

I. .lrket stabtlfj.-In 1ItT the decline in the market was the grealtst In
history. A 40-iMwrcent dclii fronm August 15 to v)ctobtr I0 was caused by a
turn-over equlivaltnt to i t) p(t'l|it of ( lit' 4itilih'i it sharlsi' it tht Ntw York

stock Excliige. In 1i2i, iowtver, i d('ilhi of 47 lsrellt frnmn Sept eiinbr ' to
Novenimer It) wits caused by i turn-over eqttivillelit to 27 Is'rciIt of tlip ituler
of shares listed. Tlils high turn-over lit 1P29 ineant governmentt revelu. A
classic case wn-i it wealthy ilua who bought t stock at 6) and would have sold
It lit M) oil ii N(alIt, andl(I tlius have prevented tih little l ellt', or oll-lot p ilr,
front buying the stock fromi UP up to 13:,. This would have been a public
service. (lad lie sol, lie would have supplied stock to tile little Ip'ople tit lower
prices than they actually paid, anid Ruliited the market front Mi' do4wn. Not
having any buying support of old-oit long-lalders, the stock declined to his
purclaso price, about N), whei lie ordered tlie stile of several thousand shares,
which broke the rarket 1lliil exaggeratel tlie selling. Ilii the iauiln tile
government missed tite revenue that would have beeI paid under a lower tax,
the market swing was exaggerated, and the "little piublhc" was hooked.

This low turn-over hi t7 resulted lit low governmentt revenue. To obtain
Governnient revenue the capital-gains tax must be lowered so ie to encourage t lie
taking of profits out of which eapital-gais taxes are paid.

II. Business rccorcry.-A low capital-gains tax will encourage wealthy men
to buy more readily. The resulting stock-market rise would generate confidence
throughout the country. A rising stock market Is necessary to float new bond
Issues, upon which einploymeit dellnids. The sniall-lusiness nmen who are hold-
Ing back oil the purchase of material, the hiring of labor, and the expansion
of their plant would liroceetd with greater courage. A reduction of tile capitnl-
gains tax Is ai Investment lit recovery. lhere woild not only be 1tn cost it
revenue butI a large increase it revenue, Tile return in eniploymenlt, expanding
busluesp, and social tranquillity would be huge.

(Silsequeiitly Mr. Friednini submitted the following for the
record :)

TIE CAPITAL, (AIN8 TAX

[Now York Times, F.'ebruary 10, 10381

We publish on this lage today an impressive letter front EIliha M. Friedinuai
on the caplIal-gahis tax. Mr. Frietnit tlenionstrates rather conichlsively that
tile tax In its present form, wholly apart fromt its other defects, does. not even
produce revenue. For thle 2 years 1134 and 11!35 tiu capital-galins tax pro-
tluced only about 10 percent Is much Treasuiry revenue as tile hlatie of tihe tax
oil Individual incomes. And even this 10 p-rceut did nit conie olt of incollii. In
the highest brackets. For 1930. where ill ltaxplayers t4getllwr reported tleir let
capital gatins as 9.2 percent of their total ticoin,, tho.e with net imicon.i in
excels of a million dolltirs reported net capital gains it l t hq Mai l'r(,lit of
their total Income. Titei obvious explniiation is thit tile rich could not afford to
take capital gains at tie prevalithig prohibitive rates.



Quite as striking is the comparison made between revenue in the years 1020,
1927, and 1928, when the fiat tax of J23h percent on capital gains was in effect,
and revenue in recent years when capital gains have been taxed as regular
income, with reductions alloved only In accordance with the length of time an
asset has been held. The capital-gainH tax in .1934-,15 was only 11.7 percent
as productive as in 1927-28, whereas other Income taxes were 93.0 percent as
productive. This was in spite of the fact that In the earlier period gross capital
losses were deductible In full from other income and could be carried forward,
but in the latter period net capital losses were limited to $2,000 and could not
be carried forward.

This means that a drastic reduction, at the very least, is called for in the
capital-gains tax. The question might even be raised whether it is worth retain-
ing that tax at all. In the whole period from 1917 to 1931 capital gains after
deducting losses, Mr. Friedman calculates, constituted less than 4 percent of
Individual Income subject to tax. Tie British, without the capital-gains tax,
have achieved far greater stability In revenue than we have.

Tho CHAIRMAN. We will adjourn until 2: 00 o'clock, and we will
meet in the District Committee room in the Capitol.

(Whereupon, at the hour of 12: 05 a. in the committee recessed to
2 p. In. in the District Committee room of the Capitol.)

Ar rEMNOON sE8ssIN

The committee reconvened, pursuant to the taking of the recess,
at 2 p. n., in the District Committee Room, Capitol, Senator Pat
Harrison (chairman) presidings.

The CHAMMAN, Mr. M. L. i hihnan, of New York, representing the
taxation committee, New York Board of Trade. Mr. Seidman you
appeared before the House committee?

IMr. SEIDMAN. Yes, sir.
The CIIAIRMAq. And gave your views there?
Mr. SEIDMAN. Yes, sir.
Tile CHAImMAN. Have you got a brief that you want to file?
Mr. SEIDMAN. No; I have a short statement. I will condense it

into my 10-minute allotment.

STATEMENT OF M. L. SEIDMAN, CHAIRMAN OF TAXATION
COMMITTEE OF NEW YORK BOARD OF TRADE

Mr. SEIDMAN. Gentlemen, your distinguished chairman has stated
that lie wants to do justice, to give encouragement, and to restore
confidence through every provision of this tax bill. I hope that lie
is in fact expressing the views of this honorable committee as a body.

We, in this country, are today menaced not by a foreign power, but
by destructive economic influences at home; influences that sap our
national strngth and vitality. Ve are laboring under the most costly
Federal Bureaucracy in oui,' history, under tlie greatest peace-time
budget in our history, under the largest national debt in our history,
and under the most burdensome taxes we have ever known.

In the opinion of a great many people, we are not in a business
recession. We are in a (lepression, a synthetic, managed-economy
depression, a depression that is estimated to have cost us some 70
billions of dollars in the period of a single year. Many of our
troubles can be traced directly to faulty and oppressive taxation.
So much so that taxation is today the most decisive deflationary
influence in our capital economy.

Besides dislocating our economic equilibrium, extreme taxation
defeats its own purpose through the operation of the natural law of
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diminishing returns. There is a point beyond which such taxation
produces less revenue than would result from. more moderate taxa-
tion. That point has long ago been reached in our Federal tax
laws. I do not believe I am overemphasizing the points, therefore,
when I say to you that there is nothing of greater or more immediate
importance to all of us than is this tax bill which is now before
you.

It would certainly seem that the best investment Congress can
make in relieving the present distress to business and employment
is to take a constructive, long-term view of our taxing methods. A
reasonable tax policy, one which will allow business to carry on and
prosper must eventually produce greater revenue than a s) stem of
punitive and extreme taxation.

I am glad to say that this tax bill, even in its present form is a
better bill than w)vat we have at the present time. But "better" is a
relative term. The present law is so bad for business, and in so many
important respects, tiat the proposed bill is still a long way from what
is needed to get business back on its feet.

We understand your difficulties, gentlemen, and we are not here
to ask for magic or miracles. Nor (o we lack understanding, or f till
appreciation, of the Government's revenue needs under the present
state of affairs. We believe, however, that the situation calls for cer-
tain minimum "musts" in the development of a constructive tax
policy. Your able chairman has mentioned nearly all of them in
his public utterances recently.

'The bill, in its present form, retains the principle of the undis-
tributed profits tax, a tax which businessmen have learned to despise,
They regard it as a tax, not upon income, but upon working capital.
They know it as a tax which penalizes corporations who try to
strengthen their financial condition. They see it as a tax, based not
upon ability to pay, but upon inability to pay.

This bill proposes, in the case of certain corporations, to force
income distributions by taxing undistributed income at a rate 25
percent higher than distributed income. True, the tax would apply
to but 10 percent of our corporations, but these happen to transact
about 90 percent of the country's business and to employ about 90
percent of the country's workers. The tax is a milder form of our
P resent undistributed profits tax. If enacted it would remain to
inaunt business, not only for what it is, but also for what it m:ay

eventually grow into if permitted to remain as a permanent part of
our tax structure. This, then, is the first "must -- and I use this
word most respectfully. Nothing but unconditional repeal of this
tax will have the desired effect on business confidence.

Your chairman has referred to the need for a broadening of our
tax base, if government is to continue its spending at anything like
the present rate. That observation is particularly encouraging to the
New York Board of Trade which for many years has been contend-
ing for this very principle. It seems clear enough to us that taxes
have multiplied and become more and more severe due to the extreme
pressure of Government spending. Also, that the problem of Gov-
ernment spending is directly tied in with the matter of tax con-
sciousness on the part of our people. e

The only practical way to bring about increased tax consciousness
is to increase the number of direct taxpayers and to decrease the
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amount of concealed indirect taxes. These are unknowingly paid
by the great mass of our people in the lirice of everything they buy.
were personal income tax exemptions cut ill half, the number of tax.
able returns from individuals earning under $5,000 a year would
increase fivefold-from about. two million to about 10 million. We
consider a broadening of the tx base as another important "must"l in
any constructive rearrangement of our permanent taxing laws.

Vet, very frankly, our hopes for success in this regard are not
very high. Only the other day, when this witness urged that point
0f view upon tie Ways and Means Comnittee, ho was told by one
df its distinguished m6mbors:
aWe have a very practical situation facing us here. Of course, It (oes not

Influence me so much, because I am a inembor of the minority party. lint the
majority party, and the administration In power, realize that this Is an elec-
tion year., Yon know they are not going to broaden any tax base in an elec.
tion year --It Just cannot be done. The boyi are not going home and tell
thIr folks that they are going to reduce exemptions and make them pay more
taxeq. That Is not going to be done.

I hope, gentlemen, that with your able leadership, it is going to
be done.

But, by far the most important single item in this bill is its pro-
vision for the treatment of capital gains and losses. The bill would
continue to say to the taxpayer, "Heads, I win-tails, you lose." In
addition to taxing capital gains at high rates, it would continue to
deny him the right, to unquralifledly deduct capital losses fro,' other
taxable income. Nay, it would go further-it would undertake to
"quarantine" short-term gains and losses so as to extend the prin-
ciple of taxing the gains but disallowing the losses.

Those who seek to justify the taxing of capital gains, argue that
such gains represent ability to pay. If that 1) true, then it must,
by the same token, also be true that capital losses represent a dimi-
nution of ability to pay. Under no method of fair reasoning can
one justify the taxing of all capital gains without at the same time
also permitting the deduction of all capital losses.

Tile problem involves more than the mere readjustment of tax
rates. Until you remove the manifest unfairness of the entire ar-
rangement, the root of the evil will remain. It is, in fact, difficult
to understand why this obvious injustice to the taxpa1e' Was per-
mitted, by the subcommittee of the House Ways and 'Mauns Coi-
mittee, to remain in the law, in the light of the following statement
in its report:

There Is a widespread feeling among taxpayers that It Is Inequitable and
arbitrtiry to Include capital net gains in the tax base for progressive Income
taxation while at the samie time refusing to take account of capital net losses.
This feeling Is aggravated by the fact that capital gains and losses, like other
Income, are computed u)on an annual basis, as a result of which an Individual
may be required to pay a heavy tax on a large capital-net gain In a given
year, despite the fact that lie has In the preceding year sustained a heavy
capital net loss from which lie has derived no tax benefit. The existence of
this feeling among the hody of taxpayers, whether or not entirely justified, Is
prejudicial to the maintenance of proper relations and necessary cooperation
between the Government and Its citizens In the administration of the revenue
laws.

That, gentlemen, is certainly a clear enough condemnation of this
obnoxious and unfair practico; Yet, here it is proposed for re-
em actmnent.
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It is by this time well known that our present tax treatment of
capital gains. and losses has played havoc with industry. I will not,
therefore, take tile time to repeat the many counts of indictment.
I want only to remind you that capital gains tlow chiefly from the
risking of so-called enterprises money, and that now more than ever,
that kind of money needs to be put to work to develop now products
and new businesses, so as to give employment to our inomployed.

Business flourishes only when enterprise capital is disposed to take
risks. Men must be willing to risk their money to make money. Our
economic managers have learned, if they haove learned anything at
all, that chance taking can be encouraged, but it cammt 6e forced.
Enterprise capital will be risked only if a reasonable iet. proflt is
the prospect ive re'warld. Why sloulild a mmnm iii til higher ),rackets
take that risk today, if his gains are heavily taxed while his losses
may not be deductible at all? Frequently this method of laxation
results ill a 100-percent tax on all his net gains over a period of years.

From the business angle, therefore, I consider it, the most important.
"must" of all that capital beins !t' taxed lt a rate sufliciently low to
encourage the taking of risks, ai that capital losses be deductible in
full from other taxable income. Ior many years, a 12.5-percent tax
rate under such an arrangement worked out satisfactorily. I respect.
fully recommend its reinstatement.

The CIRAIMAN. All right, Mr. Seidman; thank you, sir.
Dr. Charles E. Diehi, of Memphis, Tenn.

STATEMENT OF DR, CHARLES E. DIEHL, MEMPHIS, TENN., REP-
RESENTING THE ASSOCIATION OF AMERICAN COLLEGES

The CHAIR3MAN. I). Diehl represents the Association of American
Colleges.

You have a brief on your' subject, have you not?
I)r. DimL. Mr. Chairman, I have this brief statement which will

facilitate matters by reading it.
My name is Charles E. Diehl. I am president of Southwestern at

Memphis, 'renn., and ain appearing before you as a relresentative of
the Association of American Colleges and as chairman of a special
committee of tile association appointed to bring to your attention a
situation which faces private philanthropy.

The association includes 528 American colleges. Our membership,
a full list of which will be filed with you if desired, includes colleges
and universities, large and small, male and female of both races rep-
resenting the State institutions, as well as church-related colleges of
all denominations. They are found in every State of the U 1nion.

Today circumstances are prevalent which seem to handicap the
flow of privately directed philanthropies toward colleges, univer-
sities, orphanages, and hospitals; institutions dedicated to the service
of the State which are largely dependent upon endowments fOr their
incomes.$
Tie CmITuRUAN. I think it would be well if you would give us a

list of those for the record.
Dr. DItL. All right.
(The list referred to is as follows:)
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(Reprinted from the Bulletin of the Association of American Colleges, Volume XXIII,
Number 1, March 1937)

MEMBERS OF TH10 ASSOCIATION OF AMERICAN COLLEGES

OFFICERS AND MEMBERS OF TIIK EXECUTIVE COnMIMwT FOR YEAR ENDING JANUARY
1938

Office of the Exccutlvo Secretary, 19 West 44th Street, New York, N. Y.

President, James I, McConaughy, President of Wesleyan University.
Vice-Preatdent, John L. Season, President of Albion College.
Treasurer, LeRoy E. Kimball, Comptroller of Now York University.
Executive Secretary, Robert L. Kelly.

Guy E. Snavely, June and thereafter.
Remsen D. Bird, President of Occidental College.
Mildred I. McAfee, President of Wellesley College.
Edward V. Stanford, President of Villanova College.
Raymond Walters, President of the University of Cincinnati.

By order of the Association, in the case of universities the unit of member-
ship Is the university college of liberal arts. Unless otherwise Indicated the
name of the president or the chancellor is given in the column headed Executive
Officer.

ALABAMA
Institution E'xecutive Ofticer

Alabama College, Montevallo ----------------------------------- A. F. Harman
Alabama Polytechnic Institute, Auburn ------------------------- L. N. Duncan
Birmingham-Southern College, Birmingham ------------------ Guy E. Snavely
Howard College, Birmingham ------------------------------------ T. V. Neal
Huntingdon College, Montgomery ------------------------------ W. D. Agnew
Judson College, Marion ----------------------------------- L. 0. Cleverdon
Spring IHill College, Spring 11111 ------------------------------- John J. Druhan
Talladega College, Talladega -------------------------------- B. 0. Oallagher
Tuskegee Normal and Industrial Institute, Tuskegee Institute

Frederick D. Patterson
University of Alabama, University --------------------------- ie lRhrd C. Foster

ARIZONA

University of Arizona, Tucson -------------------------------- Alfred Atkinson

ARKANSAS
Arkansas State College, Jonesboro ------------------------------- V. C. Kays
College of the Ozarks, Clarksville -------------------------- Wiley Lin Ilurlo
Hendrix College, Conway ------------------------------------- J. H1. Reynolds
Ouachita College, Arkadelphia --------------------------- Jas. R. Grant

CALIFORNIA

Claremont Colleges, Claremont ---------------------------- Russell M. Story
Pomona College, Claremont ------------------------- Charles K. Edlmunds
Scripps College, Claremont -------------------------------- E . J. Jaqua

College of the Holy Names, Oakland --------------- Sister Mary Austin, Dcan
College of the Pacific, Stockton ------------------------------ Tully C. Knoles
Dominican College, San Rafael ------------------------- Mother M. Raymond
Immaculate Heart College, Hollywood ---------------- Sister Mary Iedempta
La Verne College, La Verne ------------------------------ Ellis It. Studebaker
Loyola University, Los Angeles -------------------- Rev. Charles McQuillan
Mills College, Mills College ----------------------------- Aurolla II. Relinhardt
Mount St. Mary's College, Los Angeles ------------------ Mother Dolorosa
Occidental College, Los Angeles ------------------------- Renlisen duBois Bird
St. Mary's College, Oakland ---------------------------------- Brother Albert
San Francisco College for Women, San Francisco ---------- Mother M. Guerin
Stanford University, Stanford University..-- --------- Ray Lyman Wilbur
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InsUtutlon Executive Officer

University of Redlands, Rcdlands ------------------ Herbert U, Marsh, Acting
University of San Francisco, San Francisco ------------------ W. I. Lonergan
University of Southern California, Los Angeles ----------- R. B, von KleinSrmid
Whittier College, Whittler -------------------------- W. 0. Mendenhall

COLORADO

Colorado College, Colorado Springs ------------------ T--- Thurston J. Davies
University of Denver, Denver ------------------------------ David S. Duncan

CONNEFICUT

Albertus Magnus College, New Haven -------------------- Sister M. Anaeletus
Connecticut College for Women, New London ------------- Katharine munt
Trinity College, Hartford ---------------------------------- Remsen B. Ogllby
Wesleyan University, Middletown ---------------------- James L. McConaughy
Conn, St. College ---------------------------------------- Albert At. Jorgensen
St. Joseph College ------------------------------- Rev. Mother Marla Francis
Yale --------------------------------------------------------- Chas. Seymour

DELAWARE

University of Delaware, Newark ---------------------------- Walter Hullilien

nrsrTIUr OF COLUMIA

The American University, Washington ------------------- Joseph M. M. Gray
The Catholic University of America, Washington .--------- Joseph M. Corrigan
George Washington University, Washington --------------------- C. 11. Marvin
Georgetown . University, Washington ----------------------- Arthur A. O'IAary
Howard University, Washington ------------------------ Mordecai W. Johnson

FLORIDA

Florida Agricultural and Mechanical College, Tallahassee --------- , . E. Lee
Florida.Southern College, Lakeland -----------.--------------- Ludd M. Spivey
Florida State College for Women, Tallahassee -------------- Edward Conradi
John B. Stetson University, Deland ------------------------------- W. S. Allen
Rollins College, Winter Park --------------------------------- Hamilton Ht0lt
University of Florida, Gainesvllo .... --------- J-- John J. Tlgert

GEOROIA

Agnes Scott College, Decatur ------------------------- James R. MeCain
Berry College, Mount Berry ------------------------------- 0. Leland Green
Bessie Tift College, Forsyth --------------------------------- Aquila Chamlee
Brenau College, Gainesville ------------------------------------ 1. J. Pearce
Clark University, Atlanta --------------------------------------- M. S. Davage
Emory University, Emory University --------------------- Harvey W. Cox
Georgia State College for Women, Milledgeville ---------------- Guy i. Wells
Georgia State Women's College, Valdosta --------------------- Frank R. Reado
Mercer University, Man',n ---------------------------------- Spright Dowell
Morehouso College, Atlanta -------------------------------- Samuel 11. Areifr
Morris Brown College, Atlanta ------------------------- Win. A. Fountain, Jr.
Paine College, Augusta ------------------------------------------ E. C. Peters
Piedmont College, Demorest ---------------------------- George C. Bellingrath
Shorter College, Rome ------------- Pa------------------ l M. Cousins
Spelman College, Atlanta ---------------------------------- Florence M. Read
University of Georgia, Athens --------------------------- Harmon W. Caidwell
Wesleyan College, Macon ----------------------------------- Dice R. Anderson

IDAHTO

College of Idaho, Caldwell -------------------------------- Raymond II. Leach
Northwest Nogarene College, Nampa ---------------------- Russell V. DeLong

ILLINOI8

Augustana College, Rock Island ------------------------- Conrad Bergendoft
Aurora College, Aurora -------------------------- Theodore Pierson Stephens
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Institution Executive Officer
Bradley Polytechnic Institute, Peoria .........- F. RI Hamilton
Carthage College, Carthage ................-.. Rudolph 0. Schuls, Jr.
DePaul University, Chicago i....ag .- Michael J. O'Connell
lhurst College, Elmhurst ............ Thnothy Lehmann

Eureka College, Eureka ------------------------------------ Raymond Miacin
George Williams College, Chiago ......... HIIarold C. Coffman
Greenville College, Greenville ---------------------------------- Henry J. Long
Illinois College, Jacksonville --------------------------- Dr. H1. Gary Hudson
Illinois Wesleyan University, Bloomington -------------------- Wiley 0. Brooks
James Millikin University, Decatur ------------------------- Joh C. Hessler
Knox College, Galesburg ------------------------------------ Carter Davidson
Lake Forest College, Lake Forest ------------------------- Herbert M. Moore
Loyola University, Chicago ------------------------------- Samuel K. Wilson
McKendree College, Lebanon ---------------------------- Clark It. Yost
MacMurray College, Jacksonville -------------------- Clarence 1P. MeClelland
Monmouth College, Monmouth ----------------------------------- J. H. Grier
North Central College, Naperville ---------------------------------. . K Rail
Northwestern University, Evanston ------------------------- Walter Dill Scott
Rloekford College, Rockford ------------------------------- Mary Ashby Cheek
Rosary College, River Forest ------------------ Sister Mary Thomas Aquinas
St. Xavier College for Women, Chicago --------- Sister Mary Genevieve Crane
Shurtleff College, Alton ---- : ----------------------------- Paul L. Thompson
University of Chicago, Chicago ---------------- A. J. Brumbaugh, Acting Dean
University of Illinois, Urbana --------------------------- M. T. McClure, Dean
Wheaton College, Wheaton --------------------------- James 0. Buswell, Jr.

INDIANA

Butler University, Indianapolis --------------------------- James W. Putnam
Dellnuw University, Greeneastle --------------------------- Clyde E. Wildmnan
Eariham College, Riclhmond ------------------------------ William C. Dennis
Evansville College, Evansville ------------------------------ F. Marion Smith
Franklin College, Franklin ----------------------------------. Vm. 0. Spencer
Goshen College, Goshen ------ ---------------------------------- S. C. Yoder
Hanover College, Hanover ------------------------------ Albert G. Parker, Jr.
Indiana Central College, Indianapolis ----------------------------- I. J. Good
Indiana University, Bloomington ------------------ Hernmn B. Wells, Acting
Manchester College, North Manchester ------------------------- Otho Winger
Rose Polytechnic Institute, Terre Haute ---------------- Donald B. Prentice
St. Mary's College, Notre Dame ------------------------- Sister M. Madeleva
St. Mary-of-the.Woods College, St. Mary-of-the-Woods .... Mother Mary Raphael
University of Notre Dame, Notre Dame --------------------- John Vi. O'Hara

IOWA

Luther College, Decorah. ................................
Central College, Pella -------------------------------------.. Irwin J. Lubbers
Clarke College, Dubuque ----------------------- Sister Mary Antonia Durkin
Coo College, Cedar Rapids ------------------------------------ Harry M. Gage
Columbia College, Duhuque ----------------------------------- Thomas Conry
Cornell College, Mt. Vernon -------------------------- Herbert J. Burgstahler
Drake University, Des Molnes ------------------------- Daniel W. Morehouse
Grinnell College, Grinnell ------------------------------------ John S. Nollen
Iowa Wesleyan College, Mt. Pleasant ------------------------ Harry D. Henry
Morningside College, Sioux City ---------------------------- Earl A. Rondman
Parsons College, Fairfield -------------------------------- Clarence W. Green
Simpson College, Indlanola ---------------------------------- Earl E. Harper
St. Ambrose College, Davenport --------------------------------- Martin Cone
Stale University of Iowa, Iowa City ---------------------- Eugene A. Gilmoro
University of Ditbuque, Dubuque ------------------------- Dale D. Welch
William Penn College, Oskuloosa . . . . . ..--------------------- Henry E. McGrew

XANSAS

Baker University, Baldwin City ------------------------------- Nelson P. Horn
Bethel College, Bethel College ------------------------------- Ed 0. Kaufman
College of Emporia, Emporia ----------------------------John B. Kelly
Friends University, Wichita ------------------------------ David M. Edwards
Kansas Wesleyan University, Salina ----------------------- L. B. Bowers
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MlcPherson College, Mel person -------------------------- ------ V. F. Schwalm
Mount St. Scholastica College, Atchison ------------------ Mother Lucy Dooley'
Ottawa University, Ottawa --------------------------------- Andrew B. Martin
Saint Mary College, Leavenworth ------------------------------ A. Mi. Murphy
Southwestern College, Winfleld --------------------------- Frank H. Mlossinan
Sterling College, Sterling -------------------------------- 11. A. Kelsey
University of Wichita, Wichita -------------------------- W. At. Jardine
Washburn College, Topeka ----------------------------- Philip C. King

KENTUCKY
Asbury College, Wilmore ---------------------------- 11. C. Morrison, AotiPO
Berea College, Berea ---------------------------------------- W. J. hutehins
Centre College, Danville ---------------------------- James II. Hewlett, Acting
Georgetown College, Georgetown ------------------------- Henry N. Sherwood
Kentucky State Industrial College, Frankfort ---------------- 1-- It. B. Atwoow
Nazareth College, LA)uisville ------------------ Mother Mary Catherine Malone
Union College, Barbourville -------------------------------- John Owen Gross
University of Kentucky, Lexington -------------------------- Frank L. MeVey
University of Louisville, Louisville ------------------------------- R. A. Ken

LOUBI.INA

Centenary College of Louisiana, Shreveport ---------------------- Pierce Cline
11. Sophie Newcomb College, New Orleans -------------... . Pierce Butler, Dean
Louisiana Polytechnic Institute, Rushton ------------------ 1. S. Richardson
Loulsiana State University, Baton Rouge ------------------- James M. Smith
Loyola University, New Orleans --------------------------- Harold A. Gaudin
Southwestern Louisiana Institute, Lafayette -------------------- L. 1. 1.Frazar
Xavier University, New Orleans ---------------------------- Mother Al. Agatha
Dillard University ------------------------------------------ Win. S. Nelson

MAINE
Bates College, Lewlston ------------------------------------- Clifton D. Gray
Bowdoin College, Brunswick ------------------------------ Kenneth C. Mt. Sills
Colby College, Waterville ------------------------------- Franklin W. Johnson
University of Maine, Orono -------------------------- Arthur A. Hauck

MARYLAND

College of Notre Dame of Maryland, Baltimore -------- Sister Mtary Frances
Goucher College, Baltimore ----------------------------- David A. Robertson
Hood College, Frederick ------------------------------------- Henry 1. Stahr
Johns Hopkins University, Baltimore ------------------------ Isaiah Bowman
Loyola College, Baltimore ------------------------------- Joseph A. Canning
Morgan College, Baltimore --------------------------- Dwight 0. W. Holmes
lount St. Mary's College, Emnitsbur ff ----------------------- J. I,. Sheridan
St. John's College, Annapolis ------------------------------- Stringfellow Barr
St. Joseph's College, Emmitsburg ------------------------ Sister Paula Dunn
Washington College, Chestertown -------------------------- Gilbert W. Mead
Western Maryland College, Westminster --------------- Fred 0. Holloway
University of Maryland ----------------------------------------- II. C. Byrd

MASSAdU USETTS
Amherst College, Amherst ------------------------------------- Stanley King
Boston College, Chestnut 11111 ---------------------------- Louis J. Gallagher
Boston University, Boston ---------------------------------- Daniel L. larsh
Clark University, Worcester ------------------------------ Wallace W. Atwood
Emmanuel College, Boston --------------------------------------- Sister Julie
Harvard University, Cambridge --------------------------- James B. Conant
Holy Cross College, Worcester ----------------------------- Francis . Dolan
American International College (Springfield), Chester ------ Stow MeGown
Massachusetts State College, Amherst -------------------- Hugh P. Baker
Mount Holyoke College, South Hladley -------------------------- i. 0. 11am
Regis College, Weston ------------------------------- Sister Genevieve Marie
Simmons College, Boston --------------------------------- Bancroft Bentley
Smith College, Northampton ..--------------- ---------- William A. Neilson

54885-38-18
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Institution Executive Officer
Springfield College, Springfield ------------------------------- Ernest M. Best

-Tufts College, Tufts College - Prof. Geo. S. Miller, acting
Wellesley College, Wellesley ------------------------ ------ Mildred H. McAfee
Wheaton College, Norton ------------------------------------ J. Edgar Park
Williams College, Williamstown --------------- Dr. James Phinney Baxter, III
Worcester Polytechnic Institute, Worcester ----------------------- Ralph Earle

M ICHIOAN

Adr'an College, Adrian ---------------------------------- Harlan L. Feeman
Albion College, Albion -------------------------------------- John L. Seaton
Alma College, Alma ------------------------------------ larry Means Crooks
Battle Creek College, Battle Creek ----------------------------- Emil Lefller
Hllsadale College, IIllsdale --------------------------------- Willfred Mauck
Hope College, Holland ------------------------------------ Wynand Wiehers
Kalamazoo College, Kaluiazoo ----------------------------- Stewart 0. Cole
Marygrove College, Detroit ------------------------ George lermann Derry
Mihigan State College of Agriculture and Applied Science,

East Lansing --------------------------------------------- Robert S. Shaw
Nazareth College, Nazareth -------------------------- Sister Mary Celestine
Olivet College, Olivet ------------------------------ Joseph H. Brewer
St. Joseph's College and Academy, Adrian ---------------- Mother M. Gerald
University of Detroit, Detroit --------------------------------- A. H. Poetkor
Uiiversity of Michigan, Ann Arbor ------------------ Edward II. Kraus, Dean
Wayne University, Detroit -------------------------------------- Frank Cody

MINNESOTA
Augsburg College, Minneapolis---------------------------
Carleton College, Northfleld ------------------------------------ D. J. Cowling
College of St. Benedict, St. Joseph --------------------- Sister Claire, Dean
College of St. Catherine, St. Paul ---------------- Sister Antonia McHugh

Do ---------------------------------------- Sister Eucharlsta, President
College of St. Scholastica, Duluth ----------------- Mother Ml. Agnes Somers
College of St. Teresa, Winona ------------------------- Sister Mary A. Molloy
College of St. Thomas, St. Paul ----------------------- James H. Moynihan
Concordia College, Moorhead ---------------------------------- J. N. Brown
O(tstavus Adolphus College, St. Peter ---------------------- 0. J. Johnson
Hamllne University, St, Paul ----------------------- Charles N. Pace
Macalester College, St. Paul --------------------------------
St. Olaf College, Northfield ------------------------------------- L. W. Doe
University of Minnesota, Minneapolis ----------------- J. B. Johnston, Dean

st1ssiss1PP1

Blue Mountain College, Blue Mountain ------------------ Lawrence T. Lowrey
Millsaps College, Jackson ------------------------------- David M. Key
Mississippi State College ---------------------------- . D. Humphrey
Belhaven ------------------------------------------ 0. T. Gillespie
Mississippi College, Clinton ------------------------------ D. M. Nelson
Mississippi State College for Women, Columbus -------------- B. L. Parkinson
University of Mississippi, University ---------------------- A. B. Butts

M/IS8OURI

Central College, Fayette ------------------------------- Robert H. Ruff
Culver-Stockton College, Canton ---------------------------- W. H. McDonald
Drury College, Springfield --------------------------------------- T. W. Nadal
Fontbonne College, St. Louis ------------------------ Mother Joseph A16yslus
Lindenwood College, St Charles ---------------------- John L. Roemer
Maryville College, St. Louis -------------------------- Mother Odelde Marton
Missouri Valley College, Marshall ---------------------------- George H. Mack
Park College, Parkville -------------------------------------- W. Ii. Y6ung
St. Louis University, St. Louis -------------------------- Harry B. Crimmins
University of Missouri, Columbia -------------------------- F. M. Tisdel, Dean
Washington University, St. Louis --------------------- George R. Throop
Webster College. Webster Groves ----------------------------- 0 . F. Donovan
Westminster College, Fulton ..--------------------------- Franc L. MeCluer
William Jewell College, Llbert...------------------------ John F. Herget
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Institution Elxecutive Officer
Carroll College, Helena ------------------------------------ Eramet J. Riley

NEBRASKA

Creighton University, Omaha ---------------------------- Joseph P. Zuercher
Duchesne College In Crelghton University, Omaha --- Mother Elearnor Regan
Done College, Crete ---------------------------------------- Bryan S. Stoffer
Hastings College, Hastings ----------------------------- John W. Creighton
Nebraska Wesleyan University, Lincoln ---------------------- E N. Guy Cutshall
York College, York ---------------------------------------- 3. R. Overmiller

NEW HAMPSHIRE
Dartmouth College, Hanover ----------------------------- Ernest M. Hopkins
St. Anselm's College, Manchester ------------------------- Bertrand C. Dolan
University of New Hampshire, Durham ---------------------- Fred Engelhardt

N W JERSEY

Brothers College, Drew University, Madison ---------------- Arlo A. Brown
College of St. Elizabeth, Convent Station ------ Sister Marie Josd Byrne, Dean'
Georgean Court College, Lakewood -------------- Mother M. Cecelia Scully
Princeton University, Princeton -------------------------- Harold W. Dodds
Rutgers University, New Brunswick ------------------------ Robert C. Clothier

The College of Arts and Sciences --------------- Walter T. Marvin, Dean
The New Jersey College for Women ------------- Margaret T. Corwin, Dean

St. Peter's College, Jersey City ---------------------------- Joseph S. Dinneen
Seton Hall College, South Orange -------------------------- James4 F. Kelloy
Upsala College, East Orange -------------------------- F. A. Ericsson, Aoting

ItsW MUEXIO

University of New Mexico, Albuquerque --------------- 3. F. Zimmerman

N1EW YORK
Adelphl College, Garden City ------------------------------------ Paul D. Eddy
Alfred University, Alfred ---------------------------------- J. Nelson Noi'wood
Brooklyn College, Brooklyn -------------------------- William A. Boylan
Canislus College, Buffalo ---------------------------- James P. Sweeney
Colgate University, Hamilton ------------------------------ George B. Cutten
College of the City of New York, New York --------------- F. B. Robinson
College of Mt. St. Vincent, New York ----------- Sister Catherine Marie, Dean
College of New Rochelle, New Rochelle --------------- Cornelius F. Crowley
College of St. Rose, Albany --------------------- Sister M. Rosina, Dean
Columbia University, New York -------------------- Nicholas Murray Butler

Bard College, Annandale-on-Hudson -------- Donald G. Tewksbury, Dean
Barnard College, Now York -.-.----------- Virginia C. Gildersleeve, Dean
Columbia College, New York ---------------- Herbert E. Hawkes, Dean

Cornell University, Ithaca --------------------------- Robert M. Ogden, Dean
D'Youville College, Buffalo ------------ ----------- Mother Saint Edward
Elmira College, Elmira n------------------------------W . S. A. Pott
Fordham University, New York ----------------------------- Robert I. Gannon
Good Counsel College, White Plains ----------------- Mother M. Aloysla
Hamilton College, Clinton --------------------------- Frederick 0. Ferry
Hobart College, Geneva ----------------------------------- Wn. Alfred Eddy
Hloughton College, Houghton ------------------------------ Stephen W. Paine
Keuka College, Keuka Park --------------------------------- J. Hills Miller
Manhattan College, New York -------------------------.. rother Patrick
Manhattanville College of the Sacred Heart, New York

Mother Grace C. Dammann
Maryimount College, Tarrytown-on.Hudson ---------------- Mother M. Gerard
Nazareth College, Rochester ---------------------------- -Mother M. Sylvester
New York University, New York ----------------- Marshall S. Brown, Deat
Niagara University, Niagara Falls ----------------------- JoSeph M. Noonan
Russell Sage College, Troy ------------------------------------- 3 . L. Meader
Sahft Bonaventure College, Saint Bonaventure ------------- Thomas Plassman
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Institution Executive Officer
St. John's University, Brooklyn ----------------------------- Edward J. Walsh
St. Joseph's College for Women, Brooklyn ------------ William T. Dillon, Dean
St. Lawrence University, Canton -------------------------- Laurens II. Seelye
Sarah Lawrence College, Bronxville ----------------------- Constance Warren
Skidmore College, Saratoga Springs -------------------------- Henry T. Moore
Syracuse University, Syracuse- ---- Chancellor (May 2, 1037) W. P. Graham
Union College, Schenectady --------------------------------- Dixon Ryan Fox
United States Military Academy, West Point ------------------ W. D. Connor
University of Buffalo, Buffalo ------------------------------ Samuel P. Capen
University of Rochester, Rochester -------------------- Alan C. Valentine
Vassar College, Ponghkeelmle -------------------------- H enry N. MacCracken
Wagner College, Staten Island ------------------------- Clarence C. Stoughton
Queens College .---------------------------------------------- Paul Kiapper
Hunter College --------------------------------------------- Eugene A. Colligan
Wells College, Aurora-------------------------------------- William E. Weld
Yeshiva College, New York ------------------------------.. - -- Bernard Revfl

NORTh CAROLINA

Bennett College, Greensboro --------------------------------- David D. Jones
Catawba College, Salisbury ----------------------------- H oward It. Omwaka
Davidson College, Davidson ------------------------------- Walter L. Linglo
Duke University, Dirahm --------------------------------------- W. P. Few
Elon College, Elon College ------------------------------------- L. N. Smith
Florn Macdonald College, Red Springs ......-------- Henry 0. Bedlnger
Guilford College, Guilford College -------------------------- Clyde A. Milner
Johnson C. Smith University, Charlotte ---------------------- II. L. MeCroroy
Lenoir Rhyne College, Hickory --------------------------------- P. E. Monroe
Meredith College, Raleigh ---------------------------------- Charles E. Brewer
North Carolina College for Negroes, Durham -------------- James N. Shepard
Salem College, Winston-Salem ----------------------------. 1 . Rondthaler
Shaw University, Raleigh ---------------------------------- Robert P. Daniel
University of North Carolina, Chapel 11111 ------------------- Frank P, Graham

NORTH DAKOTA
Jamestown College, Jamestown -------------------------------- B. 11, Kroeze

01110
Antioch College, Yellow Springs -------------------------- A. D. Htenderson
Ashland College, Ashland ---------------------- ----------- Clns. L. Anspaeh
Baldwln-Wallace College, Berea -----------------------..--.. Louis C. -Wright
Bluffton College, Bluffton ---------------------------------- A. S. Rosenberger
Capital University, Columbus ----------------------------- Otto Mees
College of Mount St. Joseph, Mount St. Joseph ---- Sister Maria Corona, Dcan
College of Wooster, Wooster --------------------------------- C. F. Wlshart
Defiance College, Defiance ----------------------------- Frederick W, Raymond
Denison University, Granville ----------------------------------- A. A. Shaw
Findlay College, Findlay ------------------------------- Homer R. Dunathan
Heidelberg College, Tiffin ----------------------------- Clarence J. Josephson
H1iram College, Hiram -------- --------------------- Kenneth I. Brown
John Carroll University, Cleveland ------------------------- --- W. M. Magee
Lake Brie College, Painesvllle ---------------------------.... Vivian 1B. Small
Marietta College, Marietta ------ ----------------------- II. K. Eversull
Mary Manse College, Toledo ------------------ Sister M. Catherine Raynor
Mount Union College. Alliance ----------------------- Melvin W. Hyde, Acting
Muskingumn College, Now Concord ------------------- Robert N. Montgomery
Notre Dame College, South Euclid ----------------- Mother Mary Evarlstit
Oberlin College, Oberlin ---------------------------------- Ernest H. Wilkins
Ohio Northern University, Ada ---------------------------- Robert Williams
Ohio Wesleyan University, Delaware --------------------- Edmund D. Soper
Otterbein College, Westerville ---------------------------- W. 0. Clippinger
St. Mary's of the Springs College, Columbus -------------- Sister Mary Aloyse
Kenyon College, Gordon ---------------------------------------- K . Chalmers
University of Akron, Akron ---------------------------------- H. N. Slimmoniv
University of Cincinnati, Cincinnati ------------------------ Raymond Walters
University of Toledo, Toledo --------------------------- Philip C. Nah
Ursuline College, Cleveland -------------------------------- Mother M. Veronien
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Western College, Oxford------------------------------ -Raliph K. RIclkoc
Western Reserve University, Cleveland----------------- ---- W. 0. LetiL ncr
Wilberforco Uutiiersity, Wilberforco -------------- ----- )D. Opnozde Walker
Wiimingtniu College, Wilmington ------------------------ Walter L. Collins
Wittenberg College, Springfield-------------- ------------ Boes H. Tulloss
Xavier University,. Cincinnati------------------- ------- Dennis F, B'urp~

OKLAHOMA
Iietbany-Pidel College, Bethany-------- ------------------ A. K. Brackeni
Oklahoma. Agricultural and Mlechianical College, Stillwater --- 1. 0. Bounnett
Oklahoma B~aptist University, Shawnee--------------------- John IV. Raley
Oklahoma City University, Oklahoma City --------------- A. 0. Wiilllan~
I'hlillips University, Bald ------------------------ (resigned) 1. N. McComih
University of Tulsa, Tulsa-------------- *-------------------- C. I. Pontilus
,Oklahoma College for Women--------------------------- . A. IN1s4

OJIEGON
Albany College, Albany -------------------------------- 1hom1as WV. ]Bibb~
Linflelil College, MeMintivillo --------------------------- Elam J. Anderson
Pacific University, Forest Grove--------------------- ------ John F, Dob)bs
Reed College, Portland -------------------------------- Dexter M. INeezer
Willanmette University. Sabena---------------------------- Bruce It Baxter

PFNNBYI.V.%NJA
A IbrighitColoege, Reading--------------------------------3. Warren Klein
Allegheny College, Meadville --------------------------- AWillbnxn P. Tolloy
Baicknell University, Lewisburg----------------------- A. C. Marts, Actitig
College Misericordia, Dallas--------- ---- ------ Sister Mary Loretta McGill
D~ickinson College, Carlisle ---------------------- ----- Vred P. Cora~oa
Drexel Instituto'of Technology, Philadelphia --------------- Parko R . HAOl
Duquesne University, Pittsburghi------------- --------- 58, J. Bryoni, Act hap
Elizabethtown College, Elizabethtown--------------------- It. W. ge'iilosser
Franklin and Marshall College, Iacastqr - --------------- John A. Schateffer
Geneva College, Beaver Falls--------------------------- McLeod M. Pearce
Glettysburg College, Gettysburg----------------------- Henry .W. A. HIltson
Grove City College, Grove City ------------------Weir C. Kotler
11avertord College, Haverford ------------------- ;--------- W. IV. Comfort
Tnnaculata College, Inamaculata--------------- ---------- Francis 3. Alle
Ji'uiitti Colee, Hluntingdon----------------------------- Charles C, 'El";A
Lafayette College, Easton -------------------------- William Mather lkwit
Lebanon Valley College, Anville-------------------------- Clyde A. Lynch
Lehigh University, Bethlehem ------------------------. Ciment C. Williams
incoln Univerity, Lincoln University ------------------- Walter L. Irglit
Beaver College ------------------------------------- Walter B. Greenwa)'
Cedar Crest College for W~omen-----------------------------Will. P, Curtis
Morywvood College, Scranton --------------------------- Mother M. Jostilia
Mereyhlurat College, Brie---------------------- Sister B. Borgia Egan. Jbcav
Moravian College, Bethlehaem -------------------------- Williamn N. Schwuarzo
Moratviani College for W~omen, Bethlehem ------------ ------- Edwin 3. Heath
Mount Metcy College, Pittsburghi----------------------- Mother M. Irenfleus
Mount St. Joseph College, Chestnut Hill1-----------Sister Manial Kosika, Dealt
Mublenberg College, Allentown ---------------- A------------- Levering 1Tysoi
Peninsylvania College for Women, Pittsburgh ------------- Herbert T,: Spencer
Penn11sylvanian state College, state College---------------------_It. I). hletrel
Ilosemlonlt College, Rtosemlont------------------------ Mother Matry Ignatis
St. Francis College, Loretto ---------------- ---------- John 1-1. . Sulilin
St. Joseph's4 College, Philadelphia ----------- ----------- rhomnas J1. Higgins
St. Thomas4 College, Scranton --------------- 1----------- Brother 1). Rdward
St. Vincent College, Latrobe--------------------------------- Alfred *och
Se-ton 11111 College, GIreensburg------------------------ Jnjnes A. W. RteeveR
Susquehanna University, Selinsgrove---------------------- 0. Mtorris4 Smith
Swarthnmore College, Swarthmore ------------------------ Feank Aydelotte
Tp~ialle University, Phliadelphia ------------ 7-- --------- 1Cmrloes N. Pliuty
Thiel College, Orect ville --- -------------- ------------ ar S. hudisIll
UniversitV of Pennsylvania, Philadelphia --------- ~ .~hnn S.ateg
Uni4'ertsity 6t Pittsburgh. Pittsburgh -------- I------------JJohn 0. Bnwmnah
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Institution Bxecutve Oicer
Ursinus College, Collegeville ------------------------ ------ Norman E. McClure
Villa Maria College, Erie ---------------------------------- Joph J. Wehrle
Villanova College, Villanova ---------------------------. Edward V. Stanford
Washington and Jefferson College, Washington ------------ Ralph C. Hutchslon
Wayneshurg College, Waynesburg ---------------------------- Paul R. Stewart
Westminster College, NewWilmington ------------------- Robert F. Galbreatb
Wilson College, Chambersburg -------------------------- Paul S. Havens

RHODE ISLAND
Brown University, Providence ----------------------------- Henry M. Wriston
Pembroke College in Brown University, Providence- ....- Marga ret S. Morris, Dean
Providence College, Providence -------------------------------- John J. Dillon

SOUTH CAROLINA
Coker College, Hartsville ----------------------------------- Charles S. Green
College of Charleston, Charleston ------------------------- H arrison Randolph
Columbia College, Columbia ------------------------------- J. Caldwell Guilds
Converse College, Spartanburg ------------------------- Edward At. Owathmey
Erskine College, Due West ------------------------------------ Robert C. Grier
Furman University, Greenville ----------------------------- lennette E. Geer
Lander College, Greenwood ---------------------------------- John W. Speaks
Limestone College, Goffney ---------------------------------- R. C. Cranberry
Newberry College, Newberry -------------------------------- James C. Kinard
Presbyterian College, Clinton ------------------------------ William P1. Jacobs
Winthrop College, Rock 1ill ------1-------------------------- Shelton J. Phelps
Wofford College, Spartanburg ------------------------------- H enry N. Snyder

SOUTH DAKOTA
Augustana College, Sioux Falls ------------------------- Clemens At. Oranskou
Huron College, Huron -------------------------------------- Frank L. Eversull
Yankton College, Yankton ----------------------------------- George W. Nash

TENNESSEE
Lane College ------------------------------------------- J. F. Lane
Cumberland University, Lebanon -------------------------- Ernest L. Stockton
Fisk University, Nashville ---------------------------------- Thomas 10. Jones
King College, Bristol -------------------------------------- Thos. P. Johnston
Knoxville College, Knoxville -------------------------------- Samuel At. Laing
Lincoln Memorial University, Harrogate --------------------- S. W. MeClelland
blaryville College, Maryville --------------------------- Ralph W. Lloyd
Milligan College, Milligan ----------------------------------- i. J. Derthick
Southwestern, Memphis -------------------------------------- Charles E0. Dlehl
Tnnessee College for Women, Murfreesboro ------------- E- Fdlward L. Atwood
Tusculum College, Greenville ---------------------------- Charles A. Anderson
Union University, Jackson --------------------------------------- John J. Hurt
University of Chattanooga, Chattanooga ------------------- Alexander Guerry
University of the South, Sewanee ------------------------------- B. F. Finney
Vanderbilt University, Nashville ------------------------------------- 0 . C. C.

TEXAS
Abilene Christian College, Abilene ------------------------------ ames F. Cox
Baylor University, Waco ----------------------------------------- At M. Neff
BIhhop College, Marshall ----------------------------------- Joseph J. Rhoads
Hardin-Simmons University, Abilene --------------------- Jefferson D. Sandefer
Howard Payne College, Brownwood ------------------------ Thomas I. Taylor
Incarnate Word College, San Antonio ------------------- Sister At. Columkille
Mary Hardin-Baylor College, Belton ---------------------- Gordon 0. Singleton
MeMurry College, Abilene ------------------------------ Thomas IV. Brabham
Our Lady of the Lake College, San Antonio ------------- H- 11. A. Constantineau
Rice Institute, Houston ---------------------------------------. 0. Lovett
St. Edward's University, Austin ---------------------------- Patrick Haggerty
St, Mary's University of San Antonio, San Antonio ------------- Alfred H. Rabe
Southern Methodist University, Dallas ------------------ Charles C. Selecnan
Southwestern University, Georgetown ---------------------- J. W. Bergin
Texas Christian University, Fort Worth ----------------------. X. M. Walta
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Institution Executive Officer

Texas College, Tyler --------------------------------------------- D. I. Glas
Texas State College for Women, Denton ----------------------- L. 11. Hubbard
Texas Technological College, Lubbock ------------------------ Bradford Knapp
Texas Wesleyan College, Fort Worth ----------------------------- Law Hone
Trinity University, Waxahachie ------------------------------ Frank L. Wear
Wiley College, Marshall ----------------------------------------- M. W. Dogan
Texas College of Arts and Industries ---------------------------- J. 0. Loftin

UTAH
Brigham Young University, Provo ------------------------------- F. S. Harris
University of Utah, Salt Lake City -------------------------- George Thomas

VERMONT
Benning College --------------------------------------- --- Robert D. Lelgh
Middlebury College, Middlehury ----------------------------- P aul D. Moody
Norwich University, Northfleld --------------------------- Porter 1f. Adams
University of Vermont, Burlington ---------------------------- Guy W. Bailey

VIROINIA
Bridgewater College, Bridgewater ------------------------ Paul II. Bowman
College of William and Mary, Williamsburg ------------------ John S. Bryan
Emory and Henry College, Emory ------------------- ---- J. N. lillman
Ilampden.Sydney College, Hiampden-Sydney ------------------ J. D. Eggleston
Hlampton Institute, Hampton ---------------------..------ Arthur Howe
Hollins College, Hlollins ---------------------------------- Bessie C. Randolph
Lynchburg College, Lynchburg ---------------------------. It. 1. Montgomery
Mary Baldwin College, Staunton --------------------- L. Wilson Jarman
Randolph-Macon College, Ashland ----------------------- It. N. Blackwell
Rakldolph-Macon Woman's College, Lynchburg ----------- Theodore II. Jack
Roanoke College, Salem ------------------ ---. -- Charlen J. Smith
Sweet Briar College, Sweet Briar -------------------------------- Meta Glass
University of Richmond, Richmond -------------------- F. W. Boatwrlght
University of Virginia, Charlottesville -------------------- John 7,. Neweomb
Virginia Military Institute, Lexington ------------- Gen. Charles F.'. Kilbourne
Virginia Polytechnic Institute, Blacksburg ----------------- Julian A. Burruss
Virginia State College for Negroes, Ettriek ------------------ John M. Gandy
Virginia Union University, Richmond ------------------- William J. Clark
Washington and Lee University, Lexington -------------- Francis P. Gaines

WASHINOTON
College of Puget Sound, Taconia ----------------------- Edward H. Todd
Gonzaga University, Spokano ---------------------------------- John J. Keep
Whitman College, Walla Walla ------------------------ W. A. Bratton, Aeting
Whitworth College ----------------------- Ward W. Sullivan
Seattle Pacifle College, Seattle ----------------------------- C. Ioyt Watson

WEST VIRGINIA
Bethany College, Bethany .................. V................. . H. Cramblet
Davis and Elkins College, Elkins ----------------------------- Chas. D. Albert
Marshall College, huntington -------------------------------- James E. Allen
Salem College, Salem -------------.----------------------------- S. 0. Bond
West Virginia State College, Institute ------------------------- John W. Davis
West Virginia University, Morgantown -------------------------- C. S. voucher
West Virginia Wesleyan College, Duckhannon ---------------- Roy McCuskey

WISCONSIN
Beloit College, Beloit ------------ ..... i ------------------------ Irving laurer
Carroll College, Waukesha ---------------------........ Wim. Arthur Ganfleld
Lawrence College, Appleton ------------------------------- Thomas N. Barrows
Milton College, Milton --------------------------------------- Jay W. Crofoot
Milwaukee-Downer College, Milwaukee --------------------- Lucia It. Briggs
Mount Mary College, Milwaukee ------------------------ Edward A. Fitzpatrick
Northland College, Ashland ---------------------------------- J. D. Brownell
Rtipon College, Ripon -------------------------------------------- Silas Evans



CANADA
IttitutUon Executive Oficer

University of Western Ontario, London, Ontarlo ---------- W. Sherwood. Fox
Victoria University, Toronto, Ontario ---------------- 10. W. Wallace
Mount Allison University, Sackville, N. B -------------------- Geo. J. Trueman

110o1oHARY 11911RUs

American Association for the Advancement of Science.
American Association of University Profesors.
American Association of University Women.
American Council of Learned Societies.
American Couneil on Education.
Carnegie Corporation.
Carnegle Foundation for the Advancement of Teaching.
C('omill of Church Boards of Education mnd Its conatituent Boards.
General Education lord.
Institute (if International Education.
John F. winter Fund.
Social Science 1esearch Council.
United States Oflice of Education.

Dr. Dimm. Such institutions, though they render public service
and as such rolievo the State of many millions of dollars which would
otherwise have to be provided b additional taxation, are not eligible
to recoivo Stato or Fe(leral subsidies. None of them can operate
without income from outside sources. Such incomes, as in the past,
have coi from contributions and endowments and have greatly
decreased within recent years.

This decrease has resulted in past from the failure of existing en-
downienis to produce the accustomed revenues and even more from
a drying, up of the sources of endowment.

According to the United States Office of Education, the new con-
tributions to endowments of privately controlled colleges and uni-
versities have decreased from $70,119,072 to lhss than $33,538,827 in
10 years time. i * I

A continuation of this trend will have (lire consequences upon the
entire field of privately directed and supported philanthropy and
would force the closing of the doors of many privately supported
public educational and charitable institutions such as schools, college.,
universities, orphanages, an(I hospitals.

Tile continued existence of these institutions is vital to the welfare
of the Nation. We cannot afford to lose the stabilizing influence of
such institutions which serve as a complement and corrective to
publicly controlled institutions. Many of the outstanding statesmen,
the leading business and professional leaders of America, are the
products of such colleges and universities. We have undergone many
changes in our social structure within recent years, but it is unlikely
that America is ready to accept a completely socialized state in our
field of education and charity. Nevertheless, tle trend is at present
definitely and dangerously in that direction.

We appreciate the friendly and helpful attitude already mani-
fested by Congress in the solutioff of these and similar problems, but
we who labor in the field of higher education fear that a continuation
of the present trend will force the closing of the doors of many.priv-
ately controlled institutions of public education and charity. Every
time such a privately supported college, orphanage or hospital closes,
the load automatically falls upon time publicly, controlled or State
institutions, and the cost must be paid by additional taxation.
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It would be a saving inl dollars 111( cents, therefore, for Conigress
to recognize this dangerous trenml now inl Ani enieavlor to meet tile
situation before it is too lute, before too large a proportion of the cost
which wvas formerly carriedI by private philIanthropy is dumped uponi
thle Public Treasury.

T~ile Associationi of Americaii Colleges, which otir committee i'Cj)
resents, does niot p~rofess to know all the causes of thle premeit alarml-
it) trend. Thierear iio 11(ult, iany contributig iiiflieiieS.

Weo (10, however receive, from fill sides, reporJts that the econlomlic
unclertinty and1( tile liigi-icomtax brackets have cauisedl ph ilan-
thropists to insist that tiley, have niot suficient niet inicomei left for
1)iflaultlrie'P and they are reluctant to jeopar1dize their estates Ily
Coiitribuitionls romli the corpus thcee oA

It is not, out. provincee to (Ijl1ss M. evaluate th 4 y'$ Ptec'iioni
uncertainty, 1101' (it) wo suggest a redlLctimll of thle Iiighol' iuicoiiie-tax
brackets. We (10 feel, 11owever, that Congress c1111 wisely fl141ld tile
Rk eenue Act, by 111o0pJ ug at hit, 11ore- ofj$eiOJility, so RS to eanf1oulrago

ifts, inl IinlitA' muntiwits, which A"0e usqd Solely,,aiil exclusively for
C maflrity alild edluciioii.

With this tllo4ght inl 1110A" -e iave nmgde ii carefill stul(ly of JThe
Revenue Act of.:130 its ieddad fonmndfor,- youry conid-
erationi two anit 1iei.' h ,CaQ, toldb J e' oitise ,will tend 1to
solve this. pro(4l.l of private phlilotufp T dl i .miiu* f

In eeu to he overnmient iunl ,Iitliolut previtimg iyl0~Il
for tax evasiop.

Our origin~ thlolgh14 1 thlis pAije pre;-ej te-d by fir. Willia11
1 Jacobs to t . WaytiL~ a~d Mfeap4i Co0mnitt"4 t toe house. ilvolvom
the Itilizatiow pf the istimueilof the re$'ocuqblq truow,. Ili view Of
the fact that thi rovocaloartl$~has not lmretpfoi* beent used for ell P-
itable or educational iurii4ws, 1111(1 iS not" held inl high e4 tem. Iby
some because of its use within famlily-jgrvups fQr tho avoidamw'; of
taxation), it. is thlovght, best to suJt 46to lQr. our S$olver aflieli" 4ieiit
the following amnieinJlmemit-S IV]] r1, will fic(*pnjlishl tho dosi,-~l ed
without ally question ~ik to the iitegrity otits purpose. -

Amiendmnent No. 1: The revenuio 1411 of 1IS38 Iamuended by $4rting after
weclon 121, a new'vmcton, reading as follows:

"8EO 122. Deduction for c~luiabW 410 other coutri~ I~ n mae of aussign.
nienta of corpusg and Income taxabletofkawr

"Allowmice of diedIuction : If n donor shill set aside and assign the corpi5 find1
Incomne fromn samo rormns to an Institution or orgaiza~ktionl for purely ed1uentional
or charitable puirposes for a period of three or more years; the Income from
saidl corjpuim during the period of the assignment slial be considered tfie iwoln
of the beneflelary andi shahl not l1w Included in computing the net income of tile
donor. This deduction shall be allowed In addition to the 15 per eentum imit'
Imposed by section 23 (o). However, midl Incomev so donated khinh not exceed
$20,000 per year with respect to each donor, regardless of tliu' iinber 'of suci
qso1gniucte iade by the donor."

The CIIAJ7mMAN. Now, the only change iii that from the-suggestion
made in the HIolm se~W that volt suggested a recble trust over there;
that. the iticohjie (luring the 3 -years would be transferred over to thonin,
but it might 1)0 revoked?

SDr. D i ai t. Yes.
"ThwnCHAxnRMAX.-Here you transfer thb corpus over to them for B.

<D'r. 'Dimm. Yes.,
T1'le CHAJIRMAN. Anid they are to get the inicomeI



Dr. Dir,. Yes.
'The CEAItIMAN. And the limit is $20,000?
Dr. IJEiL. Yes.
Tile CIIAiIMAN. In other words, for that time it is not it revocable

trust?
J)r. Diimili,. It is irrevocable for that period.
Amediment No. 2: (-)niae :4, line 25, strike out the period and

insert a tseiicolon and the following:
EXeelt that for the taxable years 19, 1410, mid 111 such 15-per centum MIIha

be Increased to ." per centum.

It is believed that the sulbstitute anlendlilents which we now recomlI-
mend would involve annual conitrihutions which in the main wouhl be
within the p re;sent 15-percent allowance for deduictions for charity,
,and that t heir i icorl)oratioii ill this bill would cost the Government
not exceeding $2,100,000 in revenme, It is hoped that the flexibility
of definite term assigilents of corlus and ilcoine would encorage
the imin of moderate neans, who is soniewhlat fearful of the fatiare, to
coat ribulte more of his income to charity tiatii lie now does. Those who
regularly utilize the full 15-percent a'llowanlce or more are the rel-
tively few 'who have tile aiiasually large incomes. Such philanthro.
pis ordinarily contrilite to the'larger universities, and the 20-per-
cent provision for a limited tilie wvoi1(1 encourage their larger giving.
Those of moderate means are more often tile su)porters of smaller
institutions which are apt to be local in character.
TIns tie two pl)oposed aiieiiohiieitts will help both types of insti-

tutions, the larger and the smaller types. They will, oil the one hand,
encourage philanthropy on the part of those "whose estates are small
and need to be kept in nore liquid form; and, on the other hand, they
will aid those large estates who can afford outright gifts from corpus
and income.

There is no way of knowing in advance the extent, to which donors
will mike use of the arsi gnment feature. No one can foretell the full
value of the effect of schi an amendment on private p~hilanthro)y.

It is believed, however, that the psychological effect of such a privi-
lege, during uncertain periods when donors are in doubt as to the
fututire, will be to encourage definite time assignments, and that such
assignnients may lead in time to a considerable increase in permancit
contributions to endowments.

The Association of American Colleges, together with other repre-
sentative American philanthropies, urge you to endorse and sponsor
these two amendments for tie sake of )rivate l)hilanthrol)y.

Mr. Chairman, might I say just a word, or have I used up my time?
The (11AIaRIM 4 N. That is all right, Doctor.
Dr. DjEmL. I don't know how much this private philanthropy and

education is saving the country, but I do know this, and I think you
would be interested in knowing it, that Dr. Guy Suavely, who is
now executive secretary of the Association of American Colleges
and who made a study of the matter for the State of Alabama, and
President Seaton, of Albion College, who made a study of the thing
for the State of Michigan, an ildel)endent study, they found that
these colleges, these so-called private institutions-there are not any
private institutions, they are all public-some are publicly controlled
and sonic are privately controlled-they found that these privately
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,controlled institutions were Saving the State of Alabama $3,000,000
a year, and it wc-s the same figure for the State of Michigan.

Now , when you take the State of Tennessee, which I represent, or
the State of Ohio, both of which have so many colleges, it is even
more thaln that? and iny method by which yoti gentlemen can see your
way clear to al its in this situation will be gratefully received.

Th10 CIIARMAN. May I ask what the views of the committee were
with reference to this Jiouse amendment which seeks to reciprocate
deduictioiis when property is given to these institutions in kind, not
to their market vatlue but to the value of the property, what it cost
them?

1)r. T)w:,,. That is very vigorously opposed, especially by the
larger ilst it utions. I have a letter froml Presidenit ])odds, of Prince-
toli, about lhat. 1111d lie said that that provision would 1W disastrous to
then,, that "whihclu 'er is the lower" is it terrible blow to ail institi-
tion like Pri iceton and Harvard and Yale ald tile larger ouies. ()f
C(otrse, we who are presidents of the smaller instit utionis are ;iot so
much am.etei, but we belhng to the same fraternity, and I do wish
that, that could be changed, that "whichever is the' lower" could be
eli inated.

'T'le (CHIRAN. 'Tliank you very huch, Doctor.
Stiiator Capper, is Mr. jolhn Vesecky here?
Mr. TrNSECKY. ]tight.
'1e Cntmu[ 4sr.. All right, Mr. Vesecky. I understood you wanted

it few liiiittes.
Mr. VEHECKY. Yes, Mr. Chairman.

STATEMENT OF JOHN VESEOKY, PRESIDENT, NATIONAL
FARMERS' UNION

Mr. VWsFrcKv. My name is John Vesecky. I am president of the
Nat ional Farmers"Union.

The (muIRMA N. Of Kansasl
Mr. VEsreKY. Of the National Farmers' Union. I live in Kansas.
The CHIAIRMAN. You have heard of Senator Capper before, have

yoli not?
Mr. V'sFcY. Yes- for a long tine. If we did not have Senator

Capp r here, I don't know what Kansas would do.
' ITP I CHIUMAN. WIell, YOU want to get that in the record surely.

[Laughter.]
Mr. Vrsevt,. The Kansas farmers are willing to have it in the

record.

The CHAIRMAN. All right.
Mr. VWssicy. There are two things I want to talk about and

since being here, I want to say a few things about three. All o
them have an effect on farm incomes. As you all know, we are
working to try to raise farin incomes. There are three things that
affect farm incomes very directly. One is the excise tax on pork
products, the other is the tax that is being tried to be removed from
certain board of trade operations, and the third is the proposition of
broadening the income-tax base. All three affect the problem of
tihe UnitedStates farmers.

Let us take up the excise tax first. You all know that the imports
of pork products are increasing, and they are increasing continu-
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ously to the (letrinlent of the Anierican farnter. We atre, 1ow start-
ing to nit into operation i bill which will limit tle proldlctionl of

our Un ite( States farms, and we certainly (o not want, that limited
pro(iiction to ie replaced by imports from foreign countries. We are
very anxious that, we retann as much of the American market. for
the American farmer as we possibly call.

P'r.onal', I am not a high protectioni.t. I was raised in tho
ohl I)eunocritic school of free trade, or tariff for rwenuo only. But
as long as that is the system un(ler which the world operates now,
we mu11st, follow that. sys.telll, and we slioii(ld protect our citizens ill
the elijoymleit of the markett: that they have lnow rather thall th
markets o toilher'o across t ile water.

We think flint, this tax if, as sone of them claims, thalt pork
ro(dlicts are a luxury, will not keep the luxury-eating people r11-o

buying lioe pro(lucts. What we fire trying to l'iiig about here
is a pro(lIctio (Iluotia in this country that willenable our farllers to
lse their niatchilery ad get an inco uie that will be suiflicienit to keep
the farmers going.

I[he next thing that I want to speak about, is this proposition of
re(Ilcing tie tax oil certa in board-of-trade t I'l usact ions. I tell you
folks if there is iiything more than any other that will break doh'wn
tie operation of tie present farm 1 billsthat Congress has passed it
will be the operations of those folks that are trying to remove the
tax on speculation. Your Congress over here is now fooling arouml-
not fooling around-I think it is goo(l work to do, to cnt out this gaill-
bling oil miinubers in the District of Columbia. That gaml)linjg oli
numb111lers is child's play collnpare(l to tile gambling ill the tproduets of
fle American farms. I (ion't believe that, we ought to re(lice the tax
on that. It is absolutely gambling that would be affected by this, these
wash sales or the. sealper sales. A scalper is absolutely gambling;
lie is not it legitimiato trader. lie (loes not expect to keep* the l)rodIet
if he bluys it, nor to (leliver it if lie sells it. It is straight, out-and-
olit. ga4ing on farm plroduets.

he thrI thi is. this broa(leing of this tax base on iconies.
There are two things ill connection With that :he ability of people
to buy things is regulated )y the amount that they have left after
they p ay allthe overhead, l)art of which is the tax. If you go and
broaden" the tax base and pit it on the fellow, as I heard siiggeste(d,
who has only a $'SO0 net 11icolile, you are going to take from that
fellow who doesn't have enough to buy the difference with which
to buy clothes, you are going to take sonme more from him to make up
for time amount that you leave to the fellow that has an excess more
than he could use to'buy things that he needs to eat or t.o clothie his
family. Don't do that, folks.

There is another reason: Tihe State legislatures in large measure
have used this lower-bracket-income fellow, not in the national in-
come tax picture, to raise funds for the State through State income
ftxes. If you take them into your national income tax, then you will
lake from the State a source of revenue that they use now for State
]) urpoC, 4. % :

Those are the thins ithat I -want to speak to you folks about, and
I thank you very muc for Wing me the opportunity to do so;
-, Tie CumitirAN. Let me ask-you, with reference, firt, to this exoise
duty ou pork products; lave you read.the communications from the
Secretary of Agriculture with reference to that matter?
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Mr. Vyrncxy. No; I have not. I have read Secretary ]1Iull's com-
inunication.

Tile (11IRmMAN. You read that?
Mr. V),scny. Yes; I read that.
1he CHAIRMAN. Well, Secretary Wallace points out this fact--I aim

not stating it to you in an argumentative way, but merely to try to
get the facts.

lie says:
Even with no additional Import taxes. the limorts of pork lproduett I 1938

will probably be substil hally less than they were In 1937 and will Mtill show
a farther dcllie In 1939. The relatively large imports of 1937 were due pri.
marily to the short domestic Hul)els of pork, and the resultant high prices
caused by the drougpots of 1934 and 193.,.

That is the main point that he makes, that this large importation
that is pointed out in 113I was due to that.

Mr. Vsj Ecy. lie may be part ways right in that; but tile price is
not regulated by that short cro, because the l)ricc of hogs now has
dropIl)ed considerably below the top and our nu)er of hogs has not
increased, we still have a shortage of hogs, and if we permit those
importations we will still further reduce the amount that we can use.
It is a dIngerous precedent to set, to first reduce the production of
our own 'arniers and then to porilit iml)ortations.

Now, ordinarily, gentle inen, I am in favor of these reciprocal trade
treaties. I think that they do lots of good. But this is one case
where I think we ought to iave something to say about what is going
to be do~ie. You cannot pass upon these reciprocal tra(le treaties
but if th w get too wild with then you can put on excise taxes and
protect thie interests of the farmers.

The C[AIRMAN. I want to ask you one other question. Is it your
belief that the board of trade is beneficial-that transactions oi the
board of trade are beneficial in obtaining higher prices for farm
products ?

Mr. Vi : cKy. I have said that many times, that my belief is that
it is detrinmental.

The Cii IJtAN. It is your opinion, then, that, if you had no
)oard of trade or bad no cotton exchange, that it would not af-

fect it?
Mr. V1sicKY. As far as futures trading is concerned, it is my

belief that ie need a place for a buyer anid seller to meet, but we
don't, need it place where they can go ahead and gamble, and my
honest opinion is that if you people don't eliminate that we are
going tohave a recurrence of farmers coming here asking Congress
for relief.

The CJIAI1MaN. And you do not subscribe to the theory that the
market price in the futures market with reference to cotton and
that tile market transactions in futures on meat products or farna
products on tie board of trade influences the l)resent priceI

Mr. VESiXcK3Y. It may influence it, but it does not better it.. I was
going to re miatk that if the railroad people thought that was so
gee( , why don't they put the transportation business on the futures
market and sell January Iransportation or February trans)or(ation.
They could sell it Just liki we farmers do at any price that anybody
would pay for it.

The CHAIRMAN. Well, 't doubt that tile)' would be able to sell
anything with the present condition of the railroads.
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Mr. Vmincy. Well, somebody would buy it, just like they do our

'te CHIAIRtMAN. III thiS COiiIeCti~l), I will have inlsertedl in tho.
record tile letter from the Secretary of Statte with reference to that
matter and also from thle Secretary of Agriculture, Air. Wallace.

['I110 letters are as8 follows:]
Sm.tnc, 16, 1038A

MY DE[ARt Sa~KATO H ARRISON: I amII tililig t11ih 111(-111 of inJIginlg to thle at-
teatioti of tile Senlate I'iiaititt' (tanilt tee the( strlotis ailject ins to the ret eat-
Ion Ini the general revennhltill, ats passed by thle I lotie oft Repremenfati vt' last

week, of the parovisliin I eIrbit 702Vj which would imjsase special lImport
to xve oft 0 centss js'r pound oin Imports of pork, biacon, hamis, side's, shtouilderst,
lolins and( other pork, liteltiting fresh, Ahllied, frozen, (cired or cooke'd, mteamieti,
jIrepatreal ar prasa'rved pork, 11114 of :1 c(silts osr potid oil pork joh its, sweet,
pltk lii, freshi, frozen, or- cured.

I ain, its yotu know, leeplay coniernied taout the wveititrt of ou1r ('411whotg
lind nsfry. however, I urn firmly opt the opinion tiat tis propaom~l, If adopted,
watt 1(1tot biieeit thle eorit-hog lndttst ry ot tis coutitfry eveaPt feittisra rily. ()in
the cont rary, It Is dlireetly an 11( seiously opposed to th lImmdiaitite, its We'll ili

(Ilie bung-ran, Intierestfs of both Itir earat-hog iidust ry and( outr inat-pikel ihig li.
dnsf try. I feel certan tint, ti this faet w reatlizedi, those whv4iiaa oorted thei
Iprovi slin wouila lit fliIItst to aitan ,adait It.

I now deem It tit.% (lilt,%, to bhlig themt.t filets to f lie ittetein of yourtt (onl-
initt ev, tnt ottoe loan use ut limy geiiit, cotav'rl I ar lielt- fneret of tlivi vv~st
ilt iimr (if fit riners (Itls'til Iiig ijaott Inicomte deiveil tromt the paraitief I on of
coni miid hogs for aitwionsderable part aot thelr liIvelhlood, btut liecatise theairt
I nteresfs wIll lie Jeopi ed l its it restiht tof the effiAe at ft'e proposoed titxe oat at
ga avetm11ititel act i tvit fvIII wh kit fitlis I iia t mieit carries it iii ge Olt of
otflelat resjaotsiil Iy. I refer to thle Tra'ide Agreeuettts Act atid to thle etfortH
w~iai el lovente Iis nataikibig, fthrotigh Itradte iigreetilat , to recent e'xportI
otlefs for Itaig products.

The i11t1b of thle sititnt t bai Is t lab: Th le ciarn-Itig tniidist ry of tis cotittry Is
lia'ii vily tlejeailt pj 11a11 t'\ r hiatmikets Noarmially, (jilt- Imports of corat an talfa
hoag arotaifs atre t riflinig Ii reaiau to tituest be iprothtttltin ttntd atre exevdi-t
itta ayttuld boy our- expiart4, milnly Ili the( foriit oaf hog itroiet s. nice t 1eragi.
aninulnI export s train Mle Vuntett States tat puork amitd ptork protitt bait flac fiscali
years 11125 26 to 111211 30 exceetledv( 1 ,tO,MX),tMJ pounds, whereas Imports av eragedl
ontly 11 ,(M)'40() paauntls. Eva'i III fIt' teprasstat years 19)30131 fao 10)33 -34
axpoiar of aataark aniid pork parotdtcts ilveruiged 57(i0t),(XMl potnitis its eoaiA' withI
liapirt. of tat,1(5,450 juatiis.

IItt'ltis tatf It(- abtolits aof 111,14 alid 11030, ait tile greatly3 reduced supalies of
cotin, foilo~wted iby lt imirketh decllIne III haag uttinberg t here has been litt Intcrease'
Ii Imports tat poark artitet s atiriag t ile pitt 2 air 3 years iS ITheme I Jipalt4 h i~~a
compi Ii over flilt' tartiT, Ini resptanse tti rising dajtin It'i pathes, Its it stiia1plt'ieit
fti i1aueqtiite daaitlne sti alapiets. I hag slatugliter Ili the suimmier af 19)37 wvas
stitlii f hu It i nt becta for 410 years. Portk Imitiarts r-eached it pieak of
75,tI%)0,(X)i paoutnds fi 11137. This Is (5liillt't to only Ilbat I percent of dontaasfI
1itaaahietili whI!ehIs1 )ltt 01ntaughi to hiave aniy appiteclithe etfect ott tdomaestic prIces,
though It is mucth larger than norl-t Imports.

This itnt'att' Ili Imtports appears tohavne been largely it temilporalry' phenomecnonl.
Thet Intdistrmy remaiiuis fiiiaimental ly i jit export basis aind, with the r-eturn
ot at large etarn (croll Ini 1137, which is st imulating jilt Iitercitse Ini hoag pnodia Ion,
we shalt11 shortly fbt tNeed talie motre with a srtlatuslm obleml oft ldIng expotar
outlets for our large miijltim of ptork iarouicts. Ounr fatrmters mutit lt'ok abartad
for markets for at vollitie tat poirk prothiteig eqllll'alellt to frnt 125 to 154)
nili11ll bushels taf cotai, its4 well as far markets fair it large volumtie tat corn itself
InI years wilt'i gtowlng coming unrc- favorable,

hlet'alse of tis situtaati we art' ovt'rloaaklng it opportutitty tat gilt tsaiesslauia
oit hoag lai ts Ili tatir ti'adht-itgri'tiiit't Itegat litlolis. In tis ctaitnectlfoil thet
opening niegoftiatis witl thle VnIteod Kiigdoan are tat tlip ttmost Iinportant'a
to the caarn-liag growers. That, coutr y consf ittfem by far outr motst bImportat
mauirket for po~rk aind lard. Ili the( fiseal year 192t9-31) the United Kinigdomi took
187tM0),t0) poundtts of poark outt ot toail exports ntaiti lg to 3:311.XOAXK jaai(id
ainil pond oftWt) lxlil aritd out (of toftaI litrd expoarts amnaunt lug tat 787,0M.001S)
Ilotila.
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Adopting of the proposedl tnxes onl iitportii of pork would definitely oitid

directly liiitili tb1tH 0overiiileitt ill Its niegotiationis with thle United King-
dloin and lesmeii the likelihood of at fuill measure oft success Ii ouir efforts toi re.
gaij ouitlets for pork find other farm products Ii thlat ('Eiit iy. T1Ilm arises
froin the faict thatt the to% would fail hevaily onl portk Imiportedl from Canadtah.
Althoiigh these intmprtu are iigiiitt ito our eniormotis corn-hog Iniiiisti3',
they hiave been of reat vim ll tii lt- post yetir or two to the( rehIn i vely vnolt
hog-rn istig Iindlustiy of Cnaiidii. To plice lieu ivy taxes oii f is tradet fit the(
pr'st-iit time would 11(1( materially to I lie difficletieits already Involved lIn work iing
ouit nt ittunity pirofli tible ii greeiieni t wit h Cio atind t tie flitti'd ingdtoiu It~
Is ii well-kinown foactm tlii, under fihe Ottawna igreeinaiit s with thte I 'iited 1(1 hg-
doin, E'iiire' products of Iiitei'et to Atiuricaii exporters of (irut piroduiicts have
be-il nlevortled s-nIN1 h adilit tiiges Ill tile Ul fiut K I igiiii itinr-ket.

'Thle prol)OSNIl lii xes, J%'1i 1ci1wo I1011d also i-i1t iti I1io I uprt ofIiiied ho11i1i front
Polomld, wmoild strike it do ugerous bIlow itt oti r oltt itle exlt tIraide with int h
cotiitry. P'olii it m long pirovidei't sulistout liii out let for Amterican ii tii
prodts mit d flit" s jirchised froioflte tuitid S tles iii-l more Itian iislit tijis
voild to uts. Norimitlly tlit- viitue of cottonl itoiie tflat we sell1 to P1oti Iii s gm-cot r
tian theIa total vaui e of iill Mltted Statt- i's omortm froum Polandiul Even ii 1917

outr ImipotaIs of flii d ii'lhm froiu P olanid were less fit viiluei I liii ouir e-xports of
vt'ito t tha liit 'outillry. Thle volum diini' t liiI lii livetni Imiipotrted is imti'h too siut-il
to have nilit ptipreeiiilte iffuet upoin th le e re-el-l bty dottiestl Ic og growers
for ttetr roucut,n fil( tttt'e Is ('very -vlSlli ti upiNi I that, withI iilei'tiiuiII' Hiili-
jiltei of liork ava-mu mue lint tue( I ' itet 81it us, a il (If ie-ce welt below to st year's
1tintistilly high levels, Imuports wilt d imitliibAi. It Sholid Ilie bo-nc Ill 11it1 iifit fI hut
t'ttiiit loll I lutt I ili idlii n111 Is aii i~gli pI ut--d I uiiry huotaliit find wild iii' icr
itisplote Ill torge niomlu it'tlie less expesive ic ii litetl dolieast liii iii11. To t itutt
a1 Ilievy toax Oil i ,tul )funt] would not litI flie coli-luog grower, but It wold
Jeoptanrdize at stibstant tl litarket fo r Amuerhit toll on. As is true wfi I vgau-tI to)
lIutiorts otf ote poi jurk pru'tits fromu Canadaul, Impilort s of vien i im it f romt 1Polatd
itt-(' Inisigificanit lIo Aitericanu pork 101111 utet toilt aren of sild i ttoi t po11rt ince
to the( simalter Polish mItist ry.

While It Is not0 t 10i1i1 tll iuttiIvha'e of IR b.I'trt utetit to Cititstdu.il flt ktu i
fte11c list- it -vi of( the toptosed Iii xs, tt Is obiserved'ul I t I s liirulty c'mit-
celvable that thevy would yietd $-5,OO),0() its estflltci bY tie ou inttir Elf tile
Sinitiimieit prov'idiing for tie( liisertioii of sect itt 702!' li il e revenue bitll.

limporiit sN tl1stl t Oro ni'uot co'u iedlu Ini such ii ianoir as to nmil-v It po;e.ible
readily to deite'rine whiat Iiottort ioll of otui litiodrts of hsork w~otitlt lie siulujeet
Ito the 3-cemut rti't( atd %%,)fil I tuotstrt it to tltie ti-enti title. H however, If ever'iy
ltiiitti olf txti-k ililoi~ti'd lii 10:37 had pa Id aIn tx of (a veits ttte ylv'll woutOliii
tiei oiiiy aoutt $ i,1mt0).lM). Iiiuisiiiu itl Is ci u-cuiosta ii ots last5 year favred' Iptork
lImplorts to fill exte'iit that liludialty illt iieier aga it n'ctitr, find tit(' Iropwv-Il
Iixts tire so heavy that thevy otViuoisly would greatly u-etIlme, lImpots ttider
w-hot t hey would tie wt thltot Ihle extra toaxe's, ln td stict' tlet fll-i'cit vol1t' is not
iplica 111ble to il111 itpo - S. It Is e" tutut tha thlii li mia iu y Iild of tIn' t taxi'u would
tail i'ieii ao actiith 1 lie giu'e $5At0tO),O.

ITte tntpositilon of titrt'iiotti'bl hlrdljiu oit our foreiign cotn111itte' Is Inecoti-
siti'iit with ir presen'it t'ottt eiti'vl policy it 14d, Ill Itly opittlio, IN ult'orly Coll-
Iti'y iot only to the( best lInterest of the( corn-hog Itidist ry hult iilso t tilte
lest titleremt of tile cointr i-s s a whole. Ther'te is; no lmoi-e do ligerotus goiiie
tht)it l itnlin rgo islcs lit fonu'tgi I riode. It citl be pt'ilayed by e'ver'ybodiy, w%-ill
sulchhtl results foir oil. ,It entliargoes are' itipo.sedI lipollitl( th rodulets of filly
onC 4i 6ip,' the( wo-fy 19 opet fo~r itlI1 othei'r grottlis of proditci'is to djentaid( fitt(]
sei'ert enmbartgoes u1ponll i' ItrotI lids, e'-enl Ihittlil 111t iiofitdrn 13 or reimotely
c'(IiilNlit i-c. Other coittr's airi iituiragel 1111td, Ill futet, eotillledI~q to nuet inl
Iflip Ntili Wa'iy townrul Aiitt'rcat itx'ports. Onice you1 v'itlbark iliiil fill it i'iiii-gui
po)lcy, N-01t 11ttist bhe Iaepired to see Its Itoonmerotug effets Stirelld fat- a,( iul ve.

Ieils'e of tlii 1ti'gelcv itf thuj mtoIter this report tints itutt bt'eiij sitltmiul1tled to
thle Acting Dilevtor of thei Iiuieatt of tilte Budget.

Sincerely yours,

110it. P'ATi ItRisoN, (01MLML

Vniftud SIteRc Senate.
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TAnx I.E-United Statca foreign trade in pork produota
(in thousands of pounds)

EXport$ ImportL

Pork Pork
products, pr(Miuets,I T r d B e ) 1 1d 1n g L a r d i n c l u d il l y

lard lard

'9v ........................................................ , &Q,72 1, 060, 922 3 12,810
I ................................................. 829,3 Vi 1,173, W8 1 8,16
1 ................................................ .. 642,486 91g, KJ 2 4,657
1931 ....................................................... 16M, 708 728,A09 b 3,979
1(M ........................................................ 46 2 662,2 8 6,782
1933 ....................................................... 511.132 721,132 1 2,927
1931 ........................................................ 431, 237 M8l, 737 (1) 1,647

933 ........ .................................... , 3 s 185, "1 37 10, M1
1036- ............................................. .....'... t. l,292 178, 7V2 3 41,848
1937 ....................................................... 16,110 19), 350 247 76,078

I Lom than &W poundl.

Source: Foreign oom ,wi're and navigation of the United States; Monthly Summary of Voteign Com.
WierM4

T ,IJ.: I.-Ullitcd Lates reports of po'k products to all countries and to tho

United Kinbdom, 1936

[In thousands of Iounds)

1'ork carmc.es, fresh or frozen .......................................
1oik lol, fre.h or frozen ...........................................
Ilains and shoulders, cured .........................................
lacon ...............................................................

S usage ea ings--.ho1 ................................................
Cumberland and Wi ltshire sides ....................................
Other ix)rk, pickled or salted ........................................
Conned pork .......................................................

Total, pork products (not including lard) .....................
Lard. ..............................................Trota), pork products, including lard......................

Exports to Exports to
ailcoun. 111=e

tries Kingdom

11.2 11
2, &91 1,264

42,163 36,828
4,095 1, 16
6,919 8,087

407 201
10,.20 893

7,937 N1,14
74, 877 4, 634

111,292 03, M7
186109 113,181

Source- Foreign Commerce and Navigatloi, of the United State. *

T.BLE III.-CoNczsIONS RCMVjcn BY UNITED STATES ON PORK PBODUCTs IN 17
TADx AORVEMEMNTS CONCLUDED TO DATE

PORK, YIX.rEJ OR FROZEN

Duty reduced: 5 agreements (Haiti, Canada, Columbia, Guatemala, Franco).

IIAMS

Duty reduced: 0 agreements (Cuba, Canada, Honduras, Colombia, France,
and Salvador),

Quota obtained: Belgium.
Duty bound: Guatainala.

BAC0:r

Duty reduced: 5 agreements (Cuba, Canada, Honduras,, Colombia, and
France).

Duty bound: Guatemala.

Percent
eIrt, toUnited
Kingdom
arv of total
exports

7.2
48.7
87.3
28.2
44.1
65.9
56

81.3
60.3
67,1
80.8
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HALTED AND PILED PORK

Duty reduced: 5 agreements (Cuba, Canada, Colombia, Guatemala, and
France).

Diuty bound: Haiti, Sweden.Qee.'. ebt!.ihxed: Belgium.

CANNED PO5K

Duty reduced: 0 agreements (Cuba, Belgium, Canada, Honduras, Colombia,
Costa RIca).

Duty bound: Guatemala, Salvador.

LARD

Duty reduced: 7 agreements (Cuba, Haiti, Canada, Switzerland, Colombia,
Nicaragua, Costa Rica).

Quota obtained: Belgium, Czechoslovakia, Switzerland, Netherlands.
Bound free: ilelgium, Netherlands.
Duty bound: Guatemala.

M.tion 17, 1938.
Hon. PAT IIAtitsoN,

Unftec! tateg Senate.
1) aR~ SENAWI1R IiAIISION: My attention has been called to the excise taxes

oil pork and pork products Inchlded in the Internal revenue bill Just passed by
the House of Representatives. There are certain consileratihns regarding these
taxes which I should like to call to the attention of tl., Senate Finance
Committee.

Ili the first place, it Is necessary to consider these taxes trol the point of
view of their revenue.producing possibilities. Ii the dobah. on the floor of
the House it was suggested that these taxes would yield $5,000,000 annually.
In order to produce this amount of revenue our imports of lork find pork prod-
ucts would have to exceed the Imports of 1937. What aL'e the prospects of
their doing so?

Even with no additional Import taxes the imports of pork products In 1938
will probably be substantially less than they were fi 1937 and will show a still
further decline in 1)39. The relatively large imports of 193s' were due primarily
to the short ,oinestic supplies of pork and the resultant h.gh prices caused by
the droughts of 1934 and 1930. With larger domestic porl supplies already in
prospect as a result of the better-than-averge corn crop of 1lI7 It may be
expected tha-: pork Imports will show a marked decline.

A better indication of future pork Imports call be obtained from the Import
situation prior to 1935 than from the drought-affected trade of recent years.
In the 5-yea" period 1930 to 1934 imports of pork into tho United States aver-
aged 3,790,000 pounds per year against imports of 74,831,000 pounds li 1937. On
the basis of the quantity Imported in the period 1930 In 1934 thef proposed
excise taxes o pork would have yielded less than $3C0,000 instead of the
estimated $5,000,000.

But with the addition of a 6 cents per pound tax, on the principal Items,
to the 31/ cents per pound Import duty there woulh probt.bly be practically no
imports of pork except a small amount of very high-prieed specialties. It Is
likely, therefore, that the actual revenue from these taxes would be insignifl-
cant.

Since it, smens evidlent that the taxes would not be of any Inlportance from
tile revenue point of view, it is necessary. in the second place, to cvnslder their
value front the point of view of "protection" to doiesticl hog producers. It is
clear, as pointe ! out above, that these tlxes coupled with tile present Import
duty would constitute a virtual embargo on hIports of pork products. But this
would be of little or no value to our hog producers since the United States is
normally ort a substantial export basis for hog products. In other words, the
problem is not one of keeping out imports but of finding foreign outlets for our
surplus sups)lles. The Imposition of tile proposed high excise taxes on pork 111-
ports Is lilk(y to prejudice our much more Important pork export trade.

During the period 1930 to 1004 our exports of pork excluding lard averaged
178,000,000 pounds anmlally against imports of only 3,790,000 pounds. With in-
creasing hog numbers in this country the export-import ratlo in respect to pork
will undoubtedly tend to return to tile pro-drought situation. Tite prospects of
gettlitir back to our previous large pork exports, however, will depend to a

84885 -38-19
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large extent upon otur ability to reduce iinport restrictions in some foreign
countries and to keep them from rising In others. The 1)rosl.ects of being able
to do this will Ie greally '(1ihlhed by tho inliositIol of tinecesstrily high
restrietll0t |n111 n)orts from ihroad.

Therm Is only one Item of outr 1o13 pork Import tratle wiien is likely to li,
of iny sigidtltance whaoter In yenrs of nornmil domestic l) irk supplies. This is
varied 1111111 which 1113. iei ('1omlfg elelly fromt I'oltlid. lut slhico h3m Is our
l)rlnelil pork export Ilt.e excvjt lard, and sitie we ir(' aile with norinnl
kul2iies to Compete suvc.emfthlly with L'olnml, or any other c, ountry, in foreign
nmirkv's for tmin, It Is not r(vaSOmiilde to exlpec t that lnporls of this relatively
high priced spec'ihlly proiluct ((ou1hl belcome it matter of retl .oncern to the hog
proiuc'ters of tw lhiltv'd 8ttt1(s. In'clitlly, tie Utilt(Ii Stot's exportrs to Po-
Ilancd have always l ive n large r th3 our Iiiil)rls front that country al2 the
l)rhnvt l It l(ll tiri Ox rt trade with Iollid Is raw cotton .

Thlio sit t (th1 t1en, wit rsplct to to thi liroio d po4rk ilport taxes, may lhe
Umlmmirized as follows: 'T'he 1'iillvtd tttes (0OVe'inll('iit will get very little add1-
t1o1ml rmv'iiue from the taxes. The tJilted Stttes hog prltlucers will get "paper"
lrotection against Iiports. And in th3 Ilroc'is lie prospects (if incre'ashlig, or
even of 1initahtiniig, foreign mit lets for Amner'mn pork m1Iy be seriously
Jeot la rdlii'A'(I,

Because of the i3 rgt31cy (if this matter it hats not been possible to aiscertain the
relation of this report to tiht 1'rusi(iit's program.

Xincerely yours,
If. A. VAIJAcM, St ,00Ct01-11.

TI CIIAIIIMAN. Mi'. Davidsoii you may fito your brief, but I
ho)o vill will )e lief.

Ai-[r;)A'VDsON. Less than 10 minutes.

STATEMENT OF CLINTON DAVIDSON, REPRESENTING FIDUCIARY
COUNSEL, INC., NEW YORK CITY

Mr. I),DnsON. Mr. 01air-11111 1ttt getleienll, Miy llanie is Clinton
Davidson. I reps'eietit Fiduciary counselel, Inc., (of 1-1 WIlI Street,
New York (ity, ati1 inllvstillenit adviso4)ry orgaluizationl that is now
supervising aI))i'roximatoly $280,000,000. I am not seeking assistance
for o(li. orgiatlization, 1iduciary Couisl, Inc., but through the con-
titulols studies of out' st at isti'ilits and econloiiiists, we have first-
hand information regarding the effect of our tax laws upoll in-
vest lent holdings an1i I hlope to b) able to make it stggestiot that
will greatly increase busiiie's activity, free sote of our clients from
their frozen positions, and secure. 1nitlions of tax reveniute from a
SoII'('e that is now pl'odtlcing practically none.

If I may have iy little 10 uinttes free from questions I shall
appreciate'it and be'glad to answer till qtivutions tit the end.

M1r. Chairman, you have recognized tie need for changes in the
capital-gain ri'ov'isionts as they apply to individuals. I wonder,
however, if you realize that because capital-gain provisions (10 not
satply to corporations, billions of dollars are tied up in a crtain class
of corporations, whereby taxes ul) to V30 percent or more, in tlany
cases, nuItst !, pai( when cal)ital gtaills atre realized? I'hiis condition
exists because (1) the cal)ital-gail1 rate-+ do not apply to corpora-
tions and (2) srech profits, in addition to the regi uir corporation
tax, are taxed it percent, to the corporation if not (listribilted, and
if distributed the stockholder often pays 70 percent. Federal plus
8 percent State tNx. This situation still exists under the House
revenue bill of 103.To 'i uhize, the deademitg effect upon ew Imntilss enterprises

produced. b, the tying up of billions of investment capital In this
manner, just pictui'e what would happen to business if you stopped
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the turbines and generators in all of the hydroelectrio plants owned
privately and by tile Government, and in the course of conistrictioln.
Obviously, the 20,000,000 hor.ejpower piled up behind fhip, (dmnq
would be useless if the generator wheels were jiot permitted to go
round mid round.

Now, then, imagine what hal)pens to Ilisiness when twice as much
capital is is invested ill all of the hy(lroelectric plants is frozen in
the class of investment corporations just referred to. Well, the
capital in such corporations, which cannot be cluiged without in-
curring prohibitive tax rates, is certainly frozen. Estimates based
upo Treasury figures inidicate that nearly twice as much capital is
il such corporations ias is invested and is planned to be invested,
bv private cal)ital and the Government in vill hydroelectric plants.
The free flow of this capital is stopl)ed by theso prohibitive taxes
and the wheels of new productive businesses camot go romnd md
romid. I refer to tie billiis tied 1Il) iii personal 1holig and invest-
met coilinies.

I should like to tell tie story of just one case to illustrate what I
lln]).

In 1910, 3 years before income tax, a resident of California formed
a corporation to hold various interests mnder one Mnanaigemieiit. The
present taxl)aver inherited all of the capital stock of this company.
rhe assets of'the holding comnipaniy, now worth $15,m00,000, have a
cost, basis to the holding companiyI of $2,000,(00. 'These assets now
consist entirely of stock in the l)iusiness originated by tile taxpayer's
father, a stock that hns very limited marketability.

Inv st ielit advisers have rel)eate(lly advised that. the taxpaver is
not safe in having all of his eggs ini ;me basket, local interests' have
oftem requested its leading citizen to invest ill Inew productive enter-
prises in California, and educational and charitalble interests have
sought e(idoviieiift. Thie t11xpay)1er can (ho none of these tling.s under
the presellt. proposed law. here is why: If the holding company
Sold $1,000,000 of its assets, the gain would be $866,6608. Tile cor-
poraltion 1m11ler the proposed law-the House biill--would pay 16 per-
c'ot tax and (listri lhte the remainder as a dividend on which 0he
taxpayer would pay 75 percent Federal and 15 percent California tax.
No one would pay' these taxes for the privilege of changing invest-
ieit holdings. Jven if there was no State income tax, no one would

1 my 16 percent J)llis 71 )'rmemit of the remainder; antd, therefore, those
hO)(li ugs, whic I we believe aiiiotint to as much as $5,000,000,000,
siml v cinmiot be changed; they are frozen as tight as anything can
be r1'ozen.

In our business we are forced to explain quite often that a personal-
holding corporation can never afford to invest for the purpose of aink-
ing a profit. The crying need today is for more capital to be invested
in the home-building industry and other productive enterprises, but
the billions of capital in lar g personal-holding corporations cannot
he invested there as long as profits hicur taxes of 16 percent to the
corporation an(d 75 percent to tile stockholder. This is a net rate of
79/)eIcent.

It hus beeii suggested that such corporations should liquidate, but,
under the proposed law many cannot afford to do so. This can be
illustrated byll to caso previously referred to, for example, upon laui-
dation, the conl)oration worth i$15,000,000 would represent a paper



ain of $13,000000 to tile si ockhioldler, thereby incurring~ $2,080,00
I dral tax. T1he cash to p~ity this tax cannot be raised ecause tile

assets (10 nlot, have suifficient imlarketability. The American Bar As-
sociation suggested to th li ys and~ Wealls ('oimiittee, a melthIod that.
would( peCrmlit fill such1 Corp 4watioiis to Iiquidate-ai mlet 110( whichl
wouIld remove the lbars that oostrllct tile free flow of such capital.

They suggested that there be anl anllliedet, allowing (l1e dissolil-
tiolN% wii Itn limited timew of personial-holding conipamles wvitholit tax
being paidl upon1 (dissolultion, buit. tax to be paid when tile asi.ets so
(dist ributed are sold by thle st ocldiold(1 s. A Copy of tile resoltion
of the Amierii Bar' Assovia ion is att ached to t his istat emuiit . I t'

ttes t hat fitness ats well ats t le Governmllenits , Mil )11 oSe11 s(o 1 favor.
Such at provision. This pri-VSion Will permit tile (1 issolit ionl of such
corporations because the tax is incurlred as- thle seclirit ies fire boinFy
soltl by thle stockholder, wh'o ih therefore always 11)0t euesI-
cielit cash to pay the tax due.

If your. comml it tep wishes to aidl business by freeing Suich (laillille(-
ill) capital, but thinks tht eveni more t ax should be 1paid( by thle stock-
hlolders-, we would Smllgz(st, ill addl~itioni to ti1le recoliillill1t ionl of tile
Amierica n Bar -Associat ioli--imi may I relnindl you t lint thalt rVcoin1-
nlieiiutionl was that illstt'ii( o" Si oclkiller8 pin'g at tax oil Iissolu-
tionl the corplorat ion pay at ta 11 a tile sveuiies were being sold1-A hat
fill VXCl50 tax of 5' percent of thle aggregate gainl he paid withinl 60
days of the datte of such liquiitiomi. This excise tax would not affect
thle tax to be p~aidl whli the a: sets 111V litter oil Sol(d by thle stockholder.

My I jpoiit~ out that, t his ecise tax Onl tile ('lit ire g l srbll
qua111 to o1e-thbird of the c1tital-gaill rates proposed for th liem10
ileVeiiie law and~ is ill addition to the regular eap)ital-gitill iatts col-
lectedC ol ~le assets are $o(1d?

Tile American Bar Assocition recollelidatiolulS asit follows:
Add within i1~'till 112 (b the following sub1diviiIon or 1(s equivaiienit In

ipurIX,8e old effect:
''(7) 1'roperty reeved upon complete liquidation of a (lone.tic or foreign

JperwmIl li olding comipimy. N) gin or loss shall be recognized upjoni me receipt
of p~roperty distributed fil complete liidat ion of a loine.4tic or foreign personal-
holdhng c onipa 113, provided fbait suich l iqulidaltion itHl 'omleite'd betweenl Deci-
bcr 31, 1930, fiid Deember 31, 1038."

You may Wish to re~strict this provision further by limiting it to
domestic Jpersouial-hioldlig colnipai(is and1( limiitinig tle time to thle
(late between thle enactnwent, of the Revenue Act of 1938, and IDecell-
bel- 31, 1938.

i ord(er' to secure som1e immedliate revenue yvou 111113' wish to restrict
t his provision further by adlding sonieittlng siihir to thle following:

Within 90 days of tile complI~ete liquidation of suchl jpersonl-iIIling company
tMere shall be levied, collected, and paid by the U.ovkiiolders receiving any ii~sets
In such liquidation ail excise tax equal to 5 pereilt of tile gain Whllell would
have been recognized 11(1( subdivisions (7) of p~aralgraph 112 (b) hot beenC~
('nacted. in lte event lte taxpayer shall exercise an option to pay such 5.per-
edut excise tax then hie shiall be taken to hauve agreed that for thie pirpost.s of
determining gain or loss 111)01 the saile) or exchange of any property received by
him npeii such liquidating, lte basis of such property shall be the samne ats the
basiq of such stockholder.

Vrhy anl excise taxt Thle purpose of suggest ing this 5-lper'eent tax
being till excitse t ax mneasiured by the( amount (of ti e full), is to meet

.1111) objection that. might lbe raised regarding thle legality of retaining
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tile stockholder's basis so as to make certain that the 'Teasury will be
able to collect the full c pital-gailns tax on future sales.

Several billion dollars of investment capital are tied up ill personal
holing and ilivesiltieiit coiipa lli i's btciaise cal)ital trallsaetiolis re.'lt-
ing ill profits to such companies are in many cases, in addition to the
reg dtir cor)oraltion tax, either taxed 75 l)er('ent, to tile corporaioli or
over 70 percent to the stockhol(ler. This, I believe, is ('otrary to the
pri iiilehs expressed Iby your lilil n( lits it deltdellill ect
ti)ml )ilsiless. Sueh c' capital does not IlmOVe and1 (te expected (apital-
gaills taxes from such cail)tal do not materialize. The results of our
suggestion would, I believe, I)(5 as follows:
1. ost lersoliIoldiiig colilpa lies which lave it() ist(f41l purpose

todlvwon (I Io elinlinalted. All parties want, this loiie.
o. f'1 he i lidiiaIs who incorj)i'ated wold, thIi rough this challge,

be nIo better oil, tl.xwise thln other i lidividal Is.
J. Millions of fixed 0' stati(' capital will then hecone liquid or

usable ('a)ital. A condition tflat we all h,l)o for.
.1. Large taxe: oil the sale of the assets that, 1e 10now frozen would

then be collected.
Now, gent lenu'ei, 1 11111 iIot 11a1king all brief ill behalf of l)ers)lal-

holding companies. What I amu asking oll to do is to imake it,
)ossliblo to get, rid of ill persolnal-liolding coll palliies, 111d I believe,

if you will follow lie reoniineiliiou of the Anericall 1Bar11 Associa-
tioli--I believe that between now and )ecenber 31, 90 percent of the
persolial-lholding collnies that are ill existence 1oW will be out of
exisl ence1)y I)ecenbher 31.

iSulbsequlnt ly Mr. )avidson suhmitted the chart o 1). 2841.)
'he Ch"1AII MN. 1ar(loll file. Do you Ieal that you think per-

sollal-holding (.opl'llies Per so ire illiqulities al uight to )e
detstroye(d, that none of them possess merit ?
M'. D)A4 VSON. TIe ColpaI)eS that. I know, Senator, nearly all

of theiml were not formed for the purpose of income-tax avoidance.
Most, all of t1e1n were formed to have grollp inallagelient, or, prior
to tile decision,, where if vou had stock ill New York Cenral and died,
six different States taxe(l that stock. Of th 1)erSonnl holding Coill-
pallies vith which I ani ill tollcll I kllow that lelly all of thell were
formed for that. l)Ul)ose or for group) managementt. I Imust, howe',er,
a(llnit, that, many personal loling Companies ha ve been formed for
inicolne-tax saving an(] have takon trenllllll5 advantage of the
incomle-tax savings they afforded and, of course, in that respect, there
are fo11 that. are iniquities, but I coull not say that all of them
are.

Senator Tow~su.N . Your criticism does not ap)ly to personal-
holding companies where a decedent left some estate to his family,
awd his estate consisted of several corporations ilt different StateS,
farms in one State, and a mining Company ill another State, and other
things in another State, and where,-in order to conserve the assets
find )reveit their separation, they formed a holding corapany, taking
over the assets of the decedeit? I)o you think that is an iniquitous
thing?

Mr. DMvmsox. The answer to that is given by the State of New
York Legislature. When Miss Wen(lell died and left. a million
dollars to charity, it was not possible to have one part given to one
college and another part to another college, and so a special act was
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Would stopping the turbines and generators in
all of the hydro-electzic plants in the United
States make business worn3? Certainly it
would. The 20 million horsepower dammed up in

hundreds of miles of rivers and lakes-and "
three billions of invested capital-would bacon
useless if the wheels were not permitted to
round and round.

Federal Owned Plants

Capital invested or to be
invested, about

$1,250,000,000

What happens to business when prohibitive
taxes on funds locked up in personal holding
and investment companies (15% tax paid by
the corporation plus 70% or more, in many cases,
paid by the stockholders) stop capital transac.

tions and freeze present investments? Almost
twice as much capital is tied up in personal holding
and investment companies as is invested in all
of the hydro-electric plants in the United States.
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passed by the New York Legislature to permit tle organization of
that estate into a personal-holiding corporation, giving them stock
in that corporation.

The CHAIRMAN. I may say to the entlelnen of the committee that
this is a very importantI matter, al(l it ias been brought to the at-
tention of ir. Magill, and there was a' conference about it, and I
was in hopes that they coul work out something, but they have not
been ab'o to agree on the repositionn vet. Mr. Davidson was there
anld presented this matter to them. We will consider the matter
in the committee.

Thank you very much.
Mr. Me'arland. Is Mr. MeFarland here?
Mrl'. McFArILAND. Yes, sir.

STATEMENT OF ALEX J. McFARLAND, REPRESENTING THE
WICKWIRE-SPENCER STEEL CO.

Mr'. McFARL,,\ND. Mir. Chairman and gentlemen of the committee,
I have a i)rief to submit for the record, ai1d I have extra copies which
I shall be glad to furnish to tile members of the committee. I repre-
sent the Wickwire-Spencer Steel Co. Mly remarks are (lireced to
every insolvent corporation which has blen or will be reorganized
under the bankruptcy laws of the United States. 'rie l)1ol)len is a
capital-stock problems. It arises l)ecailse of adjustments to the orig-
ilal declared capital stock vaiIlue that are reqmlired by the present law.
I hesitate to make my testimony here complicated: but I think if I
use a few figures anld dates it will more clearly fix the problem.

The CnAIRMA,\N. Well, if you will just let iie ask you about three
questions-

Mr. McFARLAND. Yes, sir.
The CHAIRAMN. Are you for the repeal of the cal)ital-stock tax?
Mr. MCFARLAND. Not entirely; no, sir.
The CHAIRMAN. Are Vou satisfie(l with the provision in the House

that authorizes a new declaration of value?
Mir. McFALAND. T don't think that goes far enough to meet the

question.
The CrAmIrMAN. I-ow (1o you wmt to meet that'? Do you want it

at an earlier date, (1o you want it more frequently, do you want to
let them give it next year, in July, and then for 3 years thereafterV

Mr. MCFARLAND. Yes, sir. I think, to meet the present situation,
one of the suggestions which is in my brief is that every corporation
be permitted to redeelare values this'Jimle-June 1938. But, so that
this problem will "not arise again, naturally, I think that some addi-
tiona1 provision should he inserted in the law so that during tile
subsequent 3-year period these reorganized insolvent coml)anies that
are continued will not, be subjected to a high increase in their capital-
stock tax.

The CITAIRMA,. Now, what is the situation about concerns that
have gone into receivership or bankruptcy? What is your sugges-
tion about them?

Mr. McFARLAND. Might I present, my example, and I think it will
focus-

The CHAIRMAN. Yes. I just wanted to save a little time.
Mr. McFAMAND. Let us assume a situation of a corporation, a

business corporation, that was insolvent and whose assets were in
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the hands of a trustee in bankruptcy under the Federal bankruptcy
law. Its assets were worth $8,000,000 and were so found to be worth
that amount by the court. Its liabilities, representing bonds, out-
standing bonds and notes and interest on the same, amounted to
$35,000,000.

That corporation was not *doing business within the meaning of the
capital stock-tax law during the period that the trustee was operating
the business. The plan of reorganization, which provided for the
elimination of all of the ol stockholders, they having no equity in
the corporation, also provided for the issuance of stock to the old
creditors in extinguishment of their claims, so that there would be
no fixed charges on the reorganized company. That plan was
effected in May 1937.

Since the corporation as reorganized was doing business prior to
June 30, 1937, it was required to file a capital-stock tax return on
June 30, 1937, and fix a value for its capital stock as of the close of
its preceding income-tax taxable year. That corporation operated
on a calendar-year basis.

The effect, therefore, was that it was required to declare a value
for its capital stock on December 31, 1936, which was prior to its
reorganization. That was the requirement. It at that time had to
fix a value which would sufficiently cover it, to use a slang expression,
for excess-profits-tax purposes.

Now, June 30, 1938, appears on the horizon. Certain adjustments
are required by the present law and by the House bill to its original
value. Those adjustments cover the period from December 31, 1936,
to December 31, 1937, and those include the period during which the
reorganization was effected and the transactions whereby it was
effected.

Tim Bureau of Internal Revenue has held, with respect to the pro-
vision requiring an addition to the original value for the cash and
fair market value of property for which shares are issued, that
since the creditors, the bondholders and noteholders, surrendered
$35,000,000 of their claims to the corporation and stock was issued
therefor, that a $35,000,000 addition is required to that original capi-
tal stock tax value, thus saddling the new company with an enor-
mous capital stock tax value and in addition to its capital stock tax
each year of $35,000.

Now, it surely cannot be intended by this Congress that these reor-
ganized companies should be penalizedi solely because of the reorgani-
zation proceedings themselves. In the 1936 act that fact was recog-
nized by this committee when a provision exempting reorganized
companies for the balance of the year from undistributed-profits
taxes was enacted. I think that section is section 14 (d) (2) of the
1930 act.

That the situation is purely inequitable may be illustrated by this
fact, that if that reorganization had been postponed from May 1,
1937, to July 2, 1937, no adjustment would ever be required on
account of those reorganization proceedings. Why? Because the
first value that would have been declared would have been on June
30 1938, but as of December 31, 1937.

kow, surely, there is no reason for penalizing certain reorganized
companies merely because the plan of reorganization tin or sec-
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tion 77 or 77B was effected prior to June 30 rather than subsequent
to that (late.

The CHAIJMAN. Have you brought this matter to the attention of
any of the Treasury officials?

,fr. MCFRLAND. I talked informally about this matter to Mr.
Parker. At that time I did not have any concrete suggestions or
anlendlments-that is, in so many words--to tile law.

The CIHAIJRMA N. When was that?
Mr. McFALAND. That was on March 1, at the time the bill was

reported to the House, and I did not have an opportunity to )resent
the matter to the House committee.

I have three suggestions to make which are included in this memo-
randum. One is that the provisions of the present House bill be
amended so as to permit every corporation, whether insolvent or
not, to redeclare a valtie for its capital stock on June 30, 1938,-
this coming June. That would have to be supplemented by a provi-
sion so that a company which is subsequently reorganized under sec-
tion 77B would not be penalized by a further tax arising from reor-
ganization under a situation such as I have just pictured.

A second suggestion is that some favor should be granted to all
corporations, insolvent corporations, rather, reorganized under sec-
tion 77 or 77B, and that they should be granted a period of exemn-
tion from capital stock taxes for a period of 2 years following the
date of their reorganization.

It is perfectlyy clear that the directors of a reorganized, insolvent
company have 'no idea what the future holds, aside from general
business conditions. It has been recognized in the committeereport
of this committee in the 1936 act. that those corporations should be
entitled to recover their strength. For that reason they vere ex-
empted from the surtax on undistributed profits tax. That provision
should not be so framed so as to permit corporations which have
already been hit with this substantial tax to obtain a refund. I sug-
gest that for purely administrative reasons. It would cause confu-
sion. I do think, however, that the provision should be framed as
I have suggested in my memorandum so that in future years those
corporations should be'exempted for that recovery period.

My third suggestion is that the provisions of the present laws beamended so that an insolvent company in bankruptcy under the laws

of the United States which issues stock to its creditors shall not be
subject to an additional capital-stock tax by reason of that fact alone.

Let me state one other matter. In the example that I have given
you the corporation had assets valued at only $8,000,000. Its liabili-
ties amounted to $35,000,000. It is perfectly absurd to say that
$35,000,000 of cash was put into that reorganized company by any-
one. At the same time it is likewise absurd to say that the claims of
those creditors had a value of $35,000000. At the most they could
only be worth seven or eight million dollars.

I assure you gentlemen that I have discussed this matter with the
members of the Bureau of Internal Revenue who have to do with
the administration of this capital-stock tax, and they have assured me
that the rule which I have given you will be applied, and I know of
one case where a corporation not. over a mont I ago was required to
pay an additional capital-stock tax for the reasons thet Ihave sot
forth.
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I think that this is a matter which vitally affects insolvent coin-
panies which are reorganized under the bankruptcy laws. I think
that the Judiciary Committee, which has jurisdiction over the bank-
ruptcy laws, would appreciate some action which would further the
rehabilitation of such companies.

SUMMARY

Corporate reorganizations tinder section 77B of the Bankruptcy Act usually
provide for tho Issuance of new stock to creditors for their former debts.

The bureau of Internal Revenue proposes to automatically increase the
value upon which the capital-stock tax is based by the full amount of the
debts so exchanged for stock, even though-

(a) The original amount previously declared by the corporation as a capital-
stock-tax value is suitable for its business.

(b) The amount of debt. so surrendered is far In excess of their value.
Under the Bureau rule the Increase In the capital-stock-tax value Is measured
by the face amount of debts so exchanged, even though they far exceed the
total value of the corporation's assets as a result of the former Insolvent condi-
tion which required the reorganization under section 77B.

(c) The resulting capital-stock-tax value is far In excess of the total corporate
assets or of any needs of the business.

(d) The earning assets of the corporation are not In any way Increased by
this transaction, with the result that there Is no logic In increasing the capital-
stock-tax value at all.

(c) A corporation emerging from bankruptcy Is thereby penallzed by a
heavy tax which would not be levied on a solvent corporation.

Three alternative possible amendments are suggested in this memorandum,
(1) Provide that no increase to the capital-stock-tax value shall be made

because of the issuance, in section 77B reorganizations, of stock in exchange
for debts.

(2) Exempt corporations emerging from section 77B reorganizations from
the capital-stock tax for 2 years.

(3) Permit all corporations to declare a new capital-stock-tax value in 1938.
The .writer has been definitely advised by official of the Bureau of Internal

Revenue that the following rule will be applied to the facts given, and knows of
one instance where it was so applied. The officials rely on the ruling known as
C. 9. T. 4, VXI I. R. B. No. 29, which applies this rule to similar but not iden-
tical facts. The writer believes the rule is wrong even under existing law.

The provisions of the present capital-stock-tax law, section 105 of the Revenue
Act of 1935, as amended by section 401 of the Revenue Act of 1936, impose a
financial burden upon Insolvent corporations reorganized under the provisions of
sections 77 and 77B of the bankruptcy law which necessarily impedes *the
rehabilitation of such corporations and contributes to the defeat of the purpose
and intent of those sections of the bankruptcy law. Under section 601 of ff. R.
9682, the Revenue Act of 1938, as passed by the House, the same result will
follow as under the present law.

Under the present capital-stock-tax law, and that proposed in 11. R. 0682, an
insolvent corporation which Is reorganized and continued under section 77B of
the bankruptcy law by the issuance of stock to its creditors-the stockholders
being wiped out-may be burdened and penalized, as a result of the reorganiza-
tion proceedings, with a large addition to Its original declared value for capital-
stock-tax purposes resulting In excessive and burdensome capital stock taxes
an,, an adjusted declared capital-stock-tax value far beyond its needs. The fore-
going results arise from the fact that the present law and the provisions of
II R. 9082 require adjustments to an original declared value of such a corpora-
tion to be made for transactions which have occurred during a period which may
Include the date of consummation of the reorganization plan and the transactions
by means of which the reorganization under 77B is effected. The situations
referred to, which undoubtedly frequently arise, may be illustrated by the follow-
ing example:

A company, which keeps its books and accounts on a calendar-year basis, was,
during the year preceding June 30, 1936, insolvent in that its liabilities, $35,000,-
000, exceeded Its assets, valued at $8,000,000. During the year preceding June 80,
1930, and until May 1, 1937, the business of A company was operated by a
trustee under court order in proceedings under section 77B of the Bankruptcy
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Act. Having been found to be Insolvent by the court, A company, on May' 1,
1937, was reorganized pursuant to a plan of reorganization approved by the
court, and a result of the plan of reorganization the Interests of the old
stockholders of A company were eliminated, and stock of A company was given
to Its old creditors In extinguishment of their claims.

The present capital-stock-tax law-the provisions of U. R. 9682, made no
change, for the periods covered by 1I. I. 9632, in the matters referred to-
required each corporation carrying on or doing business for any part of the year
preceding June 30, 1930, to declare a value for Its capital stock and pay a tax
thereon. Subsection (f) of the law provided that the declaration of value on
any June 30 should be as of the close of the last Income-tax taxable year ending
prior to June 30. Since A company was not carrying on or doing business during
the year preceding June 30, 1936-its assets and business being in tile hands of
a trustee-A company was not subject to a capital-stock tax for the year ending
June 30, 1936, and was not require(] to (leclare a value on that (late for Its capital
stock.

Since A company was engaged in business from May 1 to June 30, 1931, it was
required to declare a value for its capital stock on the latter (late, such value
being declared as of December 31, 1930. In order to avoid possible excess-profits
taxes with respect to the calendar year 1937, it was necessary for A company
to declare a value on June 30, 1937, which was at least 10 times its expected
earnings for that year. Accordingly, A company declared a value of $10,000,000
for Its capital stock in its return for the year ending June 30, 1937.

The capital-stock-tax law requires adjustments to be made to the original
declared value for each income-tax taxable year included in the period from
the (late as of which the original declared value was declared to the close of Its
last Income-tax taxable year ending at or prior to the close of the June 30 for
which subsequent capital stock taxes are Imposed. In the case of A company,
the period thus prescribed by law for adjustments to its June 30, 1937, declared
value is the period from December 31, 1936, to December 31, 1937.

The capital-stock-tax law requires an adjustment to the original declared value,
or the periods mentioned above, for various Items, including an addition of
"tile cash and fair market value of property paid in for stock or shares." This
provision, as construed by the Bureau of Internal Revenue, would require A
company to add on June 30, 1938, to Its original declared value of $10,000,000 the
sum of $35,000,000, representing the fact amount of creditors' claims which were
satisfied by the issuance of A company stock. This addition will result in an
Increased capital-stock tax to A company for June 30, 1938, and for each year
thereafter until It Is permitted to redeclare all original value for its capital
stock of $35,000.

The present capital-stock-tax law-and that contained in 1T. R. 9682-as ap-
plied to a corporation which Is found to be insolvent by time court and reorganized
under 77B of the bankruptcy law produces the results indicated above of bur-
dening such a reorganized company with an enormous adjusted declared value
for its capital stock which is entirely disproportionate to its needs. The resulting
large ado!tional capital-stock tax imposes a severe financial burden upon the
reorganized company. The provisions of the present capital-stock-tax law and
of H. R. 9682 nullify to a great extent the intent and purpose of the bankruptcy
proceedings-to relieve a corporation of past obligations and to afford a basis
for profitable operations in the future. That the foregoing capital-stock tax
results are Inequitable may be Illustrated by the fact that if A company, in the
example given above, had postponed the consummation of its reorganization
plan until July 2, 1937-its first value for capital-stock-tax purposes would be
declared on June 30, 1938, as of December 31, 1937, and no adjustment to such
value as a result of the reorganization in July 1937 would he required in a later
yoar. The time of consummation of a reorganization plan under 77B should
not be determinative of severe tax burdens.

Congress, in the past, has recognized the fact that Insolvent and bankrupt
corporations should be given a "breathing spell" before being subjected to severe
tax burdens. Section 14 (d) (2) of the Revenue Act of 1936 provides that
domestic corporations which for any portion of the taxable year-are in bank-
ruptcy under the laws of the United States or are insolvent and in receivership
in court proceedings shall not be subject to the surtax on undistributed profits
for such year. The report of the Senate Committee on Finance (No. 2150, 74th
Cong., 2d sess., pp. 14-15) with respect to this provision of the Revenue Act of
1936, commented as follows: .
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"The committee proposal specifically exempts the corporation in this situation
from the undistributed-profits surtax for Its entire taxable year even If it is
bankrupt or in receivership for only a part of the taxable year. This proposal
is founded on the principle that If a corporation goes into bankruptcy or
receivership after Its taxable year has started, it Is so weak that an undis-
tributed-profits surtax ought not. to be or cannot be imposed upon it. Similarly,
If it comes out of bankrul)tcy or receivership during its taxable year, it should
be allowed to operate free of such tax during the remainder of the year in order
to recover its strength."

The present capital-stock-tax law and the provisions of H. R. 9682 result,
as illustrated in the situations referred to above, In the inposition of a capital-
stock tax on reorganized corporations In excess of that imiosed on coriporations
with capital assets of the same value and engaged In the same line of business.
The capital assets of an insolvent corporation reorganized under 7711 are not
Increased by the reorganization proceedings, since the extinguishiuent of the
creditors' claims by the Issuance of stock does not furnish the reorganized
company with additional working capital. The operation of the present law
and 11. It. 9kS2 is to penalize such a reorganized c npaiy, as (conipared with Its
competitors, solely as a result of the reorganization proceedings, although it has
been recognized that such a reorganized company sl1ould be permitted "to re-
cover its strength." The present and proposed laws in effect impose a discrhni-
natory capital levy on such corporations.

Since the successful rehabilitation of an Insolvent corporation which has been
reorganized under section 77 or 7711 of the bankruptcy law depends upon a mini-
mum of taxes and other charges during the first few years subsequent to its
reorganization, It would seem desirable to exeml)t such a corloratlon from
capital stock taxes during the first 2 years subsequent to its reorganization.
This period of rehabilitation would permit such a corporations "to recover its
strength" and would permit the officers and directors of such a corporation an
opportunity to more nearly estimate the probable earnings of the corporation
for the future and thus more accurately determine a value for future capital-
stock-tax purposes. Although such legislative action Is desirable, it is recognized
that from the standpoint of the administration of the revenue laws such corpora-
tdons which may have been previously subjected to a capital-stock tax should
not be entitled to a refund thereof.

Remedial capital-stock-tax legislation should be enacted which will operate
so as to (1) relieve corporations which have been reorganized under section
77 or 77B of the bankruptcy law and have declared an original value for their
capital stock, and (2) afford relief to corporations which may be reorganized
under section 77 or 7713 of the bankruptcy law In the future.

Three alternative amendments to the present capital-stock-tax law and/or
1I. It. 9682 are suggested :

(1) The following provisions would permit insolvent corporations reorganized
under section 77 or 77B of the bankruptcy law a 2-year period of exemption
from capital-stock taxes subsequent to the date of reorganization.

(a) Amend section 105 of the Revenue Act of 1935, as amended, by Inserting
as an additional provision In subsection (e) thereof the following:

"(3) To any domestic corporation which was insolvent and reorganized in
banknptcy under the laws of the United States until June 30 of the third year
following the (late of such reorganization. The exemption provided by this
paragraph, however, shall be applicable only with respect to the year ending
June 30, 1938."

(b) Amend section 601 of 1-. R. 9682 by inserting as an additional provision
In subsection (c) thereof the following:

"(3) To any domestic corporation which is Insolvent and reorganized Ii bank-
ruptcy under the laws of the United States until June 30, of the third year
following the date of such reorganization."

(2) The following provisions would permit all corporations to redeclare
n original value for their capital stock on June 30, 1938, and would remedy

the burdensome and discriminatory taxes on insolvent reorganized corporations
as a result of the adjustments required under the present law:

(a) Amend section 601 of H. It. 9682 by striking out "June 30, 1939" whereever
It appears and inserting In lieu thereof "June 30, 1938," and by striking out in
subsection (h) thereof "June 30, 1938," and Inserting In lieu thereof "June
80, 1937."

(b) Further amend section 301 of 11. I. 9682 by inserting as a final
clause in the first sentence in subsection (f) (4) thereof the following: "Pro-
vided, however, That no adjustment shall be made by a domestic corporation
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which was insolvent and reorganized in bankruptcy under the laws of the United
States as a result of the issuance of Its stock or shares in exchange for or in
satisfaction of claims of creditors In connection with such reorganization."

(3) The following provisions would wake no change in the present capital-
stock-tax law and that contained in It. R. 682 except to relieve insolvent
corporations reorganized under section 77 or 77B of the bankruptcy law from
the burdensome adjustments to original declared value now provided by those
laws:

(a) Amend section 105 of the Revenue Act of 1935, as amended by inserting as
a fluial clause In the second sentence of subsection (f) thereof the foliowlbg:
"Provided, however, That no adJustlmnt with respect to its adjusted declared
value for tie year ending June 30, 1938 shall be made to its original declared
value by a domestic corporation which was insolvent and reorganized in bank-
ruptcy under the laws of the United States, and which declared an original value
for its capital stock under this section for the year ending June 30, 1930, or
June 30, 1937, as a result of the issuance of its stock or shares in exchange for
or in satisfaction of claims of creditors in connection with such reorganization."

(b) Amend section 601 of H. R. 9682 by inserting as a final clause in the
first sentence in subsection (f) (4) thereof tie following: "Provided, however,
That no adjustment shall be nmade by a domestic corporation which was in-
,olvent ai1(i reorganized in bankruptcy under the laws of tie United States as

a result of the issuance of its stock or shares in exchange for or in satisfaction
of claims of creditors in connection with such reorganization."

The CHIAIRMAN. Mr. McFarland, we are very glad you brought this
matter to our attention, and if you will leave your brief here it will
receive the consideration of the committee.

Mir. McFnRLAD. Thank you, sir.
The CHAIRMA N. I can assure you of that..
Mr. MICFARLAND. Thank you.

STATEMENT OF HON. ROBERT L. OWEN, WASHINGTON, D. C.

The CHQIRMAN. Senator Owen, have you a stiggestion that yolt
want to make to the committee?

Mr. OwEN. Mr. Chairman and gentlemen*of the committee, I rep-
resent the class of attorneys who take very difficult cases that take a
good many years to work out, on a contingent basis, and I am calling
attention to the present law which seeks in the event of a collection
in a case which has taken many years at great expense to bring to a
conclusion, if the collection takes place in particular year, it will be
subject to a surtax of 75 percent outside of the State tax and the
attorneys will be deprived of a reasonable reward for the lawful
pursuit of it during many years.

The provision as I have drafted or drawn it shows the extreme
difficulty of changing the higher schedule. That cannot be done.
So that the only way to rovile equitable relief would be to provide
that the amount collected should have those higher schedules apply
only upon a portion of the amount collected, with a deduction for a
period of years in excess of 2 years. I thought that a 10-percent
reduction of the amount collected for the services in excess of 2
years up to not exceeding 9 years, so that the amount would be 30
percent upon which they would pay the tax rather than the higher
amount, would be fair.

I think that the Government representatives in the Treasury De-
partment recognize that there is equity there that ought to be pro-
vided for, but it is somewhat difficult to provide the exact terms which
would meet the necessity. But I have written a short letter which:
explains my views with regard to the matter, and I have a copy of it
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placed before each of the members of the committee, and I would ask
if they would be good enough to read it.

The CIATRMAN. I asked Dr. Magill the other day to talk to you
about this matter. Did you have a conference with him?

Mr. Owz;. I was unable to see Dr. Magill, but I shall be glad to
follow it up and see him at some convenient moment before this
matter is disposed of.

The CHAIRMAN. Well, thank you very much, Senator. Was that
all you desired to say?

Mr. OwmN. That is all I wish to say.
The CHAIRIMAN. Thank you very much.
(The letter submitted by Senator Owen is as follows:)

lion. PAT HARRISON,
Chairman, 8enatc Finance Comnittee, W1'a8hington, D. C.

bl .% Mn. CHInMAN: The proposed item relating to earned, professional, legal
fees on a contingent basis is Intended to do equity both to the citizen and to
the Government.

It Is well known that attorneys are invited in cases of exceptional diffi-
culty, involving long periods of time, to take contingent fees to cover their

expenses. There are years of labor in bringing difficult cases to a conclusion.
Some of these cases run from 2 years up to 20 years. To assess the recovery
by the Federal Government up to 75 percent under the higher schedules is

grossly unfair to the attorneys because In some States there is a further addi-
tional tax levied. Out of the remainder must come the large expenses to be

reimbursed to the attorneys who have been compelled to incur heavy expense

In the prosecution of such cases.
It seems to be impractical to find any relief through suggesting changes in

the rate of the higher taxes imposed and which are supposed to apply, and

do apply generally, to annual incomes not earned but arising from huge capital

investments. These higher taxes are Imposed on the theory of capacity to
pay without inflicting any inequity upon those who have the capacity to pay

from annual income going into large figures. This theory of capacity to pay
does not apply to earned, professional, legal income based on contingent con-

tracts. The amendment proposed does no Injustice to the United States

Government and will protect the reasonable equity of the attorneys who come

within the scope of this proposed amendment. A fee of 30 percent to the

Government on such earned, professional, legal fees seems fair alike to the

Government and to the attorneys. If the committee deems 30 percent of the

recovery too small an amount to be paid, it is suggested that the committee

can raise this percentage to what seems to the committee equitable and just.

But there can be no denial that a failure of the committee to protect such

attorneys leaves them subjected to a serious inequity and injustice under

existing law.
For these reasons we respectfully pray for such equitable relief as the

committee may find equitable and just.
Yours very respectfully, RoBERT La. OWEN.

STATEMENT OF ROBERT N. MILLER, WASHINGTON, D. C., COM-

MITTEE ON FEDERAL TAXATION, AMERICAN BAR ASSO-

CIATION

The CHAUIMAN. Mr. Robert N. Miller, Washington, D. C., repre-

senting the commllfittee on Federal taxation, American Bar Association.
Have you a brief there?

Mr. MiLLEIR. Yes, sir; but there are some things that I would like
to say concisely.

The CHARMAN. All right.
Mr. MILLn. I am appearing for the American Bar Associti,

since the American Bar Association has definitely acted on these rec-

ommendations of this committee of which I am chairman.
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The association believes that the present provisions regarding limn-
itations of capital losses are so unfair and ill-adjusted that they tend
to bring the tax law into disrepute and thus diminish its productivity.
What we recommend is that there should be no limitations on the
deduction of losses that do not exactly match or correspond to the
limitations on capital gains.

We believe that these present provisions hinder the flow of needed
new capital in business and that the recently proposed changes in
the present bill niiake the situation worse, as I will show in a moment.

I will not rel)eat the arguments that have been made there, blut we
would like very mch for the committee to consider as a typical case
a small-business man who owns his own place of business and has
invested $50,000 in it. Suppose, in the comse of a year, lie makes
$5,000 operating income, but decides to sell his )lace of business and
operate in rented quarters for a while, and on that sale he loses $5,000.

Now, he knows he started the year with $50,000 and lie finished
with a net worth of $50,000, and nobody can tell him, because it would
be untrue, that lie ma(e money that year.

But the IUited States Government says that lie made $3,000. He
knows the United States Goverinent is wrong. Wheni he asks iWhy
that is, lie finds that the Government has no reason except that, need-
ing money, it has seized upon this arbitrary limitation which penalizes
losers.

If lie thinks of putting any more money into that business, lie
knows that this is a one-sided kind of thiing, and lie acts accordingly.

I said a minute ago that the provisions of the new bill make this
worse rather than better. As you know, under existing law, a man
who has capital gains and capital losses has the right to offset
against those capital gains all his capital losses. But the new bill
has an arbitrary two-class arrangement. That is, capital gains are
divided into two classes, short term and long term,. Capital losses
are divided similarly, and this further limits the losses because
short-term gains are the only gains that short-term losses can be
offset against and so on. That shows how narrowing the effect
and how much worse the new law is even than what we have.

Moving along to the next recommendation of the association, as
has been said by "Mr. Davidson, the bar association, after careful
consideration, recommends, with reference to personal holding coin-
p anies and the undistributed-profits tax imposed on them that they
be permitted to liquidate without the recognition of gain or loss, if
liquidation is effected within some limited time. Without going
into detail, I will state why, in the judgment of the association, such
liq dation is in the Government's interest.

Liq uidation now is prevented in a great many cases by the fact
thatliquidation will result in taxable income, and at high individual
rates the taxpayer is worse off if he liquidates than if he keeps on
going.

If the Government really wants the corporate structure simplified
it seems perfectly plain that it should not penalize the processes ol
simplification. if the definition of a personal holding company that
appears on the law, covered only situations where .ax-conscious
individuals have been selfishly manipulating a holding company and
so "gettig away with murder," ats we. might say, the.9itulatiom wuld
be quite different from what it is; but, as some of the other gentle-
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men have said, that is not the case. That definition is phrased so
broadly as to cover a great many companies established and used
only for absolutely legitimate nontax purposes, outside any shadow
of suspicion, and they become innocent victims of the law.

Suppose a man owning all the stock of a small industrial corpora-
tion (lies and lie wants it to go on, and lie leaves it to his five children.
Those live children are scattered all over the United States, and it
is a natural thing, in order to see that the business continues with
consistent management, to put all the stock into a holding company.
They may have done that 10 years ago just for that reason. Sul-

denly they find themselves, in spite of the utter innocence of their
intention, subject to an additional tax at the rate of 75 percent of all
the income that they are not able to distribute, and they are equally
unable to get rid of that situation-that is, to undo the establishment
of that holding company and just get back to where they were--
because they have to pay a high income tax on the liquidation.
The simplest illustration I can think of is this: Suppose a law-

abiding citizen is standing on the sidewalk, where he has a right to
be, an('!a policeman comes along and says, "I am going to shoot you
because you are standing on that sidewalk, but if you get off the
sidewalk I am going to shoot you for getting off." lhat is just
exactly what we have got here.

It p ays our Government to avoid being unreasonable. Our com-
mittee finds that there are very few people--even people well in-
formed in the tax field-who realize that about 85 percent of our
income taxes are collected automatically by the voluntary action of
income-tax payers, 85 percent of which is coming in because the tax-
payer wants to pay his taxes.

That is vitally important in drawing a tax bill, and it is )ossible
we are forgetting it. It shows that the Government now possesses
something that it cannot afford to lose, a perfectly remarkable habit
of voluntary compliance among its income-tax payers.

We are inclined to think that the attitude of our income taxpayers
may be the best in the world. The American taxpayer may not like
to comply with income taxes, but the figures we have prove that they
do comply in the main, and hardly anything could be worse for the
Government in the tax law today than anything that threatens the
continuance of that habit.

Now, 85 percent of the income-tax dollars, as I say, come right in
just because the taxpayer senolds them in and reports them on a return.
How about the other 15 percent?

That other 15 percent is collected mainly by deficiency letters, called
90-day letters. In those deficiency letters it is relatively rare for the
Government to claim that the deficiency was due to intent to evade-
that is, to put the 50-percent penalty on them. Most of those are due
to time ordinary difficulties of the law, construction difficulties, valu-
ation questions-perfectly honest bona fide disputes.

That shows that the really ill-disposed taxpayers represent only a
small percentage of the 15 percent, and the point of that is, I think,
)retty important, and our committee thinks so. If we compare the

number of dollars that we get from the people who intend to comply,
and that very small relative amount which the Government gets by
main force from the noncompliers, it is easy to see which is the big
thing to watch, which one we must take care of at all events.

REVE-,NUE4 ACT OF 1938294
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Members of our committee have in time past carried heavy resplon-
sibilities on the Government's side-soe in the Departmelt of Jus-
tice, some in the Treasury Department. We are convinced from that
and other experience, as well as from what we read, that our Govern-
ment's present problem of dealing at arm's length with the very small
)ercentage of noncomplying taxpayers who are now met with, is hard

enough h; but to collect by force from any large body of taxpayers
would be a very difficult thing. We di iot know of any gove-rimient
that for any substantial lengtl of time has been able to get much of
its revenue'by that means. Tie( way to avoid destroying the praise nt
attitude of taxpayers is to avoid provisions of law which are n fair.

I turn now to speak of a matter which arises in comection with
settlements, compromises, and reorganizations Wnder section 77B of
the Bankruptcy Act. It has been more and more evidence for the
last year that "a peculiar phase of the income tax is greatly inter-
fering with reorganizations under that act. Almost every compro-
mise under the Bankruptcy Act, of course, involves the scaling down
of debts. But the scaling down of a debt, under the income-tax law,
is under certain circumstances held to invohe taxable income to the
corporation that gets its debt scaled down. In bankruptcy reorgan-
izations, therefore, this perfectly horrible result not. in frequently
occurs: If creditors agree to a scaling down of the debts, in the ho)e
that the business may continue and pay off the remaining percentage
of debt, the very fact of scaling down is lel(l to create some new
income, with a resulting new amount of income tax, which has to be
immediately paid to the Government as a l)referred creditor.

The creditors are discouraged from re( ucing their debts, because
the embarrassed corporation thereby loses in tax to the Federal Gov-
ernnment a part of the existing assets-to pay a nev debt to the Gov-
ernment actually created by the scaling down.

'hat has been recognized in a provision that has already been
passed in the bankruptcy bill by the House. Our recommenda-
tion-

Senator CONNALLY. May I ask a question? For instance, if they
had $100,000 and they would scale it down to $50,000, the Treasury
Department would take the position that they are that much better
off by that scaling down?

Mr. MirxR. es. The Treasury men are quite familiar with it,
and it happens over and over again. The technical end of it is that
if any net worth remains when there is a scaling down, the extent of
that is income.

Senator CONNALLY. What do you mean? Take the case I gave,
where they had $100,000 of debts and they made a composition for
$50,000.

Mr. MILLER. If there would be anything left for the stockholders,
then, that is income and is held to be income, and the Treasury defi-
nitely feels that under the existing law they cannot help but I)ut in a
preferred claim for that tax.

Senator VANDENBERG. The amount of the excess is taxable income?
Mr. MILLE t. The amount of tile excess is taxable income. And I

have received letters, as chairman of the committee-letters received
during the past year from Boston and from various other places--
calling attention'to the fact that creditors simply (lid not feel that
they could agree to compositions because the Government comes in

5-1885-38-20
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and puts in a new special preferred claim based on the composition
That, we think, properly belongs in the bankruptcy bill, because it

rests on the considerations on which bankruptcy bills are rested; but
we think that this committee ought to have an interest in it and that
there ought to be a cross-reference, so that it will be visible in this bill.

There remain only these two small things that I ought to take
time for, and then I will quit. The subcommittee of the Committee
on Ways and Mleans in its report recommended a provision that does
not amount to a great deal in money either way, but the bar associa-
tion for 2 years has felt that to straighten it out would help the good
will of the taxpayer. This is the situation where if a man, not being
in business, earns $500, and he has to spend something to collect it.
if he has to have a lawsuit, for instance. The recommendation was
that a deduction be allowed for what it cost him to get it.

You can see that it is a terribly unfair thing if I merely have a
claim for $500, and I cannot get it, without spending $100, I ought not
to be taxed on anything but what I get.

That did not appear in the bill as it was passed by the House,
although recommended by the Hiouse sl)committee. We don't know
why it did not, but we ask your consideration of it.

There are two new provisions having to do with administration in
this bill that we heartily approve. One of them has to do with con-
sents in transferee cases, and the other has to do with the finding of
overassessments and overpayments by the Board of Tax Appeals, I
won't elaborate on those. The other matters in our report I won't.
take up orally.

(Mr. filler submitted the following brief:)

BEFORE TiE FINANCE COMMITTEEi OF THE UNITED STA'1FA SENATE

RLCOMMENDATIONS OF THE AMERICAN BAI ASSOCIATION PRESENTED BY ITS CO0MMITrE
OF FEDERAL TAXATION TO THlE SEVENTY-FIFTHT CONGRESS, THIRD SESSION

WASHINOTON, D. C., March 18, 1938.

To the Chairman and Members of the Finance Comm ittee of the United Statee
Senate.

GENTLEMEN: We respectfully offer herewith some specific comments regarding
the pending revenue bill, H. I. 9082, based on directions given to this committee
by the American Bar Association.

This Committee's work In the Federal taxation field, covering a period of
more than fourteen years, has been directed mainly to the kind of tax questions
which lawyers know most about from their daily professional experience-
problems of administration, and problems affecting the actual productivity of
the tax laws. Our object, like yours, Is to promote the enactment of laws which
In practice will work to the Government's best advantage. Since a tax law
must be well adapted to administration if Its actual productivity is to be main-
tained, this Committee is convinced that great practical importance attaches to
efforts of this kind In the adjective field. We are content to leave questions of
Aubstantive taxing policy to be dealt with by those who have had special experi-
ence In that field.

Among the features of the pending tax bill, to which your favorable attention
Is invited, are the following:

1. ESTATE TAX RATES

Section 501, relating to the Estate Tax, which makes for sirmplification by
substituting a single rate schedule for the two complicated schedules which
under existing law have to be consulted In order to calculate the estate tax.
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2. OVnIPAYIENTS IN BOARD OF TAX APPEALS

The feature of Section 807 which makes clear that the Board of Tax Appeals
has power to adjudicate refund of amounts paid after the mailing of the notice of
deficiency, as well as amounts ail previous to that time.

'. CONTENT AGUIE MENTH WITH! TRANSFER airr

Section 311 (b) (4), making it clear that consents waiving the statute of
limitations may be entered into between the Government and a transferee, as
well as between the Government and a taxpayer.

Features of the pending bill which tile Association oP)OSes are:

4. ECTION 117 (D), REOARDING TIIM LIMITATION OF CAPITAL LOSSES

This section continues in effect-and even enlarges-a provision which operates
agv *lst the interest of 'the United States as well as the Interest of taxpayers.
t70% existing law, although ga(ns from capital assets (as well as gains from
ev ry other possible source) must be included for taxation, the deduction of
losses Is denied except to a limited extent specifled in Section 117 (d). This
lack of balance is bad for the Government, because it confuses taxpayers by
deviating from settled accounting practices under which it would be wrong for a
taxpayer to disregard any part of ally capital loss sustained; and because whole-
some Incomne-producing enterprise is frozen by nny system which discourages
the taking of risks, by putting especially heavy tax burdens on those who lose.
It gives tile act a "heads I will, tails you lose" flavor, which inevitably diminishes
respect for tile act to an important extent; this is serious, because the pro-
ductivity of a law is adversely affected by such diminishing respect.

Tile present law allows deductions for capital losses only to tile extent of
$2.000 plus the capital gains--this arbitrary limitation of losses (without ally
corresponding limitation of gains) applying both to corporations and to indi-
viduals. Tile proposed law Is tile same as tIle old for corporations, but Is still
more grasping ill tile cases of individuals, as to whom it divides capital losses
into classes-short-term capital losses and long-term capital losses-nd further
provides that short-term capital losses shall he allowed only to tile extent of
such capital gains, while long-term capital losses shall be allowed only to the
extent of $2,000 plus long-term capital gains. Clearly this division Into two
classes restricts tile allowance of capital losses even more harshly than ruider
existing law, by preventing even tile offsettip of long-term capital losses against
short-term capital gains, and vice versa.

No adequate excuse has ever been offered for arbitrary limitation on the
deduction of losses except that by this. one-sided limitation tile Government gets
more money.
This is a short-sighted view, Just as a merchant Is short-sighted who tem-

porarily Increases his gains by ungenerous treatment of Iis customers. Ill the
long run the Government gets maximum revenues by avoiding any tMint of
unreasonableness or overreaching in its tax laws.

The effect of these arbitrary loss limitations is that income tax rates which
are high even when applied only to properly-defined "Iet income" are actually
applied to a figure that Is nearer pross income than net Income (in spite of tile
fact that in tile law it Is called "net income") and the results are oppressive.
Tile sense of injustice necessarily produced In taxpayers by provisions of law
which have been thrown out of balance by the Government's desire to get
money, Is further Injurious to the revenue because it sets a bad example to
taxpayers. Extreme procedures by the Government tend to produce extreme
procedures by taxpayers, however true It may be tlhaft, morally, a citizen ought
to rise above his government's example. We are dealing with human nature,
which is Imitative, and Is also very Nensltive to injustice.

The existing limitations on loss deductions, here criticized, are further a(cen-
tuated in their severity by the proposed changes in Section 23 (g) of tile bill.
Hitherto such limitations have applied only when losses were realized by sale--
not In case of deductions for worthleszess of assets, and taxpayers have not
been subjecte4, to tile conaplailned-of injustice in that'fleld. For the stated rea-
son of securing uniformity, it is now proposed to extend the rule to a new
field, by applying tie limitation to losses based o worthlessness of securities.
'This increases the tax liability of some taxpayers, and so Increases the yield,
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but accentuates an already bad situation. Like the other loss limitations, It-
tends to destroy the Government's valuable good will, and, therefore, we be-
lieve, does the Government greater harm than good. In several cases, its ap-
plication causes injustice so severe that it tends to destroy the earning power
of taxpayers, also to the disadvantage of the revenue.

The Bar Association's resolution with reference to this matter is as follows:
"Resolved, That the American Bar Association recommends to the Congress

that section 117 of the Revenue Act of 1936 be amended by repealing subdivi-
sion (d) thereof which places an arbitrary limitation on the deduction of
capital losses and that the Association's Committee on Federal Taxation is:
directed to urge such action upon the proper committees of the Congress."

5. SECTION 802, REQUIRING LAWYERS TO MAKE RETURNS TO TIIS GOVERNMENT
REGARDING CERTAIN BUSINESS MATMas or TEIR CLIENTS

This section repeats the unwise provision of Section 340 of the Revenue-
Act of 1936 added by the Revenue Act of 1937, requiring information returns-
from lawyers as to the organization or reorganization of foreign corporations,
whether or not the purpose is related to taxation.

As a rough illustration of the nature of the harm this does to the
Government's Interest, consider the proprietor of a department store who
Is greatly outraged at the depredations of occasional shoplifters. lie Is
Justified, of course, in resenting this loss, but if iln order to stop it completely
he issued a regulation that every customer leaving the store must be searched,
he would be doing himself more harm than good. In fact, a wise proprietor
would not do anything whatever which he knew would Inconvenience his best
customers. In the same way, in the taxation field, a provision which is effective
to accomplish one entirely proper purpose may do harm out of all proportion
to the importance of the original purpose. An example of such a provision is
Section 802.

It Is designed to help the Bureau stop the practices of a very small group
of persons who peddle tax schemes, mostly In a few of the larger cities. By
this provision, which In effect requires that every lawyer In the United States,
wherever located, shall ask himself every thirty days whether he has given
any advice with reference to the organization or reorganization of a foreign cor-
poration and that he shall make a return whether his advice had anything
to do with taxation or not, the Government puts an unreasonable burden on
thousands of lawyers, who are naturally disturbed by governmental attempt
to force them to violate their obligation of preserving the confidence of any
law-abiding client-particularly when the measure Is Inept even for its intended
purpose.

It also has the injurious effect of advertising to a wide group of citizens,
not especially interested in tax-saving schemes, the fact that there are clever
schemes which other people are utilizing; it Invites their close attention to the
possIbilities of tax avoidance through the organization or reorganization of
foreign corporations. The Government's action might be compared to that of a
man who in complaining that his house has been robbed advertises to the whole
world that it contains very valuable treasures and is easy to break into.

Letters received from Association members show strong sentiment against
the provision. We approve its purpose-to get information for the Treasury-
but believe that the attempt to accomplish the purpose by this method is un-
necessary and inadvisable. The Government can get this information directly
and simply by requiring the taxpayers themselves, in the return forms, to answer
definite questions with reference to such matters as would be disclosed by the
returns filed by lawyers under Section 802. Such direct questions in regular
return forms have never yet been tried; they furnish the most appropriate and
effective method of inquiry. Further, Sections 838 and 339 of the Reyenue Act
of 1930, added by Section 201 of the Revenue Act of 1937, and similar provisions
in the proposed bill, provide for returns by officers, directors, and sharcholders,
which returns will inform the Treasury from still other sources.

Section 802 ts aimed at an almost infinitesimal group; the heavy burden
which it puts upon the entire bar of the United States seems especially unrea-
sonable, considering that no attempt has been made to accomplish the result by

-the direct and simple method mentioned above. The section Is objectionable in
that It assumes that It is right for the Government to destroy the confidential
relation which has existed between lawyer and client for hundreds of years.
The canon of legal ethics which forbids the lawyer, without the client's consent,
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to disclose facts which he learned by reason of his employment as a lawyer is
founded on sound public policy-that a citizen engaged in a wholly lawful
pursuit may use the services of an attorney at law knowing that the lawyer
will not disclose facts relating to the work so confided to him.

The probable effect of this provision is that clients will tend to employ foreign
lawyers, who need not make returns; this makes the situation more difficult for
the Government by encouraging operations outside Ilt Jurisdiction.

Suggestions are already being made by Government men that the last sentence
in the section-

"Nothing in this section shall be construed to require the divulging of
privileged communications between attorney and client."
does not protect the attorney from having to disclose facts as to the organiza-
tion of all foreign corporations wit' respect to which lie has been called upon
for advice, even though the lawye,'t aforniation came to him solely because he
was acting as an attorney.

Section 802 deserves especially serious attention, not as tax legislation, but
because it may prove an entering wedge in governmental attempts to require
lawyers to make periodical reports as to their clients' business affairs gener-
ally, as a substitute for the Government's getting necessary information direct
from the client. It is difficult to believe that it would have appeared In the law
if the proposals had received tjatdsg~r 0 on!;siideratIon which is usually given
to any suggested revolutionary departure' long-settled policies. A law,
which makes it inecossary for every citizen to Ohy to himself: "I can safely
confide In many peoplee, but what my lawyier knows Jll be promptly known to
,my competitors and to the whole world," should in the opipion of this Committee
be stricken at'the first opportunit-'from the statutes of a'ree country.

The llar."Assoelatlon recommends to the Congres that", tills provision be
removed tjom the law, anlin def Ibjt of rejeal of the whole provision, that it
be amended so that nd inciber o the Uar shall be require to make any
-returng thereunder..,

ThojAssoclationfurther reconmu nds that the following provlonos be Incor-
poratQ4 in the pending. bilL, 'tic Assoclation ha adopted the following resolu-
tions8,iwhich are printed wtt. w recorendatlon

Wad wtm nt envpantilg whi; each re~inainis

0. AD~ITEmENcl WUSNESS C c0T§1 OF' ltT INCOME

Paolved, That thid ( ,-, tthro '. Taxain be authoriztl, it connee-
tion With incomn6tax legifl alion, to n ovolto' the principle of adher~g as closely
as prslble to tM6 concept. of net Inhine Plhieh has been develolpd by settled
business practlce. , 4t A

Durlik the past 10 years, the vatllps adn*istrap6ns in poiy~r from time to
time haf so allowed themselves to 'be Influ#mcef~by the dete to make the
income tmiX immediately produce motk xonei fliat what now called "net
income" lin'tm tax laws has very llttIclation to the mea hg of that term as
developed bf;,Qommon businpsg sei9dtd practice. To .iJstrate, consider the
%apital loss prd1sions, previously discussed herein. Threw of the well-trained
accountant is tbat% business which makes a million d~tars in its operatlohs and
loses a million dollntq on the sale of capital q#Wi,has not In the net made
anything during the yef contrastt, e tax laws which give full effect
to the gains and only a veryilW to losses in determining net income,
are so obviously out of line with reality as to place a severe handicap on any
administrative official or group who must assume the duty of collecting the tax.

Such hampering defects in our existing tax laws are not ascribable to any one
political party, We refer to them in this statement in the hope that our tax
laws will be made to better serve their purpose.. Revision of tax-legislation
has too often been delayed on the general assumption tlt existing inequities
are hmjarlous only to the taxpayers involved, and that the Government has little
pmcunlary interest in correcting them. The observation of this Committee leads
it to conclude that this view, while superficially plausible, is unsound.

7. OANCELLATIO OR 0FORGIVENESS OF INDWETEDNESS AS INCOME; nEOROANIZATIONS
UNDER SEOTON 7713

Resolved, That the American Bar Association recommends to the Congress
that Section 77B of the Bankruptcy Act be amended by adding a new sub-
section (q) in order to preclude the treatment of modification, alteration, can-
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cellation or forgiveness of indebtedness as income to the debtor corporation in
reorganization proceedings brought under Section 77B of the Bankruptcy Act,
and that the Association's Committee on Federal Taxation be directed to
cooperate with the Committee on Commercial Law and Bankruptcy in urging
the following proposed amendment or its equivalent in purpose and effect upon
the proper Committees of the Congress:

SEO. 77D. CORPORATE REOROANIZATION8

(q) If the plan of reorganization submitted and approved in accord-
ance with the provisions of this section includes a modification, altera-
tion, cancellation or forgiveness of indebtedness, in whole or in part, by
creditors of the corporation, such modification, alteration, cancellation or
forgiveness of indebtedness shall not be deemed to produce income to
the corporation within the meaning of the applicable revenue laws.

It is further recommended that future revenue acts embody provisions to the
same effect.

The confusion which exists in cases where cancellation or forgiveness of
indebte(lnes occurs by reason of financial difficulties, has been referred to ill
the rel)orts of the Committee on Federal Taxation at the fifty-eighth annual
meeting and at the fifty-ninth annual meeting. As stated in those reports, the
policy of the Bureau of Internal Revenue is, apparently, to treat all cancellations
of indebtedness as income to the extent that the taxpayer has any net worth
after such cancellation. The courts have applied a somewhat broader rule but
the law is still not clear as to precisely what the rule is. Attention has been
called to the bad effects of this uncertainty when reorganization is attempted
tinder Section 77B of the Bankruptcy Act. When creditors are invited to
reduce their claims in such a reorganization, the inducement to such action
Is the hope that the reduced claims may eventually be collectible, because having
preserved a net worth useful in the business, the company may resume profitable
operation. The inducement disappears, however, if the result is merely that
the Federal Government will take the funds with which the company was
expecting to operate. Uncertainty about these matters makes it difficult to
effect t reorganiizations of this type, which are obviously In the public Interest.
The Committee has not arrived at a recommendation which would clear u) the
entire difficulty growing out of all th3 existing uncertainties, but as to settle-
ments under the Bankruptcy Act, it recommends legislation set out at the be-
ginning of this statement to the general effect that any cancellation or forgive-
ness of indeledness in connection with a reorganization carried out under
Section 77B of the Bankruptcy Act shall be deemed not to be productive of
taxable income.

A provision similar in substance to that suggested above is embodied In the
current revision of the Bankruptcy Act (H. R. 80-46) which has been passed
by the House and is now pending In the Senate. We note that during the
hearfigs held by the subcommittee of the Senate Judiciary Committee on 11. R.
806, the representatives, of the Treasury expressed the opinion that such a
provision should be a part of a revenue act rathe than a bankruptcy act. We
do not share this opinion, but in order to avoid confusion, we suggest that a
cross-reference be made in the Revenue Act of 1938 to the provisions of the
new Bankruptcy Act relating to tils subject

Tihe suggestion was also made by the Treasury that where property had been
purchased by issuing obligations, any sealing-down of such obligations should
be reflected hi a lowered cost or basis figure for the property. We submit that
this objection could be easily taken care of by an appropriate amendment in
the section of the Revenue Act dealing with basis for gain or loss purposes.

5. DISTINCTION EmrwETEM REVENUE CONTROVEns1ES AND CONTROVERSIES AS TO
REGULATORY MATERS

Rc8olved, That the Committee on Federal Taxation be directed to oppose
any legislation under which the Board of Tax Appeals or any governmental
agency charged with reviewing the coretness of Treasury tax determinations
would be combined or associated with agencies charged with reviewing determi-
nations by administrative authorities concerned with regulatory laws.



REVENUE ACT OF 18 301
Comment

III connection with many suggestions which have been made, looking to the
formation of a court whose duty it would be to review the findings and con-
cluslons of a variety of administratice agencies, this committee is convinced
that such a court should be given no Jurisdiction affecting the revenue.

It is the Committee's conviction that, in the public interest, revenue questions
and questions arising in governmental regulation-such as the regulation of
business practices, communications, ete.--should be kept apart as far as
possible.

The Committee wishes to point out, first, that the Government necessarily
enjoys far greater powers in respect of summary collection of the revenue
than it enjoys in the scope and method of enforcement of purely regulatory
functions, so that to set tip one reviewing body which would deal both with
taxation matters and with regulatory matters must be against the public in-
terest as tending to retard tie highly important functions regarding the
revenue.

Second, it is vitally important that the Government, in addition to having
a fair system of corrective justice in respect of tax liability, shall have a
system which functions so that the flow of necessary public revenue will move
as swiftly as possible; there must be a very high degree of administrative
cooperation between the Treasury on tIme one hand and any such reviewing
agency as the United States Board of Tax Appeals. If time Treasury's determni-
nations in tax controversies were to ibe reviewed by a mere division of a very
large administrative court, coordination between the court and the Treasury
would necessarily demand the cooperation of the chief justice. The chief
Justice, encumbered with administrative problems not connected with taxation,
and perhaps without expert knowledge of the taxation system, could not pos-
sibly keep so closely in touch with the revenue situation a1s can the Board of
Tax Apepals and its chairman, who have only revenue problems with which
to deal.

Third, the efficiency and trustworthiness of such a reviewing agency depend
almost wholly on the quality of the appointments made to it. The difficulty of
maintaining a personnel of high caliber, able to cominand the respect of the
taxpaying public, would be very much greater if it were merely it division of a
much larger court, acting under a chief justice who might or might not be
well informed as to problems peculiar to the revenue.

A suggestion has come to the attention of the Committee-at this writing no
formal recommendation has been made--that the Court of Claims be invested
with jurisdiction to determine the validity, for limited purposes, of any regula-
tion issued by any administrative agency. The Committee believes that such
a procedure would not be practical in a system of tax administration, and
desires to emphasize the importance of a separate treatment of revenue matters
and regulatory matters. It is worth noting that the Federal Declaratory
Judgment Act was first enacted in general terms, and later amended so as
not to apply to controversies with respect to Federal taxes.

0. NONRECOGNITION OF GAIN Oi LOSS IN TIE DISSOLUTION OF PEIRSONAL HIOLDINO
COMPANIES

Resolved, That the American Bar Association recommends to the Congress
that If the 1937 amendments of the Revenue Act of 1936 concerning personal
holding companies continue in effect, there now be added an amendment allow-
ing the dissolution, within a limited time, of domestic and foreign personal
holding companies without recognition of gain or loss; and that the Committee
on Federal Taxation be therefore directed to urge upon the proper Committees
of the Congress (1) that there be added within Section 112 (b) the following
subdivision, or its equivalent in purpose and effect:

(7) Property Received ipon Complete Liqddation of a Domestic or
Forcign, Personal Holding Vompany. No gain or loss shall be recognized
upon the receipt of property distributed in complete liquidation of a
domestic or foreign personal holding company, provided that such liquida-
tion was completed between December 31, 1930, and December 31, 1938.

and (2) that, accordingly, Section 205 of the Revenue Act of 1937, amending
Section 115 (c) of the Revenue Act of 1930, and Section 337 (h) of the Revenue
Act of 1030, added by section 201 of the Revenue Act of 1937, be repealed. In
the current bill the same designation of the section and subsection are
appropriate.
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Contment

The Revenue Act of 1937 Increases the severity and scope of the tax on the
undistributed net Income of both domestic and foreign personal holding com-
panies, not merely by increasing the rates but by broadening the definition.
Thus, many corporations come within the new delinltlon that were not within
the old. The changes in the law are retroactive, applying to taxable years begin-
ning after December 31, 1930. The Government's purpose In enacting these
provisions would probably be best served by voluntary dissolution of personal
holding companies, a result which will in many cases be achieved. It would be
much more widely achieved, however, If It were not for the fact that stock-
holders of such companies subject themselves to Income taxes, at such dissolu-
tion, If the value of the assets of the dissolved corporation then received by the
several stockholders exceeds the cost of thO stock held by them. This com-
mittee recommends that if the severe rates and broad definition of the Revenue
Act of 1937 with regard to personal holding companies are to remain in effect,
a provision be enacted so that domestic and foreign personal holing companies
call be dissolved, within a certain limited period, without the recognition of gain
or loss.

These holding companies, when organized, were lawful; many of them were
organized without any purpose relating to taxation; many of these comllpanlies
whose purpose is unrelated to taxation have business complications rendering
It dillcult or impossible to (istrlmute all their earnings. Therefore, fairness ts
well as the Government's purpose seems to favor such a nonrecogizig provi-
sioni as a companion to the 1937 legislation.

If legislation is necessary to insure that no step-ull of "basis" would Ihe enjoyed
by the taxpayer in such a non-recognizing liquidation, a few words Inserted In
section 113 will serve.

In connection with what has been said as to the Increase In rate, it is worth
noticing that under the 1937 act the surtax on undistrihuted adjusted net Income
of domestic personal holding companies is iml)osed on amounts In excess of two
thousand dollars at the rate of 75 per centum-this high surtax being In addi-
tion to other income taxes imposed upon the corporation. As one Illustration
of the greatly broadened scope of the definition of personal holding comlipanies,
we direct attention to the provision un(ler which any Individual having partners
is considered, for purposes of "constructive ownership," as owning all stock
owned by all or any of his partners.

10. DEDUCTIONS FROM 0ROSS INCOME; EXPENSE IN PRODUCTION OF INCOME

Rc8olvcd, That the American Bar Association recommends to the Congress
that section 23 of the Revenue Act of 1936 be amended so as to permit the deduc-
tion of all ordinary and necessary expenses incurred in the production of taxable
income whether or not Incurred lit carrying omi a trade or business, aind that the
Committee on Federal Taxation be directed to urge the following proposed
amendment or Its equivalent in purpose and effect upon the proper committees
of the Congress:

Section 23. Deductions from Gross Income.
In computig net income there shall be allowed as deductions:
(a) Expenses.-All the ordinary and necessary expenses paid or In-

curred during the taxable year Il carrying on any trade or business or
for the production of income required to be included in gro88 income
under thi.8 title, icluding a reasonable allowance for salaries or other
compensation for personal services actually rendered; traveling expenses
(including the entire amount expended for meals and lodging) while
away from home in the pursuit of a trade or business or for the produc-
tion of income required to be included in gross inconic under this title
and rentals or other payments required to be made as a condition to
the conthtued use or possession, for purposes of the trade or business,
or for the production of income required to be included in gross income
under this title, of property to which the taxpayer has not taken or is not
taking title or In which he has no equity. [New matter In Italics.]

In the pending bill, the same section designation is appropriate.
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aormcn t

Under the general provisions of Section 23 (a) of the Revenue Act of 1036,
expenses are deductible only if paid or incurred "In carrying on any trade or
business." Questions constantly arise under this provision as to the deducti-
bility of ordinary and necessary expenses incurred in the production of taxable
income, but which it is difficult to show were incurred "in carrying on tiny trade
or business." In determining net Income it seems that the expenses of produc-
ing the Income should be deductible whether or not tit' taxpayer may be
regarded as carrying on a trade or business.

We note that the Subcommittee on Internal Revenue Taxation of the House
Ways and Means Committee at page 40 of its report says:

"Your subcommittee believes that a taxpayer should be granted a
reasonable deduction for the direct expenses he has incurred in connection
with his income. Under the present law, section 23 (a) of the Revenue
Act of 1036, some expenses attributable to the collection or production
of taxable income are not permitted as deductions because tile statute
limits deductible expenses to those incurred in carrying on a trade
or business. Thus i taxpayer cannot deduct fees and expenses paid in
litigation for moneys which are inicludible in gross Income but which are
not received in connection with a trade or business. In order that net
Income be more e(iuitably ascertained, your subcommittee recommends
(Recommendation No. 33) that section 23 of the Revenue Act of 1936 be
amended so as expressly to include as deductible items all expenses not at
present deductible, which are immediately and directly incurred in the
collection or production of income, limited to 50 percent of the amount
collected or produced."

A provision embodying tills recommendation was not include( ill tile bill, but
we urge that such a provision be inserted in tile present bill.

11. POWER OF SECRE7rARY OF T111EASURY AND COMMISSIONER OF INTERNAL IIWENUE TM.
COMPROMISE TAX LIABILITIES

R-esolhcd, That the American Bar Association recommends to tile Congress that
section 3229 of the Revised Statutes be amended so as to make clear tile power
of the Commissioner of Internal Revenue to compromise tax cases where such
compromise is in the best interests of tile United States, and that the Committee
on Federal Taxation be directed to urge the following proposed amendmaent, or
its equivalent in purpose an( effect, upon tile proper Committees of tile Congress:

SEC. 3229. Tile Commissioner of Internal Revenue, with the advice and
consent of tile Secretary of the Treasury, may compromise any civil or
criminal case arising under the internal revenue laws instead of com-
mencing suit thereon ; and, with the advice and consent of the said Secre-
tary and the recommendation of the Attorney General, lie may compromise
any such case after a suit thereon has been commenced. Such compro-
nisc may be made because of doubt as to the liability or the amount
thereof, the insolvency of the taxpayer; doubts as to the collectibility of
the full amount claimed, or bCcalse decided to be in the best interest of the
United States for other reasons. Whenever a compromise is made in any
case there shall be placed oil file in the office of tile Commissioner the
opinion of the General Counsel for the Department of tile Treasury, or of
the officer acting as such, with his reasons therefor, with a statement of
the amount of tax assessed, the amount of additional tax or penalty i.
posed by law in consLquence of the neglect or delinquency of the person
against whom the tax is assessed, and tile amount actually paid in accord-
ance with the terms of the compromise. (New matter il italics.)

cor men t

Under the opinions of the Attorney General published as Nos. 0 and 7 in
XIII-2 0. B. 442 and 445, it Is the present attitude of the Treasury Department,
which is stricter than tile view which formerly prevailed, that it has no authority
to compromise claims against taxpayers where the liability to pay Is clear and
where it is possible to collect. The Association believes that so strict a rule is
not conducive to the best interests of the community in many cases, and that by
statutory amendment a broader power to compromise should be made clear. In
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many cases, although It Is possible for the Government to collect Its claim In
full, til result will be to force the taxpayer out of business with consequent
reduction In employment in the community, the loss of a potential source of
revenue to the Government, or making the taxpayer a charge on the community
for his existence.

Since under the statute every such compromise must be made by the Com-
missioner of Internal Revenue, must be approved by tile Secretary of tihe Treas-
ury and, in the event the matter Is in litigation, also by the Attorney General,
and a detailed statement of the matter with the reasons for the compromise
must le filed in the office of the Commissioner of Internal Revenue, it is believed
that the exercise of such power to compromise cases will not be subject to abuse.

12. LISLATIVE 11ARINGS

Resolved, That it Is the sense of time American Bar Association that the taxa-
tion field is one in which legislative processes should be orderly find unhurried ;
that hastily enacted tax legislation is reasonably sure to contain defects of
substance and of expression ; that even if perfect 1in draftsmanship, such legisla-
tion is likely to contain provisions ultimately unfair and unsound, all of which
adequate discussion and consideration would probably avoil; that such defects
of substance and of expression nre likely to result in loopholes impairing the
productivity of the legislation, or lit injustice to taxpayers; that such provisions,
ultimately unfair and unsounl, operate in the end to the detriment not only
of the taxpayer but of the Government as vell; that in order to achieve satis-
factory legislation time should be allowed between the introduction of a bill and
any vote thereon, suflicient to permit members of Congress and the general pub-
lie to inform themselves as to what is provided and as to the probable effects of
tile bill if enacted; that afde(late hearings on proposed legislation are In the
public interest; that hearings to be ade(quate should be announced at least 10
days in advance and should be hell a suftil.ent time after the publilcation of it
proposed law to give interested citizens opportunity to study Its provisions and
to formulate carefully any critleismas and suggestions.

Contnnt

Careful consideration Is needed in enacting tax laws, not merely to make
sure that they will have the tax effect intended, and that such effects will be
useful in a long view, but also to insure their proper correlation with many
matters unconnected with taxation. Furthermore, hastily constructed tax laws
usually contain serious loopholes which could easily have been discovered by
,persons experienced in tax administratIon, if given time. Tile tax-collecting
authority's task is lightened by well-considered legislation and made harder
when the taxpayer's obligations have to be sought for in a series of laws, each
of them hastily enacted in an effort to correct errors due to the hasty enact-
inent of a previous law.

It is particularly important that after the introduction of a tax bill, voting
on it shall not take place until after all tile legislators have had sufficient time
to study and digest its provisions and until the citizens who are able to criticize
It intelligently have had full opportunity to examine the bill, and to make sug-
gestions. Hearings conducted on n report which does not suggest the precise
language recommended for enactment, or hearings conducted after only a few
ours' notice, are not adequate, because very often those most competent to
point out states of fact as to which the proposed bill would produce undesirable
results are not at the legislative door, and because reasonable time Is required
for study and preparation.

In considering the need of taking time to scrutinize proposed legislation in
terms of a great variety of actual situations, we note as an example the defini-
tion of personnlholdlng companies in the 1937 Act. This definition is so broad
that only when it has been applied in terms of real situations will anyone
know how many companies not within the real purpose of the Act are included
within Its terms. Other parts of the Act which sound well to one who is intent
on certain cases needing legislation may be recognized as unwise when their
application to the whole Income tax field is fully in mind.

We note that the text of the Federal revenue bill which developed into the
revenue Act of 1937 was introduced In the House on Friday, August 13. Copies

of the bill were made available to the public on Saturday, August 14. On Mon.
day, August 16, the bill passed the House and was sent to the Senate. On
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Wednesday morning, August 18, public hearings (lasting approximately a half
bour) were held by the Senate Finance Committee. Their report had already
been filed the night before. No prior announcement of these hearings seems
to have appeared either InI the Congressional Record or in the public press.
The Senate passed the bill with slight amendments on Thursday, August 19.
The House concurred in the Senate amendments on Friday. The bill, first
introduced on one Friday, bad been passed both by the House and the Senate
and the Senate amendments had been accepted by the House by mid-afternoon
of the following Friday. No hearing on the bill was held in the House, although
brief hearings had been held on the report of the Joint Committee on Tax Eva.
slon and Avoidance, of which hearings four days' notice (Thursday to Mon-
day) had been given.

The history of the Revenue Bill of 1938 is too fresh in your minds to need
comment In this connection.

POI.cmm.q AFFECrIN WORIKABILITY OF TAX LAWS

The Committee further submits the following statements, based largely on
the experience of members of the Committee while it the Government service,
as well as upon our close observation of the working of the tax laws over
a long period. We ask you, if you find them to he sound, to apply them in cur-
rent revemmue revision.

'rhis Committee lir sought to Include only prol)ositios which Call stand on
their own feet, and whose soundness is indisputably supported by experince.

A. No law can he satisfactorily enforced unless it is supported by public
opinion among those whom it is Intended to affect. The Prohibition Act,
armed with fines, penalties, and forfeitures, is a recent reminder. In the taxa-
tion field France Is an example of time fact that tax laws which do not have
the support of the taxpayers will be relatively unproductive no matter what
their provisions or how high their rates.

B. An Income tax law, of all laws, Is particularly at the mercy of public
opinion, because no Government is able to discover, even with the greatest
diligence, any but a small part of income not voluntarily reported. Time Income
of a nation's citizens is a matter of incredible complexity and multiplicity.
The Government, Indeed, can-and should to the linit of Its powers-select
individual Income taxpayers, Investigate fully what their income was, and
force each one to comply with the law, but it cannot investigate everyone, and
it Is helpless to deal with a situation InI which large numnlers of taxpayers
have a non-compliant attitude. The Government could not survive on the
revenues collected by separate controversies with individual taxpayers. Fear
of Government action is one of the necessary instrunents to be employed in
inducing voluntary compliance, but such fear ceases to be very effective if the
weight of public opinion is adverse to the wisdom or fairness of the law.

C. The public revenue will be Injured rather than helped by a law that is
passed under the illusion that the great body of taxpayers call be forced by
governmental power or by the fear of the exercise of governmental power, to
do whatever the law provides, if the law seems unreasonable and unfair.
Public opinion Is far stronger than government, and that must be borne in
mind in drafting a law which is to succeed.

D. Scrupulous care exerted in drafting a law so that it will be fair and will
be otherwise worthy of respect from the taxpayer finds its justification not as
a mere kindness to the taxpayer or as a conscientious duty to him; honesty
and reasonableness are nwcesiary government policies because it is the Govern-
ment that suffers most if the law is not fair; the Government is compelled
to observe these l)rinciples from pure self-interest, and suffers drastic conse-
quences If It fails In that respect.. To repeat, all unclear or ani unfair tax law is far more injurious to time Gov-
ernment's revenues than it is to any taxpayer; and even those parts of the
law which are well drawn and which taken alone command respect among
taxpayers can easily be ruined In their effect by inserting, in other parts of the
law, provisions which offend in either respect, because public opinion among
taxpayers is what counts, and public opinion will not discriminate between good
parts and bad parts. Acting like a single rotten apple in a barrel, ill-designed
parts of a tax law can ruin the "good will" of the whole law.

Ill. The United States at present enjoys the fruits of a very general habit of
voluntary compliance with the income-tax law.

In an attempt to discover how far the income tax is being paid voluntarily
by taxpayers--that is, what proportion of the income-tax receipts is due to
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amounts which taxpayers themselves admit on returns voluntarily filed, and'
pay In regular course--without requiring the Government to resort In defl-
clency letters or sults-the following figures were obtained. The table shows the,
total collections of Income taxes (without reference to the taxable years as to
which they were collected) in each of the tell fiscal years 1928 to 1937, inclusive,
together with a breakdown for each year showing how much of the total repre-
sented current taxes and how much back taxes. Since in any one of the fiscal
years mentioned the slowness of the process by which back taxes were collected
resulted in the collection of very little current tax not voluntarily paid in, the
two columns give a reasonably reliable basis for concluding what percentage of
the total income tax receipts (In dollars) came in voluntarily and what per-
centage had to be the subject of specific governmental effort.

Income-tax collcction8

PercentageTota curentof total
Totalcurrent Total back taxes Total collections collections

Fiscal year taxes duo to

back taxes

128 .................................. $1, 896, 737, 00. 54 $277, 835, 002.35 $2, 174,573,102.89 12.78
1929 .................................. 2, 094, 39, 669. 61 238,9"24,759.03 2,331, 274,428.61 10.16
1930 .................................. 2,178,758,301.22 231,500,92.06 2,410,259,230.28 9.60
1931 .............................. 1,621,956,017.48 238,084, 449.91 1, 86 ;0, 0,497. 39 12.80
1932 .................................. 87,975,089. 75 188,781,607. 79 1,050, 7560,697.54 17.86
1933 .................................. 614,397,739.73 132,393,664.38 748, 791,404.11 17.73
1934 .................................. 676,438,388.70 140, 58, 9 .02 817,025,339.72 17.21
1935 .................................. 913,589,246.06 185,641,136.81 1,099, 230, 3,S2. 70 16.89
1936 .................................. 1,199, 30, 712. 84 213, 57,591.05 1,412,938,303.89 15.11
1937 .................................. 1,890,334,450.78 258,329,42,5. 21 2,148,663,875.99 12.02

Our own feeling, based upon a study of these figures, is that over tile whole
period of ten years it is fair to conclude that about 85 per cent of the total
collections were voluntarily paid and about 15 per cent came in through
deficiency letters and litigation.

This means, we think, that while the tax laws must certainly arm the
Treasury to deal effectively with those who are careless or ill-intentloned in
tax matters, all the provisions should be drawn with constant recognition of
the fact that the great volume of the revenue comes from the honest and care-
fil. Any provisions of law designed to thwart the Ill-Intentioned must be
carefully designed so as to put no new burdens of form or procedure on the
voluntary group of taxpayers whose payments add up to around 85 per cent
of the total income-tax receipts, or even on the others who have honest ques-
tions of law and fact to be determined.

This is particularly so since tle ill-intentioned taxpayers, even under com-
pulsion, produce such a small amount of tax. Consider tills: If 85 per cent
comes in oil the basis of returns voluntarily made, and 15 per cent includes all
the collections by deficiency letter and suit, then the amounts collected from
the ill-intentioncd must be relatively small, because any close observer of our
Income-tax affairs can see that of the total number of deficiency letters, only
a few contain charges of fraud. Most of them grow out of genuilne questions
of law or fact, so difficult that Government experts find it lard to agree as to
what is the' right answer. The moral is plain--sound common sense warns
us that no amount of Impatience at the conduct of the small and non-
productive class of resisters can justify provisions of law which are likely to,
disturb the vast revenues which now flow smoothly from good citizens. Even
when thieves are around, there is no sense In shooting into a crowd of law-
abiding citizens.

F. The valuable governmental possession represented by the habit of compli-
ance can easily be ruined by unwise tax legislation. In revising any tax law, It
is just as Important not to impair the status now existing between government
and the income taxpayer as it is to promote affirmative Improvements in the
law. The following are among the elements which are Important in maintain-
lng the necessary favorable public opinion toward the income tax and keeping It
outside the scope of controversy:

(1) Fairness.
(2) Simplicity.
(8) Certainty or foresecability as to the amount of income tax due in a given

situation.
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(4) Proper balance as to relative importance of different provisions, judged

by the "long-pull" effect on the actual productivity of the whole Act.
(5) Adherence in a reasonable degree to established habits of taxpayers as

regards the calculation of net income and the reporting of tax.
(6) Avoidance of destructive effect on tile earning power and business activity

of taxpayers.
In connection with the item "Simplicity" just above listed, this Committee

Is convinced that complexity In a tax law is an encouragement to evasion. If
a law is so framed that the average taxpayer cannot understand it without
expert help, those who do understand It and who are ill-disposed will know that
they can successfully excuse themselves by a plea of Ignorance. Technical
phrases sound like a foreign language to the average taxpayer, so that it is
decidedly in the Government's Interest to use, instead, language that can be
understood. Complicated ideas can only be expressed in complicated language;
therefore it is often in the Government's interest to adhere to simple schemes
of taxation even though more complicated ideas would produce a larger the-
oretical tax.

For instance, consider the difference between tile existing law as to contri-
butions in kind for charitable purposes, and the change which is proposed In
Section 23 (q) of the pending bill. Under existing law the amount which a
taxpayer can use as an income tax deduction in respect of property contributed
for charitable purposes (subject to a limitation not here material) is the fair
inarket ralue of the property when contributed. This has been criticised be-
cause property has appreciated in value since Its purchase, and this gives tie
taxpayer a larger deduction than if the amount of the deduction, under the
law, lit(] been the cost to him. The new proposal, instead of substituting cost
as the amount to be deducted, sets up a system by which it Is necessary to
determine first the cost, then the fair market value, and then to discard which-
ever one of these deterinnatIons Is the lower This is an example of how a
complicated idea necessarily produces a complicated text. If the Government
insits oa getting, the best of it either way, it pays a price in complexity as well
as in good will.

Thus in spite of the vast taxing powers which the Federal Government enjoys
under ile Const.'tution, it is nev- rtheless under powerful practical compulsions,
conditioned by thi habits and reactions of the citizens; the Government cannot
exist without largc amtunts o revenue, and no sufficient continous flow of
revenue can be maintained unless the Government itself, in drawing its tax
legislation, obeys a great many rules, founded on the reactions of human nature-
rules which the Government, for all Its power, Is powerless to change, and breaks
at its peril.

THE STANDING COMMITTEE ON FEDERAL TAXATION
OF THE AMERICAN BAR ASSOCIATION,

EDWARD J. KEFLAN, Jr., Massachusetts,
Louis A. LEciiEs, Wisconsin,
ROBERT N. MILLER, District of Columbia, Chairman,
HOWARD W. REYNOLDS, California,
WILLIAm A. SUTHERLAND, Georgia,
MABEL WALKER WILLEBRANDT, California,
G. A. YOUNOQuisT, Minnesota.

The CHAIRMAN. Mr. Sutherland, whom do you represent?

STATEMENT OF WILLIAM A. SUTHERLAND, ATLANTA, GA., COM-
MITTEE ON FEDERAL TAXATION, AMERICAN BAR ASSOCIA-
TION

Mr. SUTIERLAND. I am a member of the Federal taxation com-
mittee of the American Bar Association.

The question that I am discussing does not relate only to taxes,
but it relates to a very fundamental question about which I don't
believe there should be any disagreement when it is fully considered.
I believe that section 802- -

Senator CONNALLY. If it does not refer to taxes then why bring
it up here?



Mr. SUTHERLAND. It is in the tax bill.
Section 802 of this bill, which is identical, or substantially identi-

cal, with the provision of section 340 of the 1937 act-
Senator BULKLEY. We have no section 802 in here.
Mr. SUTHERLAND. Section 802 of the new bill. It relates to returns

as to formation, et cetera, of foreign corporations. It must be that I
have an earlier draft than you have.

The CHAIRMIAN. Well, it is on page 349.
Mr. SUTHERLAND. It says:
Under regulations prescribed by the Commission with the approval of the

Secretary, any attorney, accountant, fiduciary, bank, trust company, financial
institution, or other person, who, on or after the date of the enactment of this act
aids, assists, counsels, or advises in, or with respect to, the formation, organiza-
tion, or reorganization of any foreign corporation, shall, within 30 days there.
after, file with the Commissioner a return.

The next section provides that the return shall be in the form re-
quired by the Commissioner, and here is one of the forms issued under
the 1937 act. I would like to have this form attached to my testi-
mony as an exhibit.

Now, I say, that that does not relate only to taxes, because it
requires that that information be filed even though the formation
of that corporation had nothing whatever to do with taxes.

Senator CONNALLY. Well, I know; but somebody has got to de-
termine whether it has or not.

Mr. SUTHERLAND. This section was introduced unquestionably to
get at these Nassau corporations which were used to avoid the pay-
ment of taxes. We are heartily in sympathy with the effort by the
Government to stop tax avoidance by that means. We don't think
it was proper, and we think legislation should have been passed to
stop it.

Now, here is our objection to this section, We don't think that,
because they found one rat in the barn, they ought to burn down the
barn.

Senator CONNALLY. Well, they ought to look and see if there is
another rat there.

Mr. SUTHERLAND. There had not been any legal prohibition of these
foreign holding companies prior to the 1937 loophole-closing act. We
believe that when Congress did pass legislation to stop up the hoop-
hole, they could have relied, for information as to whether that act
was being violated, upon the same source upon which they have relied
generally to get information with reference to taxes due from tax.
payers-that is, upon the taxpayers themselves. That is where the
other information comes from.

The CHAIRMAN. Now, are you objecting to the form of that notice?
Mr. SUTHERLAND. We object, sir, to requiring an attorney to dis.

close anything with reference to his relations with his client.
Senator BULKLEY. Isn't that covered by section (b) of the next

section- 0
Nothing in this section shall be construed to require the divulging of privileged

communications between attorney and client?
Mr. SUTHERLAND. No, sir; we do not think it is covered. This

has been so construed as to apply only to statements made by a client
to his attorneys, We don't think that it is nearly broad enough.
We don't think that an attorney ought to be required to disclose any
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information which comes to him because of his relations with his
client regardless of whether it cones from a disclosure 1)y the client
himself. The requirement violates a principle of 400 years' standing
in our law, and it is not necessary. Without having had it law cover-
ing that situation before, now, wllen they close tile loophole, they
go ahead and disregard the confidential relationship between client
and lawyer. In order to get the information you want, you (10 not
need to force the lawyer to violate his confidential relationship with
his client.

Now, I don't think that the people who had been using those
foreign corporations when they were legal are the kind of people
who won't give the information that is necessary to permit the Gov-
ernment to see whether they are violating a law that is passed to stop
the practice. There is not even any suggestion as to any reason why
this kind of Iethod was necessary to secure. this information, any
more than it is necessary to secure any other information about
whether or not taxpayers are complying with the law and giving the
Government the information that the Govermnent needs.

The Cintm,\. Well, the reasons that were advanced as to why
this applied to the formation of foreign corporations are very well
known to you and everybody else from the investigation that was
made. by the joint committee last year that revealed tihe use, of these
Nassau organizations and organizations in other countries. It was
l)ut to tile Committee that it, was very difficult to get this information
from abroad, and so they first had notices sent out-I think they were
modified-they modified those notices that were sent out by the
Treasury Department-but that is why it was put ii. Of course, we
have heard discussion before on the question that a lawyer should not
reveal any secrets of his client.

Jr. SUTIJILAND. W'ell, Senator, if it is proper to put this sort of
regulation in here, I don't see why it would not be equally proper to
require a lawyer to divulge information with respect to domestic
corporations or with respect to contracts and wills. I don't see that
there is any fundamental difference between the formation of a
foreign corporation and the formation of any trust or other corpora-
tion, if it has any relation whatever to taxes. I think that the trouble
is that they did permit this method of avoidance to go unquestioned
for quite a time, and then, when they started to destroy that method
of avoidance, they were overly anxious to wilpe out the whole thing
with one fell swoop and not 'take any chances on any little vestige
of it being left.

Now, I am not saying that there is no taxpayer who will lie about
the circumstances of the formation of a foreign corporation. But the
fact. is that most of the taxpayers in this country, however much they
may take advantage of legal'methods of tax avoidance, will answer
truly questions which are asked on the returns, and I believe that
there is no question but that you can get all the information you
want by asking the necessary questions on the returns from the tax-
payers themselves. At least until that is tried, I don't see why we
should go and break down something that is as fundamental in our
system as the confidential nature of the relation of lawyer and client.

The CHAmMAN. Well, we understand the point that you make in
reference to that, and you would like for that to be amended?
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Mr. SUTHERLAND. We would like for it not only to be amended but
to be eliminated entirely, and we don't think any sort of amendment,
other than a complete elimination, would be satisfactory, because we
don't think a lawyer ought to be required to divulge anything which
comes to him by reason of his relation with a client.

Now, may I say something to you here, because lawyers are ap-
pearing here frequently, and even one lawyer is apt to distrust an-
other lawyer at least to the extent of thinking that lie may be repre-
senting some selfish interest. This American Bar Association tax
committee and other groups of lawyers throughout the country are
striving, I believe, just as earnestly as is this committee, to see that
the administration of the tax law is made as simple and as easy as it
can be made and that there is as little friction as possible.

The CTAIRMAN. They are more successful than we are in writing
the bills.

Mr. SUTRTLAND. I certainly do not mean to suggest that they are
more successful. What I do want to say is that they have the same
aim as the committee has, which is to make the bill clear and simple.
Although you must realize that from a selfish standpoint the best
thing in the world a, tax lawyer can have is a confused tax law and
ill will on the part of taxpayers toward the Government.

The CHAIRMAN. Is that all?
Mr. SUTHEIRLAND. Yes: that is all-except that I would like to refer

this committee to the testimony of Mr. Robert N. Miller on this sub-
ject before the Ways and Means Committee of the House on January
19, 1938, pages 438-439 of those hearings.

(Subsequently Mr. Sutherland submitted the following exhibit for
the record:)

UNITED STATES
INFORMATION RETURN

For time and Treasury Department Form 059 Internal Revenue Service (Date received)
place of filing
this return By persons who aid, assist, counsel or adviqn in, or

see instruction 1 with respect to the formation, organization, or
(a) and (b) reorganization of any foreign corporation

(Under see. 340 of the Revenue Act of 1936 as added by the Revenue
Act of 1937)

Print plainly name and address of person filing return

(Name)

(Address)

Business or profession --------------------------

In furnishing the Information requested below, attach additional shets if spaces are Insufficient

1. The name aid the address of the person (or persons) to whom and the person
(or persons) for whom or on whose behalf the aid, assistance, counsel, or
advice was given ---------------------- t ----------------------------

2. A complete statement of the aid, assistance, counsel or advice given.. -.
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3. The name and address of the foreign corporation and #,ie country under tile

laws of which it was formed, organized, or reorganized ------------------
4. The month and year the foreign corporation was formed, organized, or re-

organized ........-.-.-.-......-.. -.-.. --------............-----
5. A statement of how tho formation, organization, or reorganization of the foreign

corporation was effected ---------------------------------------------

0. A complete statement of the reasons for, and the purposes sought to be accom-
plished by, the formation, organization, or reorganization of the foreign
corp oration ---------------------------------------------------------

7. A statement showing tie classes and kinds of assets transferred to the foreign
corporation in connection with its formation, organization, or reorganization
including a detailed list of any stock or securities included in such assets, and
a statement showing the names and addresses of the persons who were the
owners of such assets immediately prior to the transfer ------------------

8. The names and addresses of the shareholders of the foreign corporation at the
time of the, completion of its formation, organization, or reorganization,
showing the classes of stock and number of shares hold by each ------------

9. The name and address of the person (or persons) having custody of the books
of account and records of the foreign corporation ------------------------

AFFIDAVIT

I/we swear (or affirm) that this return (including any accompanying reports,
schedules or statements) has been examined by me/us and is, to the best of my/our
knowledge and belief a true, correct and complete return, made in good faith,
pursuant to section 340 of the Rlevenue Act of 1936, as added by the Revenue Act
of 1937, and the regulations issued thereunder.

(CORPORATE SEAL)
(Name) (Title)

(Name) (Title)
(For signatures, see InstructIons I and 8)

Subscribed and sworn to before me this .... day of ........ 193...

(Signature and title of officer administering oath) .................. ......... - ......

liqsTRUaoziOs

1. INFORMATION HSTURNS

(a) Return under 8ectiot 3.40 (a) (1).-Any attorney, accountant, fiduciary,
bank, trust, company, financial Institution, or other person, who, on kr after
August 26, 1037, aids, assists, counsels, or advises, In or with respect to, tile
formation, organization, or reorganization of any foreign corporation shall
file with the Commissioner of Internal Revenue, Records Division, Washington,
D. C., within 30 days after giving such aid, assistance, counsel, or advice, an
Information return on this florm. Such return muist he filed In every case
(1) regardless of the nature of the counsel or advice given, whether for or
against the formation, organization, or reorganization of the foreign corpbra-
tion, or tie nature of the aid or assistance rendered and (2) regardless of the
action taken upon the advice or counsel, that is, whether the foreign corpora-
tion Is actually formed, organized, or reorganized.

If, in a Iparticular case, the aid, assistance, counsel, or advice given by any
person extends over a period of more than I day and not for more than 30 days,
such person, to avoid the multiple filing of returns, may file a single return
for the entire period. In such case, the return shall he filed within 30 days
from the first day of such period. If, in a particular casns, the ald, assistance,
counsel, or advice given by any person extends over a period of more than
30 days such person may file a return at the end of each 30 days included
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within such period and at the end of the fractional part of a 30-day period,
if any, extending beybad the last full 3) days. InI each -such case, the return
must disclose all the required information which was not reported on a prior
return.

(b) Return under 8cetion 3.J0 (a) (2).-Any attorney, accountant, fiduciary,
bank, trust company, financial Institution, or other person, who, since I)ecem-
ber 31, 1933, and prior to November 24, 1937 (the ninetieth day after the
enactment of the Revenue Act of 1937), has aided, assisted, counseled, or ad-
vised in the formation, organization, or reorganization of any foreign cor-
poration, shall file with the Commissioner of Internal Revenue, Records Di-
vision, Washington, D. C., on or before November 24, 1937, an ijformnatlon
return on this form. Such return must be flied in every such case regardless
of the nature of the counsel or advice given, whether for or against the,
formation, organization, or reorganization of the foreign corporation, or of
the nature of the aid or assistance rendered, If such formation, organization,
or reorganization occurs subsequent to the giving of such aid, assistance,
counsel, or advice and prior to the expiration of 100 days after the date of
the enactment of the Revenue Act of 1937.

(c) Requireenits conitnon to returns wider sctiol 8.SO (a) (1) and scotiol
340 (a) (2)-(1) Ellploycrs.-In the case of aid, assistance, counsel, or advice
In, or with respect to, the formation, organization, or reorganization of a for.
eign corporation given by a person in whole or in part through the medium of
subordinates or employees (including in the case of a corporation the ofilcers
thereof), the return of the employer must set forth to the full extent all
Information required by this return, including that which, as an incident to
such employment, is within the possession or knowledge or under the control
of such subordinates or employees.

(2) Employce&--The obligation of a subordinate or employee (including in
the case of a corporation the officers thereof) to file a return with respect to
any aid, assistance, counsel, or advice inI, or with respect to, the formation,
organization, or reorganization of a foreign corporation given as an incident to
his employment will be satisfied if a complete and accurate return on this form
is duly filed by the employer setting forth all of the information within the
possession or knowledge or under the control of such subordinate or employee.
Clerks, stenographers, and other subordinates or employees rendering aid or
assistance solely of a clerical or mechanical character in, or with respect to,
the formation, organization, or reorganization of a foreign corporation are not
required to file returns by reason of such services.

(3) Partners.-In the case of aid, assistance, counsel, or advice in, or with
- respect to, the formation, organization, or reorganization of a foreign corpora-

tion given by one or more members of a partnership in the course of its busi-
ness, the obligation of each such Individual member to file a return will be
satisfied if a complete and accurate return on this form is duly filed by the
partnership, executed by all the members of the firm who gave any such aid,
assistance, counsel, or advice. If, however, the partnership has been dissolved
at the time the return is due, individual returns must be filed by each member
of the former partnership who gave any such aid, assistance, counsel, or
advice.

() Rctturnr Jofty t made.-If two or more persons aid, assist, counsel, or
advise in, or with respect to, the formation, organization, or ictorganization of
a particular foreign corporation, any two or more of such persons may, In lieu
of filing several returns, jointly execute and file one return.

(5) If a person aids, assists, counsels, or advises in, or with respect to, the
formation, organization, or reorganization of more than one foreign corpora.
tion, a separate return must be filed with respect to each foreign corporation.

(0) Where any of the information required to be furnished is withheld be-
cause its character is claimed to be privileged as a communication between at-
torney and client within the meaning of section 340 (b), the return must so
state and must contain a complete statement of the nature and the circum-
stances of tihe communication on which a decision as to the propriety of the
claim of privilege may be reached.

2. FOR OF RETURN

The returns prescribed by instruction 1 shall be made on this form. Each
person should carefully prepare his return so as to set forth fully and clearly
the information called for therein. Returns which have not been so prepared
will not be accepted as meeting the requirements of the act.
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:. V a FICATION OF RETURN

This return shall be verified under oath or affirmation. The oath or affirma-
tion may be administered by an officer duly authorized to administer oaths for
general purposes by the law of the United States, or of any State, Territory,
or possession of the United States, wherein such oath is administered, or by at
consular officer of the United States. Returns executed abroad niiy be attested
(tee of charge before United States consular officers. If a foreign notary or
other official having no seal shall act as attesting officer, the authority of Sucl
attesting officer shall be certified to by some judicial official or other prolx,r
officer having knowledge of the appointnet and official character of the at-
testing officer.

Where the person making the return is a corporation, the return shall he
signed with the corporate namne, followed by the signature and title of such
officer or officers of the corporation as are empowered under tie laws of the
State or country in which the corporation Is incorporated to sign for the corpo-
ration, In addition to which the corporate seal must be affixed.

4. PENALIES

Section 341 of the Revenue Act of 1937 provides that any person required
under sections 338, 339, or 340 to file a return, or to supply ally information,
who willfully falls to file such return, or supply such information, at tile time
or times required by law or regulations, shall, in lieu of tile penalties provided
in section 145 (a) for such offense, be guilty of a misdemeanor and, upon con-
viction thereof, be fitted not more than $2,000, or imprisoned for not more than
1 year, or both.

The CHAIRMAN. Now, the next witness is Mr. Fuilbright, R. C. Fid-
bright, of Houston, Tex.

STATEMENT OF R. 0. FULBRIGHT, OF THE FIRM OF FULBRIGHT,
CROOKER & FREEMAN, OF HOUSTON, TEX., AND WASHINGTON,
D.C.

31r. FuutlIOHT. We appear here in behalf of the Southern Pine
Association, and the American Cotton Shippers Association, as well
as other clients--

The CHIR MAN. You have a briefI
Mr. Furniuowr. 1 shall file several brief statements as I l)roceed

and will make my remarks very brief.
I may say, first of all, that it is unnecessary, I think, to identify

those organizations with this committee because we have been ui)
here a ntlmber of times before you, and you know that they i-epm,-

sent, roughly, the hunber and tle cotton therchandising industries in
the south.

First of all, we desire to emphasize the desirability of this comi-
mittee joining in the action that was taken on the floor of the House
in eliminating the third basket. I am not going to discuss it. I
take it for granted you are going to do at least that.

Secondly, we desire to go on record again, as we did in 1936, before
this committee, as being opposed in principle to the undistributed
net-incofe tax. We prefer to have a flat tax. If you have to raise
it, all right. That was gone into by the speaker before your coi-
mittee some 2 years ago, and the position of this organization has
notechanged at all on that. The subsequent experience that we have
had with it only emphasizes the results that we prophesied would
come out of it.



The CHAIRMAN. Do I recall your testimony as beinf that you would
rather go as high as 20 percent rather thtn than lave this undis-
tributed-profits tax?

Mr. FULnalon1T. I don't remember, Senator; I don't remember go-
ing that far. I think you are edging on me just a Lttle bit.

Senator CONNAILY. I think, in fairness to the witness, and prob-
ably to some of the other witnesses--I think that was made by some
witness as against the House bill which put all of the corporation
ax on the undistributed profits and not in the form of the bill which

was finally enacted.
Mr. FULBuuIOIIT. It is true that we undertook to defeat what the

House had done in putting in an undistril)ute(-net-income tax which
was proposed in lieu of the normal tax, and what we got was both
the normal tax and the undistributed-net-inconie tax. So we did
not progress very far as a practical proposition.

One other result which I think this committee should consider is
the simplification of the income-tax law. Today no corporation,
however small or insignificant it may be, if it has any substantial
income, can afford to undertake to file an income-tax return without
hiring specialists and even the specialists cannot agree upon the inter-
pretation of the language that has already been put in it, let alone
that which is in the bill now before you which has been added to it.

We wish to address ourselves just briefly to a matter that was
referred to by Mr. Ryan and Mr. Tumulty this morning with re-
spect to section 707B, which relates to the striking out of the exclusion
heretofore carried in the Stamp Tax Act of transferred or scratched
sales. The subject is technical, and I am simply going to file a
statement on it with the committee, and I woudd like for it to be
incorporated with my remarks at this juncture.

(The statement is as follows:)

MEMORANDUM ON STAMP TAX ON SALES OF PRODUCE FOR |"'uauR. DKrUViRY

Section 707 of H. R. 9W82 reads as follows:
"SEc. 707. Stamp tax on sales of produce for future delivery.
"(a) Section 723 (c), as amended, of the Revenue Act of 1932 (relating to

the date upon which the rate of stamp tax on futures contracts is reduced to
1 cent) is amended by striking out 'July 1, 1939' and inserting In lieu thereof
'July 1, 1938.'

"(b) Effective July 1, 1938, subdivision 4 of schedule A of title VIII of the
Revenue Act of 1920, as amended, is amended by striking out 'not including
so-called transferred or scratch sales.'"

The present tax on the sale of futures is 3 cents for each $100 in value of
the merchandise covered, or fractional part thereof. Under the 1932 Revenue
Act this 3 cents will be reduced to 1 cent. on July 11 1939. Subsection (a) of
section 707 puts this reduction Into effect as of July 1, 1938, or 1 year sooner.
Subsection (b), however, strikes out the provisions excluding so-called trans-
ferred or scratch sales from the tax. Transferred or scratch sales are defined
by regulation 71, articles 44 (a) and 125 (8) (e), as follows:

"Awr. 44. Tranaactlons not subject to ta.-(a) So-called 'transfer or scratch
sales' or 'passeouts' are not subject to the tax: Provided, That the purchase and
sale are made at the same exchange, on the same day, at the same price, and for
the account of the same 'erson.

"Amrr. 125 (3) (c). The term 'transferred or scratch sale' includes 'pass-outs'
or those transactions in which a person buys from another a certain quantity of
any product at a certain price, and at the same session of an exchange sells to
a third person the same quantity of the same product at the same price, and
eliminates himself by instructing the person from whom he bought to deliver
such product to the person to whom he sold; but no transaction in which a broker
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or a commission member of an exchange receives a commission greater than that
charged to a person who executes his own contracts shall be deeied to be a
'transfer' or a 'scratch sale'; * * *."

Discussion of the meaning of scratch sales is also contained InI the opinion of
the Supreme Court inI the case of Dupont v. United States (300 U. S. 150, 81 L. ed.
570, p. 572), as follows:

"* * * A scratch or transferred sale is one In which there is an offsetting
purchase and sale at the same price on the same day. Where a broker, in order
to fill a customer's order, buys a larger amount and sells the excess to a third
broker, directing the selling broker to deliver the excess to the broker who has
purchased It, and directing the broker who purchases the excess to take delivery
from the selling broker, the name of the intermediate broker Is erased from the
records of the exchange so that the sale of the excess appears as a sale direct
from the one to the other of the two remaining brokers. The exemption also
covers trading by a scalping broker who makes his profit In fractional move-
ments on the exchange, buying and selling with great rapidity, thus often pur-
chasing and selling the same amount of the commodity at the same price within
a few moments or hours. By agreement amongst the members his name is
scratched out of the records of the exchange and his temporary rights and liabili-
ties do not appear upon its records. Accordingly the Treasury Regulations, in
force since 1918, require that Imurchase and sale be consummated on the same
day if the exemption Is to apply, amid that the intermediate broker instruct the
broker who sold to whom to deliver to the other who bought from him."

The chief objection to the tax on future sales Is that it definitely interferes
with the liquidity of the futures market. Merchants who use the cotton
futures exchange for hedging their purchases of cotton from the farmers not
only must pay the tax on their own particular sale, but their ability to put
in their hedge contract at the current market price is dependent upon the
presence on the exchange of floor traders who are Willing to buy contracts at
the last quotation or a point below such quotation. The function of the "scalp-
ing broker," as he is called by the Supreme Court, is highly important in pre-
venting extreme ups and downs of prices at which contracts are sold on a
given day. Such brokers very rarely carry contracts over from one (lay to the
next and are therefore often confronted with the necessity of selling out their
contract at the same price at which It was purchased. In such cases they
not only lose any commission or profit, but with cotton worth about $50 a
bale they would be compelled to pay a tax of 50 cents on the transactions.
When 'It is considered that they make a profit only upon a relatively small
percentage of the transactions which they must enter into during the day, and
that a point fluctuation in price gives them a profit of only $5, It Is apparent
that a tax of 50 cents on all transfer sales will be practically prohibitive.

It should be noted that no sale upon which a profit is made qualifies as a
transfer or scratch sale, so at the present time the scalping brokers are coin-
pelled to pay the tax on any sales upon which they make a profit. The present
tax of $1.50 per contract amounts to about one-third of the profit made from
a one-point fluctuation.

It has been hoped that tie tax would be eliminated in its entirety. Tie
revenue produced by It is not very large and yet the tax Is actually borne, in
the case of cotton,, by the cotton farmers. This Is true because tie broker
making the hedge sale charges tile tax to the cotton merchant, and when tile
cotton merchant buys cotton from the farmer, he is compelled to take into
the calculation of the price he can pay, the charge which the broker will make.
When It is considered that the 10.000,000 people living on farms receive a
per capita Income of $50, tile unfairness of this sales tax becomes apparent.
This tax was originally Imposed at a time when there was no regulation on
tme futures exchanges and when It was expected that the tax would act as a
control of speculation. Since that time the Department of Agriculture has
been given powers of strict regulation of the futures exchanges and is In
position to control any socially undesirable speculation, As a matter of fact,
Insofar as cotton Is concerned, it is fairly evident that there is practically
no speculation at the present time, This is demonstrated by the small amount
of open futures contracts on the New York Cotton Exchange, which is by far
the largest of all cotton exchanges.

As reported by the Commodity Exchange Administration the open Interests
i all months in the New York market were 2,783,600 bales. Certainly there
should be hedges In the market for that amount. This compares with the
5,058,847 bales of cotton held under loan by the Commodity Credit Corpora-
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lion. On March 3 only 834 contracts covering &3,400 bales were sold. The
tax on this at the new rate would amount to a little more than $400, which
would hardly Justify the expense of Its collection.

The report of the committee indicates that there has been some albuse of
the provision excluding transfer or scratch sales from tax. If this is the case,
the Government Is in position to cure it because under the rules and regula-
tions of the Commodity Exchange Administration complete records and a very
elaborate system of inspection is provided.

As a matter of fact, the Commodity Exchange Administration has recom-
mended time and again that this tax be repealed because it is a defilnite burden
upon a highly liquid market.

Cotton merchants are not interested in this matter because it will adversely
affect the floor brokers. The merchants are interested In being able to sell
their hedge contracts at a price as close as possible to that upon which they
purchase the spot cotton. If they purchase spot cotton when the New York
futures are quoted at 9.06, they expect to be able to sell their hedge contract
for 9.06, or at very nearly that figure, by the time their wire ias reached
New York, but if floor brokers are eliminated then they will be able to sell
their contract only when some outside speculator or some person having an
opposite hedging Interest has sent ii a contrary order. Time result will be a
very great fluctuation between the prices at which contracts are sold and tile
efficiency of the futures markets as a hedging medium will be definitely
interfered with.

If the tax is not to be eliminated entirely, then certainly subsection (b),
which Imposes It upon scratch or transfer trades, should be *tricken out.

The CHAIRMAN. Well, just tell us what is your position. You need
not elaborate on it.

Mr. FuLmluolrr. Iti s substantially the same as that outlined by
MIr. Ryan this morning, nalnely, that this tax-

le (.Iulr9uN. You would' rather see it all stricken out? The
House reduced it from 3 to 1 cent.

Mr. FULlIGIT. My statement does not go quite that far.
The CHAIRW3tAN. You don't want it all stricken out?
Mr. FULnTIon1T. Section 707 (a) changed the date when the 3-cent

tax shoul be reduced to I cent by moving it up 1 year.
The CHAMmAN. They retained 1 cent?
Mfr. FULuIIIuIT. ''hat is correct. What we are asking is the strik-

ing out of section 707 (b), which placed a tax on scratch sales, which
always before had been exempt from tax.
Tle CHImInM,. Youi are dealing-only except as to the 1 year

out?
Mr. FULTnDnIT. We have no objection to section 707 (a), Mr.

Chairman, insofar as it represents a step in the right direction.
Senator CONNALLY. Well, the gentlemen this morning wanted to

strike out all of the tax oil future deliveries.
Mr. FULnRioirr. Well, we would like to have that done, may I say,

lit, frankly, I don't, believe we are going to be able to accomplish
it yet.

The CHIIAn.NMz. Tlir decision was to strike it ou.
That is why I asked you. As to this 3 cents, now, they wanted to

strike the whole 3 cents out. The House reduced it from 3 to 1 cent
and it inserted those scratch sales, which they say makes it worse
than in the present law. Your l)osition is that you don't want
scratch sales, that you would prefer to have it all stricken out, but if
you cannot get that you would want the House to amend it?

Mr. FULwRIOHT. Yes.
Now, the next matter that I wish to refer to is section 703, at page

302, which adds a tariff on imported pork products.
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The CHAIRMAN. Well, are you for that or against it?
Mr. FUDIRIOIUT. We are against it, for this reason: The importa-

tion of pork products into this country is almost a negligible portion
of the consumption of pork products in this country. We are par-
ticularly interested in the importation of pork products from Hol-
land, for the simple reason that we barter cotton for pork.

In 1930, following the depression which came on us in 1929, our
exports of cotton to Poland almost completely disappeared. Prior to
1929, Polish mills got all of their cotton, practically, from the South.
This statement whhic I have here will show how that Polish business
has developed under the very wise guidance and policy adopted by
the State Department, and intihat cofinection, Mr. Chairman, I am in-
formed that there has been filed with this committee, or with you as
chairman, a communication from tile Secretary of State and another
from the Secretary of Agriculture on this subject.

Tilhe (I RAIMAN. Thev were pllaced in the record a while ago.
MIr. FuImRIOJiT. I just wanted to be sure they were in the record.
The CHmIMAN. May I ask in that connection, because my mind

does not retain it, whether we ship any wheat to Poland; as I recall,
we do not.

Mr. FuLTmuaor. I (10 not think so, Mr. Chairman, but I am not an
authority on wheat.

The (.IIRMAN. That is my recollection.
311'. FULBRIOHIT. I may also'say the cotton purchases in Poland last

year were in excess of $15,500,000. Our total imports from Poland in
1937 were approximately $19,000,000, about one-half of which was
pork products and to a good extent our exports of cotton to Poland
have been made possibleby barter arrangements for the exchange of
cotton for pork. I would like to have this statement inserted in the
record at this point, as part of my remarks.

(The'statement referred to is as follows:)

STATEMENT OF R. C. FULBRIGOT IN OPPOSITION TO SECTION 703 or 1I. R. 9682
I.tPOSINO ADDED DUTIES ON 15tPoRTm) PORK PRODUcTS

For many years our southern cotton farmers suipplied the entire requirements
of the cotton mills of Poland. While the volume of this movement was not large
comnparatively, nevertheless it was in important factor with cotton produced
In certain sections of the South.

Because of the general depression, which began In 1929, and on account of
the inability of Poland to make remittances in gold for our cotton, the con-
sumption of American cotton went down to nearly nothing. With the develop-
mont of cotton culture in South American countries, that area became one of
the sources of supply for the Polish mills. In 1930, for example, the exports of
cotton from this country to Poland amounted to only $81,000. ,

Through the excellent cooperation of the State Department satisfactory trade
relations are being reestablished with these countries by our cotton exporters.
Barter arrangements by which pork products are exchanged for our cotton have
been responsible for a considerable proportion of our cotton exports to those
countries. A statement placed in the record on the floor of the House is to
the effect that for the last fiscal year ending Juno 30. 1937, the value of our
cotton 'exports to Poland was $11,890,000. From information developed by the
cotton exporters it is estimated that the cotton purchases in Poland for 1937
were in excess of $15,500,000, and constituted more than half of the entire
exports from this country to Poland.

In 1937 we received goods from Poland approximating $19,000,000 in value of
which $8,910,000 or almost one-half was comprised of pork products. This
constituted only about one percent of the domestic production.
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At the present time arrangements are being perfected by cotton exporters in
the South for supplying the cotton requirements of Poland through barter
arangements, by which their pork products may be imported Into tils country.
The effect of the House amendment embodied in section 703 will be to defeat
all such arrangements and practically stop the exportation of our cotton to that
country.

There is already a tariff duty upon these pork products of 31/ cents per
pound. This has been considered as a reasonable duty and has not been
sufficiently high to prevent the barter arrangements In question. The effect of
the amendment would be to increase this 6 cents per pound and instead of
producing revenue will reduce the revenues accruing to the Treasury and it
will also have the effect of making it more difficult for us to find markets
for our cotton exports. This in turn will react against the southern cotton
farmers whose markets have already been most seriously curtailed. We re-
spectfully suggest that section 703 Is in no sense a revenue measure and should
be stricken from this bill.

Mr. FuLmior. The last matter to which I wish to refer relates
to the dissolution of parent holding companies. It is just a little
different from the subject which has been presented to you so well
by the American Bar Association, and yet it is the same in principle.

Prior to 1934 a group of affiliated corporations were treated for
tax purposes as a singer enterprise and they had the privilege of
filing consolidated returns. It was a simple way of treating the
matter. Intercompany transactions did not have to be scrutinized
with any particular care where all of the companies were owned by
the same interests. In 1934 the privilege of filing consolidated re-
turns was abolished. This brought about a situation which made
it evident to this committee that something should be done to permit
the dissolution, or simplification of these involved corporate struc-
tures.

Accordingly, in 1936, this committee prepared an amendment to
section 112,known as section 112 (b) (6), which permitted a tax-free
dissolution of subsidiary companies, but protected the Government
by carrying on the basis for loss and gain for the future as though
there had been no such dissolution, and providing further that in
the event there was a loss or gain.ascertained, that that should be
adjusted in the basis. However, it did not take care of the situation
where a parent corporation should be dissolved and leave the various
subsidiaries to operate independently; it just dealt with one side
of the picture, and what we desire to do is add a section or subsec-
tion, which we suggest as 112 (b) (7) to permit the dissolution of
a parent holding company where it holds all or substantially all of
the stock of the subsidiaries.

That leaves the subsidiaries with the same interests owning them
as owned them before. There is no gain or loss realized from such
transaction and it carries out the policy which has been developed
in the Government to do away with holding companies which, in
many cases, have been built up against the public interests. Instead
of dissolving the subsidiaries and leaving one giant holding company,
it is sometimes preferable to dissolve the parent company and leave
the subsidiaries to operate independently.

The CHAIRMAN. Have you a suggested amendment along that
lineI

Mr. FULBRI1T. I have it in this statement which I now wish to
file as part of my remarks, and it will give some concrete illus-
trations.
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(The statement referred to is as follows:)

STATEMENT OF R. C. FULDIBGHT IIAMTVE PROpOSmD AMENDMENT TO PROVIDE Von
TAX-FIREE LIQUIDATION OF HOLDING CORPORATIONS

A new policy of tax legislation with respect to affiliated corporations has been
developed within the past 4 years. Prior to the Revenue Act of 1934 affiliated
corporations were treated for tax purposes as a single enterprise, and were per-
mitted to file consolidated returns covering all corporations Included within the
affiliation as defined by the statute.

This nmde for simplicity of administration of the taxing statutes. It was
not necessary to make any critical examination of intercompiany accounts and
it was not necessary for aflillated corporations to give any special consideration
to intercompany transactions so long as they were all in one enterprise and
owned by the same ultimate beneficiaries.

During this period there developed numerous affiliated groups. In many
cases the pareuit company merely organized subsilaries to conduct Its local
business in particular sections of the country, but in many other cases holding
corporations were formed as a convenient method of taking care of the securi-
ties or the financing of various affiliates. In some cases holding corporations
were formed for the purpose of accomplishing liquidation of existing interests
in operating companies.

As an illustration of this a concrete example may be cited. The X associa-
tion (classified as a corporation under the Federal law) was engaged in a
merchandising business which require( the use of a very large amount of
borrowed capital, and the maintenance of its credit was augmented by a pro.
vision in tIle articles of the organization of the association by which Its share.
holders were personally liable for all obligations of the association.

On account of failing health, one of the principal shareholders, who had
helped build the business up from a small beginning, found it necessary to
retire and desired to liquidate his interest and be rid of the unlimited liability
which attached to the ownership of any interest therein. None of the individual
shareholders were in position to purchase his interest and the association could
not purchase the same without incurring additional liability which might
adversely affect its credit. To obviate this, a holding corporation was formed
to hold the shares of the association, except qualifying shares of the individual
shareholders, and in this manner the other individual shareholders continued
liable for debts of the association. The holding corporation then executed a
contract to purchase the Interest of the retiring shareholder and executed obliga.
tons running over a period of years in part payment for the interest so pr-
chased. By this device the credit of the operating company remained unimpaired
and the holding company had to look to dividends paid from the earnings of
the operating company for funds to satisfy its obligations for the purchase of the
outstanding interest.

This occurred several years before the law was changed which prohibited
the filing of affiliated corporation returns. Since that time the holding corpora-
tion has liquidated its obligations and there is no longer any necessity for
maintaining its existence. In the meantime, the stock of the holding company
has become scattered among numerous Individuals who were not formerly
shareholders in the association.

It Is now desired to dissolve the holding corporation, but tiis cannot be done
without incurring a very heavy tax liability, although the dissolution would
make no real change in the ownership of the enterprise. The sane parties
would continue to own the same proportionate interests after the dissolution as
before.

Doubtless there are many other situations where for perfectly good and
proper business reasons holding corporations were formed during the period
when affiliated corporations were recognized as a single enterprise. Since 1933,
however, a governmental policy of discouraging holding corporations has de-
veloped. This was brought about no doubt because of abuses which had arisen in
the use of holding corporations, particularly in certain industries. When the
130 act was being considered the Senate Finance Committee recognized the
injustice which might arise because of the change in the policy of the law and
added to the Revenue Act of 1936 a section known as section 112 (b) (6), pro:
hiding for no gain or loss to be recognized where a subsidiary corporation Is
completely liquidated and Its property or securities received by Its parent
corporation. The Government was protected by proper provisions to the effect
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that there should be no change InI the basis for loss or gain in the event of
subsequent sale or disposition of the properties received in exchange. The pur.
pose of the statute was to treat the transaction in a common-sense way recogniz-
Ing the fact that such a dissolution was not in truth a distribution, but merely a
type of reorganization or simplification of an existhg enterprise. This per-
mission was restricted to subsidiaries In which the parent comlpny owns 80
percent or more of the stock and the assets of the subsidiary retained their same
basis In the hanls of the parent company after the dissolution.

The effect of section 112 (b) (0) has, therefore, been to permit subsidiary
corporations to be molded into parent corporations but It does not in any sense
take care of the need for some legislation which would permit the solutionn
of holding corporations where the transaction does not, in fact, involve the
realization of a gain or profit.

No doubt there will be many cases where the elimination of the holding
corporation is desirable In tihe public interest as interpreted In the present gov-
erinnental policy. This cannot always be done by liquidation of the subsidiaries.
Besides, the liquidation of subsidiaries has the effect of concentrating all of
the assets in one giant corporation, whereas by the liquldatioli of the parent
corporation the various subsidiaries become separate and Independent operating
organizations.

In the 17 act severe penal legislation was adopted with respect to personal
holding corporations as defined therein, unless such corporations currently (his-
tributed all of their earnings. If such a corporation left undistributed only
$1,000, It would have to pay 05 percent of this as a penalty tax to the Govern.
meant. The administration sponsors of this statute were told that it would kill
certain types of corporations which because of tihe nature of their business could
not currently distribute all of their earnings, and taxpayers were given to under.
stand that It was desired to get rid of stch corporations.

However, numerous such enterprises have been carried on for many years
and have gradually built up surplluses which are tied up InI properties and It
is desired that the enterprises be continued In some form without necessitating
a complete disruption of such business. In order to bring this about It will
be necessary In many cases to dissolve such corporations.

The American Bar Association has taken notice of this situation and pre-
sented to Congress a recommendation that the law be amended so as to per.
mit the dissolution of such corporations without taxable loss or gain. There
is little difference in principle In what is advocated by the association and
this proposal to promnulgate a section similar to section 112 (b) (0), but apply-
lag to holding corporations generally. However, there are many corporations
which come within the definition of a personal holdhig corporation for apple.
cation of the 1937 act which are not, ImI fact, holding corporations In the sense
that they hold stocks of subshiary corporations. The proposal here submitted
Involves only time class of holding corporations which are parent corpora-
tions and own all or substantially all of the stock of one or more subsidiaries.
Our proposal is, therefore, not as broad as that made by the American Bar
Association, but all of the arguments presented by that association in sup-
port of its proposal apply inI like manner to this. In addition thereto, we have
a definite precedent in the action which was taken by this committee In writing
section 112 (b) (6) Into the 1936 act.

The same considerations of policy which moved this committee to work out
and procure the enactment of section 112 (b) (6) apply in the case of parent
corporations where It is desired to eliminate holding companies and confine
such corporate activities to operations by active companies.

Of course, if there should be any distribution of cash or property which
would be In the nature of a realization of profit, time Government can be pro-
tected as It now Is In the provisions of the statutes providing for ;tax-frte
reorganization of corporations. Such a proceeding Is, in fact, a type of reor-
ganization, but it Is not technically a reorganization for time reason that a,
holding corporation may hold the stock of several subsidiary corporations oper-
ating in different sections or In different fields of activity. When the holding
corporation Is dissolved the stockholders of the holding corporation continue
as stockholders of the respective subsidiaries and the enterprise as a whole will
be carried on in the same manner as before, but It will not be recognized as
one enterprise under our present law. IFor this reason It cannot technically
come within the purview of the reorganization statute and It is necessary that
the subject be specifically dealt with as was done with respect to the dissolu-
tion of subsidiary corporations.
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'here Is attached hereto the suggested amendments necessary to carry out the

plan here proposed. Section 112 (e) has also been modified so that In the event
there is any other prolerty dIstributed in liquidation of such holding companies,
the gain, If any, upon the same will be taxed as ii the ease of other distribi-
tions ill connection with the exchange of property. IIn addition to the provision
for a new subsection following section 112 (b) (0), It is necessary to add a new
subsection to section 113 so as to protect the Government against any claih that
there has been a change in the basis i the case of such liquidations and so as
to provide that any gain or loss which Is recognized InI such transactions shall
a)l)ly to the basis fin the event there is a future (isposition of any of such
securities.

SUiOFSTEID AIFINIMENTS AUTJIOIIZINO TAX F'UJ5 IIQUDII.iITON' OF 1OL.)INO
COIIPORATIONS

Amend section 112 (b) by adding thereto another subsection to be designated
section 112 (b) (7) and to read as follows:

'",t'c. 112 (b) (7). No gain or loss shall be recognized lPilo the receipt by
stoekholers of secritles of subsilary corporatloinis distributed iII cOlldete
liquidation of a parent corporation which on the date of the adoption of tile
plan of liquidation and at all times thereafter until the recell)t of such securities
was tile owner of at least 80 per centuin of the total combined voting power of
all classes of stock entitled to vote and the owner of at least 80 per centum of
the total number of shares of all other classes of stock I11 each smh subsidiary
corporation."

Amend section 112 (c) (1) by Incorporating therein a reference to section
112 (b) (7), thereby making the same to read n follows:

"St:c. 112 (e) (1). If ai exchange would he within the llrovislolls of qlllbsec-
tlon (Ib) (1), (2), (3), (5). or (7) of this Rection If It were not for tile filet that
the property received In exchange cont4sts not only of property pernmitted by
such paragraph to be received without recognition of gain. lit also of other
property or money, then tile gain, If any, to tle recipient shall be recognized.
but i nin amount not in excess of the sui of such money and(1 the fair market
value of such other property."

Amend section 113 by adding thereto a subsectio to le designated sectioti
113 (c) and to read as follows:

"S:e. 113 (c). Securities received by stockholders in complete lhiuhlatlol of
it corloration. If securities were received by the taxpayer iii comlllete Ilquila-
tion of a corporation within the meaning of section 112 (b) (7), then the basis
shall be the same as il tile case of the stock exchanged, Increased in the amount
of gain or decreased in the amount of loss to tile taxpayer that was recoguized
upon sluch exchange uiler tile law applicable to the years in which Ilie exchalnge
was il(de."

Mr. Ftyrauuou'r. I did w1ant to ad this about the statute of 1937,
whil defined personal holding colll)ies-tlat is, tile one to which
MNr. Miller (iddressed himself and mad(e tile suggestion uli.solutiois
be permitted there which wouhl 1)e tax free. It had tile effect of
making g various corporatiolls personal . holing companies which were
in fact part of an operating enltCrprise. I think, for example, this
illustration of a concrete case where an association which has been
in existence for many years, built tip from a small be iling and
was classed as a corporation, about 10 years ago desired to buy out
one of the members of the organization who had helped to build it
tip front the beginning; as a matter of fact, one of the principal
owners failed ill health and had to retire. Tile ownership of shares
in it carried unlimited liability. The company was of such char-
actor that it had to keep its credit unimpaired, as it had to borrow
very largely in excess of its capital, and the only way they could
do that and preserve their credit unimpaired was to form a holding
company to hold the stock of the operating company, except qualh-
fying shares for the individual shareholders so as to keel) tleir un-
limited liability, and that holding company contracted with tile re-



tiring stockholder to purchase his interest; it executed obligations
runing a series of years. It was all one enterl)rise. Now, they
had no way to get anything to pay for that interest except from the
dividends received from the subsidiary company, and when this act of
1937 was enacted, it automatically became a personal holding coi-
pany and therefore subject to this penalty of 65 or 75 percent if it (lid
not distribute what it earned.

Of colll.s, in that situation, when they pay off what they owe,
there is no longer any use for the holding company; they no longer
want it and would like to get. rid of it, but the situation is such they
cannot without enormous tax liability, unless the anlendilent slig-
gester1 bv the American Bar Association or the amendment suggested
here l)y me is adopted; either one of those would be sufficient.

It is our thought there are many holding corporations, however,
that own subsidiary companies which would avail themselves of the
privilege of simlplifying their structures and breaking up the holding
companies if they cou d, as parent corporations, dissolve. It seems
to me it is necessaryN to l)ro'tect the Government, as we have under-
taken to do in these suggested amendments, in the a(ijustmnent of
the basis, or, in the event there is found to be any loss on the transac-
tion to cause the distribution of the entire property.

The CHAIRMAN. Thank you very much.
The next witness is Mr. Murchison. (No response.) Did lie file

a brief? Ile stated that lie represented the Cotton Textile Institute,
but if no processing-tax amendments are proposed, lie did not desire
to be heard, but lie did if there were, and I think it is only fair if
such a proposition comes up, these people interested in the )rocessing
tax ought to be' heard, as we should get both sides of the picture.
Personally I hope no processing-tax amendments will be suggested.

Mr. Moreau, representing Aldied Investment Trust.

STATEMENT OF C. L. MOREAU, NEW YORK CITY, REPRESENTING
ALDRED INVESTMENT TRUST

Mr. ,omoAu. Mr. Chairman, I have a brief I would like to submit
and also to discuss the important features of it for 3 or 4 minutes.
Tie CHAIMAN. All right.
(The brief referred to is as follows:)

BRIEF SUBMITTED TO THE SENATE FINANCE CoMIirrri BY ALDRED INVESTMENT
TRUST TROUOH ITS SECRETARY, C. L. MOREAU, AT PmBmc HiA, INO oF MAROR
18, 1938

Title 1-A of the Revenue Act of 1937, the so-called "Loophole Law" defines a
personal holding company as, roughly, (a) any corporation In which 80 percent
or more of Its gross income consists of dividends, interest, royalties, security
and commodity transactions, and some other categories not related to the Issue
which I shall discuss and (b) If at any time during the last half of the taxable
year of such corporation more than 0 percent In value of its outstanding stock
Is owned directly or indirectly by or for not more than five Individuals. On
such personal holding companies title 1-A Imposes a surtax on undistributed
adjusted net Income of the suni of (1) 65 percent on the first $2,000; (2) 75
percent on the amount In excess of $2,000.

Certain fraternal, benevolent, building and loan, farmer and nonprofit-making
associations, and banks, life-insurance, and surety companies are specifically
excepted from the personal-holding-company status under the definition. The
revenue bill of 1938 leaves these provisions practically unchanged.

MVENUE ACT OF 1038322
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In spite of the exceptions mentioned the definition of a personal holding

company Is so inclusive that there still remain subject to the classlfleation and
resultant surtax, organizations, which on the score of intention or action should
not be liable to that status or penalty tax. I appear here for one of such
companies, Aldred Investment Trust, of which I am secretary, to ask for relief.
This Trust appears to be a personal holding company within the definition of
the act as practically all of its income Is from dividends and interest on securi-
ties and more than 50 percent of its only outstanding stock is owned by Aldred
& Co., a partnership, now consisting of five partners, though within the life of
the Trust there have been as many as 10 partners in the firm.

Aldred Investment Trust, a Massachusetts voluntary association, wias organ-
ized December 1, 1927, as a bona fide operating financial organization. Its
assets were acquired predominantly through the sale to the public of fixed
interest bearing obligations in tei form of 40-year debentures carrying common
shares thus making all debenture holders shareholders as well- When its
financing was completed in June 1928, over 80 percent of such financing had
been accomplished through the issuance of debentures and there were approxi-
mately 2,000 such debenture shareholders. At this time there are more than
1,500 scattered throughout the United States ind in some foreign countries.

This point, of source, of funds Is emphasized as the admitted purpose of the
tax was to prevent the avoidance of surtaxes on their individual Incomes by
individuals who transferred securities or other income-producing property to
corporations which were controlled by themselves or members of their families,
and did not distribute the income as dividends to shareholders. Obviously,
this object would not be achieved, if the funds are largely obtained from the
public through interest bearing obligations, instead of from the individual's
own resources. By Its very nature such a structure would entail distribution
of the greater part of the corporate income to the public in the form of interest,
and such interest would be taxable to tie reelplent. It is also pertinent to
mention that the inducement to such form of tax avoidance back to 1927 was
not great, as surtaxes under the 1926 law were roughly one-quarter of those in
effect in recent years. So much for the Intent of the organizers of the Trust.

As to policy in the matter of distribution of Income, the record shows that
since organization, all operating Income with the relatively insignificant excep-
tion of $9,892 in tihe year 1930, was distributed In every year in which it was
legally proper to do so. Thus:

During the years 192F 1920, and 1030 its aggregate net operating income was
$440,695 and it distributed $453,300. During the years 1931 to 1935, while the
Trust had a small operating income in each year, it was not in position to
distribute because during that period its assets did not equal its liabilities
Inclusive of its fixed-debenture liability. Counsel advised that declaration of
dlvilends under such circumstances would subject the trustees to serious legal
liabilities.

In 1936 the assets versus liabilities position changed to the point that assets
exceeded liabilities, and with a net operating income of $80,100 tihe Trust
distributed $70,218, or close to 90 percent.

During 1937 the recession affected market prices to an extent which again
reduced assets to a point below liabilles so that the Trust while having
a net operating income could not legally distribute it.

In the matter of control, while the firm of Aldred & Co. owns more than it
majority of the outstanding shares, It should be stated that the management
of the Trust's affairs is vested In five trustees and that at all times, at least
three of the trustees have been independent of Aldred & Co. At the present
time and since January 1, 1938, there have been four sch independent trustees.

From the beginning it will be seen that the conception on which the trust
was organized was entirely Innocent of any purpose of tax avoidance. Prima
face evidence of this lies in the fact that its funds were so predomlantly
drawn from the public. As to retention of income, it need only be. said that
the trust has, as a matter of record, distributed its operating incocn when It
could legally do so. From organization to date, there Is not the slightest trace
of tax avoidance present In the history of this trust, yet it is Included among
companies formed for that purpose under the definition of title I-A of the
1937 act, and made subject to a punitive tax of 75 percent on its undistributed
Income for not doing that which in the ltuation mentioned would be all im-
proper action by the trustees as a matter of general law. There Is Injustice
present in this situation, and I believe it is entitled to your consideration
with a view to granting relief.
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Such relief can be given simply and effectively by amending title I-A, section
402 (b) "Exceptions," of the revenue bill of 1938 by adding to or inserting, in
this paragraph which lists exceptions to the definition of a personal holding
company, the following clause:

"Corporations organized prior to January 1, 1937, whose funds, including
capital funds, were derived from tile public to the extent of more thann 70
per centum and which have had at all times since organization a inininuia
of 200 shareholders."

The (late, percent of funds, and number of shareholders are tentatively sul.-
initted as suitable to proper limitation of the exceptions.

It should be stressed that we are not here etling with a relatively small
tax or even one such as the proposed "third basket" tax of 20 percent on closely
held Industrial corporations, but with an almost confliseaory tax of 75 percent.
This rate Is so high that it calls for especial care In the drafting of the lav
to see that Its provisions do not confound the innocent with the guilty, as appears
to have been the unintentional effect in the case I bring to your attention. The
effect of the proposed amendment on tax revenue would, I think, be, negligible.
Not having access to income-tax records, I have no irneas of mnkhig anl
accurate estimate, but I should be surprised If It affected tile tax status
of more than a half dozen companies.

It Is hoped that the suggestion will meet with favorable consideiation of
the committee, but if it should develop that there are valid and controlling
reasons why relief should nlot be granted through this specific means. I believe
there can be no objection to the following recommendation, which provides
simply for deferment of distributions, or payment of the tax, in eircumtances
where declarations of dividends would be improper. As already explained. thm
trust is in such a situation at this time. Tie recommendation would be in
the form of an additional paragraph, (d), to section 405, entitled "IlTdistrib.
uted Title I-A Net Income," as follows:

"(d) Deferred undistributed Title I-A net Income applying to corporations
with bonds, debentures, or other fixed Interest hearing obligations outstanding:
No surtax levied by section 401 of this title shall he assessable on tile Iut-
distributed title I-A adjusted net Income of such corporation In any year,
when during the last month of the taxable year, it would be illegal for such
corporation to declare dividends because the fair value of its assets does not
equal its liabilities exclusive of Its capital liabilities, but such undistributed
title I-A net Income for such year shall be carried forward to the following
year and from year to year until such time as the fair value of assets of the
corporation exceeds the liabilities exclusive of capital stock liability by the
amount of such undistributed title I-A net Income thus carried forward. In
such event said corporation shall within thirty (lays make distribution of
such deferred undistributed title I-A net income or pay the tax applicable
thereto under section .101."

This suggested amendment appears to provide a simple remedy In the ease
of a corporation which comes under the provisions of the act but is innocent
of any intention of improperly withholding dividend distributions and ac-
complishes this purpose without opening up avenues to others to escape its
provisions. Taxable Income Is simply carried forward until it can be properly
distributed, falling which distribution the surtax becomes due, and payable.

The trust asks for consideration by the committee, of the predicament in
which the trust finds itself through hio fault of its own, and of the simple
means of rescuing It, which are herein proposed.

Mr. MOREAU. The matter of personal holding companies has been
touched on by several of the witnesses here, but I think I can bring
forward a fresh angle.

Briefly, the loophole law of 1937 imposes a tax of 65 percent on
undistributed net income amounting to $2,000, and 75 percent on the
balance of th'e undistributed net income.

Senator CONNALLY. Of all personal holding companies without
regard to the number of stockholders?

Mr. MoREAu. I was coming to the definition of a personal holding
company. It is an organization which receives 80 percent or more
of its income from securities, rent, royalties, and so forth-

Senator CONNALLY. Regardless of the number of stockholders?
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Mr. MOREAU. If the majority of tile stock in point of value is held
by 5 persons or less. There are several exceptions to the application
of the stock-

Senator CONNALLY. Is that the so-called third basket?
Mr. MonREAu. No; I am speaking of personal holding companies

which were l)rought in under the 1937 act, known as the Loophole
Act. There are several exceptions made to the classification end of
the definition, consisting of banks, fraternal and benevolent associa-
tions, insurance coml)anies, and so forth; they (to not touch on the
character of organization I am about to speak of.

I realize the difficulty in drawing up a definition of a general
nature of this kind which will be so" accurately drawnn as not occa-
sionally to confound the innocent with the guilty. I appear here for
AldrV(lInveement Trust, of which I am secretary, and which I think
should be clssified its a company innocent of any tax avoidance in-
tention.

Aldred Investment Trust, was organized in 1927 when, I may say,
tax avoidance was not much of an issue because at that time personal
surtaxes were only about 25 percent of what they have been the last
year ov two, an( furthermore it derived its funds to the extent of
more than 80 percent, when its financing was completed, from the
sale of interest.l)earing obhlig ttions to the l)ul)lic. By the very nature
of its corporate structure it would not )resent the advantage of form-
ing a tax-avoidance coi'l)oration, as that, would be profitable only when
the individual supplies the funds himself, because if the interest is
payable to the public on a predominant portion of the funds obtained,
that interest must be disbursed and is subject to the surtaxes of the
individual when received.

I stress that l)oint as it is quite important in this particular
situation.

The trust also comes under tile definition because more than a
majority of its stock is controlled by the l)artnership, Aldred & Co.,
which a1t this time consists of 5) persons, although it did, in recent
years, have as many as 10 partners.

While it is controlled by Aldred & Co., I should like to point out
that since organization. ithe management of the trust has been
vested in the hands of five trustees, as arranged for in the agree-
nient and declaration of trust, and Aldred & Co. lave at all tunes
seen that the majority, or at least three of the trustees, has been inde-
pendent of themselves.

As fhr as the distribution of income is concerned, the record shows
that it has since inception distributed its operating net income when
it could properly do so. During the years 1928, 1929, and 1030 we
had operating income and distributed all of it. During the years
1931, 1932, 1933, 1934, and 1935, it, also had a small operating income
after payment of interest and expenses, but it was unable to properly
distribute it because counsel advised us that the trustees would sub-
ject themselves to serious liabilities under the general law if they
did distribute.

Senator CONNALLY. What is the excuse for having holding com-
panies at all; why can't these people who own the property operate
it themselves; why is it necessary to create a fictitious instrumentality
to hold it for them I
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Mr. MOMAu. This organization was formed back in 1927 and pur-
chased securities from the funds is obtained with outstanding obli-
gations that mature in 1967. Therefore it is not an easy matter to
break it up.

Senator CONNALLY. No; but I do not see any use for it; the firm
owns it, you say?

Mr. MoRmu. The firm does not own it, sir; it only owns it to the
extent of about 63 percent of the capital stock. There are still quite
a few millions of obligations outstanding, and those could only be
bought in through call at a premium, and the situation does not
sopresent itself at this time that that can be done.

As I was about to say, the trust has at all times, when it could pos-
sibly do so, distributed the operating net income, the point being that
from 1931 to 1935, because of the drop in market prices of the securi-
ties in its portfolio, the value of its assets was reduced to a point below
its liabilities, including its obligations, so it would have been improper
under the general law to make any distribution at that time.

In 1936, the improvement in market conditions had brought about
a situation where the assets exceeded the liabilities, and in that year
the trust did distribute the net income which it had accumulated
during the year.

In 1937 however, because of the drop in market price again it
found itself in the position where the assets did not equal the liabili-
ties, and therefore it could not properly make any distribution.

I state here that, as shown by the history of the trust and the policy
of the trustees, they are perfectly willing to distribute all operating
income when they can do so properly.

I have two suggestions to make as to relief for this situation: The
first involves the addition of a very short paragraph to section 402 (b),
"exceptions," to title 1-A of the House bill 8362. To this I suggest
the addition to the exceptions of [reading] :

Corporations organized prior to January 1, 1937, whose funds, Including capital
funds, were derived from the public to the extent of more than 70 percent, and
which have had at all times since organization a nitnimum of 200 shareholders.

I might say in this case the trust during the first year of its organi-
zation had over 2,000 shareholders, and I repeat that the funds
obtained, to the extent of 80 percent, were from the public.

It seems to me, in view of the fact that no one in his right mind
would attempt to evade taxes through the organization of an instru-
mentality of this kind, that the addition of this exception to the
definition would cure the matter very simply. However if it might
be objectionable to change the definition, I have a second suggestion,
which would be equally acceptable to the trust, which would in effect
simply defer the collection of the tax, or distribution of the income
until such year as it could properly make it. In other words, this
provides that in the case an operating net income is present, we will
say for this year, or the last 6 months of the period that if the asset
and liability position still remains so it would not be proper to dis-
tribute it, that that amount will be carried forward to any year there-
after when the position is corrected and the assets exceed the liabili-
ties, and within 30 days of that time, if the amount is not distributed,
the tax shall apply, aind in that way the revenue of the Government
would not be affected except that the collection of the tax would be
delayed until it was proper for the trust to make a distribution.
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The CHAIRMAN. Is there anything else, Mr. Moreau? You have
filed your brief, have you not?

Mr. MoP u. Yes, sir.
The CHAIRMAN. Thank you.
Mr. Pierce. (No response.)
The CHAIRMAN. I desire to place for the record a brief submitted

by Mr. J. C. McAuliffe, of Atlanta, Ga., representing the Southern
Toilet Goods Association.

STATEMENT OF J. C. MOAULIFFE TO THE SENATE FINANCE COMMITTEE ON BxIEALV
OF THE SOUTHFRN ToILEr GooDs ASSOCIATION

Let me say that some 25 or 30 small manufacturing concerns, each employing
from 20 to 100 workers, are represented by this petition. In addition, quite a
number of other small concerns not affiliated with the organization are affected.

The tax on cosmetics was originally levied in 1932 and has been subsequently
extended up to this time. The manufacturers represented' in this appeal are
producers of low priced, which does not by any means imply cheap cosmetics,
in the usually accepted terms of cheapness.

Since the enactment of the original law containers have advanced some 30 to
50 percent, the average being around 40 percent. The manufacturers in this
group cater to the needs of a large percentage of the Nation's population who
are in the low earning group and cannot afford expensive preparations. Unless
they can obtain a low-priced article they must go largely without the use of
these articles now generally regarded as adjuncts to sanitation, health, and
cleanliness. Many of these products are, indeed, considered in the class of
remedial agents, or preventive measures, a fact of which, I take it, many of
your members are aware.

The manufacture and distribution of these popular-priced products is made
possible only through careful management of experienced men, working under
favorable conditions. It is difficult now to proceed with the enterprises and
many of the personnel of the managements are poorly paid for their services,
but they have carried on in an effort not only to maintain their enterprises,
but to provide employment for their workers who have been traipcd In this line
for years.

With the advancing price of containers, the increase in freight -rates and
other generally mounting costs, it is exceedingly doubtful if all thee concerns
can continue to operate without incurring losses which will seriously impair
their capital investment. Suspension of any of these would cause direct unem-
ployment to a considerable number of workers and indirectly would involve
many others. This feature alone is worthy of the consideration of Congress.

The procedure in collecting this tax imposes many hardships. Foi example,
the producer must pay the tax even on a bill of goods sold on credit even
though It Is never collected. In addition he must pay the tax on the salesman's
commission, on the freight and on nil other expenses. So far as I have been
able to ascertain this Is the only case in which all expenses are Included in the
taxable plan.

The producers composing this group realize the necessity for revenue and,
strange as it may seem, are willing to pay all possible. They would, of course,
be glad to see the tax entirely eliminated, but barring this the following is
suggested:

Levy the tax on the bulk cosmetics, or, reduce the tax to 3 percent on articles
retailing for 10 cents, or less, and to 5 percent on articles selling above 10 cents
and less than 25 cents, or eliminate container cost from the provisions of the
*act, or, if either of these is considered incompatible then a reduction of 50
percent in the taxes as now existing, making the tax 5 percent, instead of the
10 percent now exacted, and in any event that clarifying provisions be inserted
in the act.

It is known that a certain vagueness now clouds the provisions of the act as
interpreted, some contention being made that the original plan was to tax only
the bulk cosmetics. This claim is made by authorities intimately acquainted
with the original purport of the bill.

This group is anxious to go on record as being in accord with a plan of
equitable and fair taxation in support of the Government, but at the same time
appeals to Congress to consider the hazardous situation in which the firms
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engaged in this business now find themselves. The future revenue of the Gov-
ernment is to some extent Jeopardized by the prospects of discontinuance of
operation and the employment of many people is involved.

Reduction of the tax, or entire elimination on the 10 cents products, would
cause relatively little loss of revenue. On the other hand it would insure
provision for continued manufacture of these low-priced cosmetics and make
them available to a large percentage of the population that much look to this
source of supply for their needs and requirements.

There is precedent for the graduated tax plan, as illustrated in motion pictures,
or theaters and entertainments.

Finally, in concluding, may I say that we are confident that this petition and
plea is presented on the basic fundamentals of an equitable and fair proposition
and we are confident that you will give not only your careful consideration to
this appeal, but that you will recommend some remedial action in the matter
that will give relief to this group that now so sorely needs the succor that this
revision in the Revenue Act will give them.

The CHArRMA. Does anyone on the calendar for tomorrow desire
to be heard now? (No response.)

The committee will recess until 9: 30 tomorrow morning.
(Whereupon, at 4: 05 p. in., the hearing was adjuorned until Satur-

day, March 19, 1938, at 9: 30 a. m.)
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SATURDAY, MARCH 19, 1938

UNITED STATES SENATE,
COMMITTEE ON FINANCE,

WaNiingtan, D. 0.
The committee met, pmrsuant to adjournment, at 9: 30 a. In., ill

the Finance Committee room, Senate Office Building, Senator Pat
Harrison (chairman) presiding.

The CHAIRMAN. Thle committee will be in order.
I desire to state that because of the number of witnesses that have

expressed a desire to be heard, and this committee has been working
for 2 days on the hearings, it is going to be impossible to get through
with all of them today. And so that being true and the committee
desiring to inconvenience least those away from home, we are going
to take this morning to hear witnesses who are here from a distance,
so that we might finish with them, Iid we will take the Washington
witnesses on Monday. We dislike very imuch to do that, because we
want to finish these hearings, but there are some things that are
just impossible to do and give anybody any time at all to say any-
thing. So this morning we are going to hear those gentlemen, \vithin
limitations, who are here from a distance, and the others we will just
have to prolong the hearing for until Monday and get rid of you
Monday morning. So those who desire to go and fish and pllay golf
that live in town may do so.

Senator Hale, you had some gentleman here from a distance, I
understood.

Senator HALE. Yes; Mr. Chairman. I am here today with a num-
ber of people from the northeast section of the country, who are very
much interested in having eliminated from the bill subsections (c)
and (d) of section 704, the amendment for the tax on lumber.

They are particularly interested in northern white pine and Norway
pine, and Mr. Treen, the secretary of the Northeastern Lumber Manu-
facturers Association, Inc., has a brief with him, which he will file,
and he will explain the situation to the committee, and then after that
I would like to have the others heard for just a very brief few
minutes.

The CHAIRMAN. Is Mr. Treen here?
Mr. TnEEN. Yes, sir.
The CHAIRMAN. All right; Mr. Treen, you have a brief there that

you wanted to file?
Mr. TnREN. Yes, sir. I have additional copies, too, if they are

desired.
The ChAIRMAN. You have 10 minutes, Mr. Treen.
Mr. TR EFN. Thank you.
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STATEMENT OF E. W. TREEN, NEW YORK CITY, REPRESENTING
NORTHEASTERN LUMBER MANUFACTURERS' ASSOCIATION,
INC.

Mr. TtFziN. Mr. Chairman and gentlemen, my name is Edward W.
Treen, secretary-treasurer of the Northeastern Lumber Manufactur-
ers' Association of New York, representing the northeastern white
pine and Norway pine manufacturing industry.

The CUAIRMAN. What is that section?
Mr. TRPFN. That is New England, New York State, and Penn-

sylvania.
The CHAIRMAN. I meant the section of the bill.
Mr. TREN. That is-
The CHAMrMAN (interposing). I will find it. Never mind. You

may proceed.
Mr. TREEN. We have with us the following gentlemen: Mr. J. G.

Deering, president and general manager of J. G. Deering & Son.,
Biddeford, Maine; J. J. Farrell president of the Farrell Lumber
Co., Poland, N. Y.; R. V. Crowley, vice president of the Gardner
W. Taylor Lumber Co., New York City; and Mr. Stanley Fessen-
den, president of the Fessenden Lumber Co. and president of the
New England Lumber Association. We would like to have the op-
portunity, Mr. Chairman, of having those gentlemen make a state-
ment for 1 or 2 minutes when I am concluded, if we may.

The CHAIRMAN. Very well. Let us get along with them as quickly
as possible.

Mr. TRnEE. Mr. Chairman, we refer to subsections (c) and (d) of
704, the amendment to tax on lumber of the revenue bill of 1938,
which reads as follows:

Section 601 (c) (0) of the Revenue Act of 1932 Is further amended by insert-
ing after the amendment made by subsection (a) of this section the following:

"The tax imposed by this paragraph shall not apply to lumber of northern
white pine (Pinus trobu8), Norway pine (Pinu8 rc81108a), and western white
spruce."

We ask, Mr. Chairman, that this subsection, particularly as it
refers to northern white and Norway pine, be stricken from the reve-
nue bill. This amendment is directed principally at two species,
white and Norway pine, particularly white pine.

White pine is not scarce in supply in the United States.
The CHAIRM AN. So we may get the issue clearly, you want north-

ern pine and Norway pine stricken from the provisions of this
section?

Mr. TREEN. That is right, sir.
The CHAIRMAN. You are not discussing the Engelmann spruce at

all?
Mr. TEEN. No, sir.
The CHAIRMAN. All right.
Mr. TREEN. There are in the United States approximately 14/2

billion feet of saw timber of northern white and Norway pine. There
are in the New England States, New York, and Pennsylvania about
12 billion feet of that saw timber. The greatest volune of the do-
mestic stand is in the Northeastern States. Our stand is in excess of
the saw timber in the Dominion of Canada.
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Senator BRowN. Do you happen to have the figures on the amount
in MichiganI

Mr. TREEN. I have the figures here; yes, sir.
Senator BRowN. You will put them n the record?
Mr. TREEN. I will put them in the record, sir.
There is in the Dominion of Canada, Quebec, Ontario, Nova

Scotia, and New Brunswick between ten and eleven billion feet of
saw timber of northern white and Norway pine, according to the
records of the Canadian Forestry Service, a less stand than we have
in the Northeastern States alone.. Now, as concerns a comparison of production: Our production in
the Northeastern States alone, which is equivalent to 67 percent
of the entire United States of production of northern white pine
and Norway pine those two species has been greater consistently
greater than the danadian cut, according to the records of the Ca-
nadian Forestry Service and the United States Department of Com-
merce.

Senator BRowN, You say the Northeastern States. Do you go as
far west as Michigan and Wisconsin?

Mr. TRFEN. No, sir; we do not.
Senator BRtowN. You do not include them?
Mr. TEEN. No, sir; I mean New England, New York, and Penn-

sylvania in each case,. and the greatest part of that is of course in
the New England States.

The nature of this northeastern pine industry, Senators, is that
there are over 50,000 men employed in this lumber industry in these
Northeastern States. They are emplloyed in about four ways, men
that are employed all of the year round in the woods, men that are
employed all of the year round in the mills, farmers and farmers'
help who work ip the woods during the winter.

We have seasonal operating conditions up there and in the winter
in most cases we have to get the logs out or else we cannot get them
out. In most cases these men work in the winter. We also have
the help of men indirectly ein)loyed as they are cutting logs for the
farmers, who sell the logs to the mills in that territory.

We have a good many sawmills up in that country. They are
small, most of them, very small, compared with the great milIs in
the South and the Pacific Northwest. Outside of the metropolitan
areas up there there is hardly a community that does not have a
sawmill. This white pine in a great many instances is the lifeblood
of these communities.

We have conservation in the Northeast. I just want to refer here
to a study which was made by the N. R. A., and there is a table, here,
called the Average Drain Table, N. R. A. Report, which shows in
the New England and in the Middle Atlantic region in timber the
future supply is perpetual.

Senator TOWNSEND. You mean it grows back after it is cut over?
Mr. TREEN. It comes back and is growing faster at the present

time than it is being cut.
I have a chart here which I would like to show to you, which was

based on the Copeland report of the United States Forestry Service
some few years ago.

Senator TOWNSEND. How long once you cut a thicket there before
it grows back? I mean, how many years does it have to growI
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Mr. TaRE. Forty to sixty years.
In the northeast section this chart shows the drain and the cut

that which is destroyed by fire and insects, and the drain estimated
will be less for the years 1930 to 1950 than the growth will be for the
years 1930 to 1950.

Senator BRowN. What do you mean by that term "drain," is that
excess of cut-over growth?

Mr. TREEN. No, sir. The drain is the cut.
Senator BRowN. The entire cut?
Mr. TRuN. The entire cut, and that which is destroyed by fire and

the insects. That is known as the drain. It takes into consideration.
those three elements.

Senator DAvIs. Just a minute. I believe we have about three
counties in Pennsylvania affected by white pine. Do you know the
amount of timber we have in Pennsylvania?

Mr. TREEN. The entire amount of white pine?
Senator DAVIS. Yes.
Mr. TREEN. Yes, sir; I have those figures right here.
Senator DAVIS. Will you put them in the record?
Mr. FRItEENI. I can, yes; it is all laid out by States. Do you care

to have me read it now, or shall I put it in ti record?
Senator DAwIs. Just 1)ut it in the record.
I want to ask you this further question. Is not there a -group of

lumber people ho formerly operated in Minnesota in white pine
and have now moved to Canada, and they want to knock this excise
tax out here so they can send Canadian white pine in here in compe-
tition with our own?

Mr. TnEEN. That is our belief and understanding; yes.
Senator DAVIS. Mr. Chairman, after they have depleted our forests

in the United States they go to Canada. While they are operating
in the United States they want the excise tax, but when they go to
another country they want it taken off.

Mr. TREEN. The statement made on the floor of the House I
believe-

The CHAIRMAN (interposing). Do you want that put in the record?
You do, don't you?

Senator DAVIS. It is immaterial to me.
Mr. TREEN. A statement was made on the floor of the House that

in bringing in foreign timber we were conserving and practicing
true conservation in the United States and saving United States
timber. Apropos of that I would like to read from an editorial
which appeared in the January 1936 issue of American Forests,
published by the American Forestry Association.

The theory that getting our lumber from Canada or other outside countries
will solve our forest problem because it will save our own forests runs away
from the real problem, which is one of land use. The solution lies in getting
someone to grow timber on our forest lands continuously and permanently,
and that, so far as private endeavor Is concerned, will turn upon a reasonable
assurance of markets for the wood products grown.

Certainly opening the door for Canada to come in and take part of a lumber
trade grown too small adequately to support American forest properties and
their 400,000 wage earners serves no conservation or land-use ends. In fact,
the course appears to be conservation in reverse in that the policy is likely to
deter Americans from engaging in the commercial .growing of forests, thereby
hardening the problem of tax-delinquent lands which today is burdening hun-
dreds of counties throughout the Nation. Neither Is the course consistent with
the administration's early gesture of promoting the growing of forests by pri-
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vate industry. No owner of forest land can be expected to spend money grow.
ing trees if Canada or any other country may undersell him in his own local
markets. That Canada apparently can do In northern markets by virtue of a
lower wage scale. The effect, it seems logical to expect, will be to frighten
American timber owners into liquidation of their forest properties and abandon-
ment of any plans they may have for long-term timber cropping and permanent
land ownership.

So far as wages are concerned, the wages in the Northeastern
States at the present time in the lumber industry are 25 to 30 percent
higher than they. are in adjacent Canadian Provinces per hour. We
had code wages in N. R. A. with a minimum of 27 cents an hour in
the woods, and 30 cents an hour in the mills. Our wages are con-
sistently in excess of that today.

The Canadian wages I have, which I will file here with the brief.
And the wages show for Ontario in 1935 an average weekly wage of
$11.15; New Brunswick, $8.16; Quebec, $8.61; they have minimum-
wage laws in the Provinces at the present time.

Here is Ontario with $42.50 a month, plus board; Quebec, $45 per
month, plus board; New Brmswick, average $40 per month, plus
board, with a minimum of $34 plus board, right across the border
from us where this lumber is coming from.

Our stumpage prices on Northern white and Norway pine are in
excess of the Canadian prices.

According to the United States Department of Commerce the
United States 1936 price on northern white pine stumpage was $5.67
per thousand and on Norway pine $3.86 per thousand.

The prices vary from $2 to $3 per thousand in Canada according
to the stumpage location. Those are figures according to the depart-
ment of mines and resources of Canada. There was an average of
$2.50 per thousand. In some cases additional prices were put on
because of quality and accessability. Those are two great factors
in stumpage.

Senator BROWN. Tell ie does this affect the reciprocal trade treaty
between the United States and the Dominion of Canada?

Mr. TREEN. At the time this was heard last July and not reported
favorably from the committee the statement was made by the chair-
man to the effect that this thing might conflict with the negotiations
between the Department of State and the Dominion of Canada.

Senator BROWN. As a matter of fact, the Canadian timber policy
is generally against the shipment of raw forest products. By that i
mean poles, wood, or logs being brought out of Canada for manu-
facture in the United States; is it. not?

Mr. TREEN. I cannot answer that question, sir, directly, because I
have not the facts on it. But I do know the Canadian Govermnent,
particularly the provincial and forest provinces, (to consider the lumn-

r industry the most important there, and almost subsidize the
lumber industry up there.

Senator BnoW;N. They want to manufacture it in the Dominion?
Mr. TREEN. They would prefer to. In other words, it takes work

away from the Canadian laborer if they do not.
At a meeting in Montreal in February one of the foresters of the

Province of Ontario stated to the effect that in view of the critical
situation in the lumber industry that the Government intended not
to increase prices on Crown dtues and Crown stumpage at that
time.
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The CHAIRMAN. You remember when this law was passed, of
courseI

Mr. TREEN. The revenue act?
The CHAIRMAN. Yes; 3 years ago, when there were a few gentle-

men who represented some coal sections, some lumber sections, and
sugar got into it, there were four articles, and copper, I think, got
into it, and they put these propositions over; do you recall that?

Mr. TRFxN. Yes, sir.
The CAIR1MAN. Were not the representatives of the northern pine

in on that proposition then?
Mr. TEEN. This thing came up first in 1933 and the Northeastern

Lumber Manufacturers' Association was not organized at that time
not awake and watching this thing, and that is the reason we did
not participate in the thing before.

The CHAIRMAN. I did not mean you participated, but I meant
some other gentlemen might have participated in it then and there
was a little bad faith on the part of these other gentlemen who were
in the understanding to leave you now, was there not?

Mr. TRnEEN. I would think so; yes.
Senator DAVIS. The principal argument at the last hearing that

was had they stated they were only interested in the so-called patterii
pine used for high-grale specialty uses in this country, was it not?

Mr. TmEN. That is right, Senator.
Senator DAVIS. I want to ask you if it is not a fact that the unit

value for pine is less than $25 per thousand feet indicates a great
deal of that material is of a lower grade and not the highest grade
used for specialty purposes?

Mr. TREEN. It does indicate that the price of less than $25 a
thousand indicates a lower grade, competing with siding, building,
and boxing grades, for which knotty pine is used; yes, sir.

Senator JoHNsoN of Colorado. What will the loss in revenue be?
Mr. TREN. You mean in this proposal?
Senator JoHNsoN of Colorado. Yes; to the United States Gov.

ernment.
Mr. TREEN. On this particular species it will probably run $150,000

a year.
Senator JOHNSON of Colorado. That would be a loss to the Treas-

ury of that much?
Mr. TEEN. Yes.
Senator DAVIS. What would be the loss in wages to the workers

and the American businessmen?
Mr. TREEN. This loss has to come out of stumpage, of which we

have between 11 and 12 billion feet, and you put $1.50 on that, and it
is $18,000,000, which comes right out of stumpage.

Senator BRowN. Of course, your proposition here is as to retaining
the tariff now which is existing?

Mr. TPEEN. Yes, sir.
Senator BmowN. You are fighting to increase the revenue to the

United States ?
Mr. TREN. It would; yes. We wish to retain that $1.50 excise

tax.
The CHAIRMAN. There never was much of a revenue problem in

that.
Mr. TRwN. Not in this particular species; no, sir.
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Senator DAVIS. It is an excise tax that is used as a tariff, is not
that right?

The %HAIRMAX. That is right.
Senator JOHNSON of Colorado. Is it not true that the House cut

off the $150,000 and you want it put back in by the Senate?
Mr. TREEN. Yes; we want the tax of $150 000 retained.
Senator JOHNSON of Colorado. And the house took it off?
Mr. TnF N. Yes, sir.
Senator JoHNsO:; of Colorado. And you want it the way it was?
Mr. TmEN. We want it the way it was; yes, sir.
Mr. Chairman, if this was directed at all the imported species it

would be just foolish for us to come down here, but this thing is
directed at the one species, northern white pine (Pinu. 8trobu8),
and we think it is very discriminatory, unjust, and entirely unnec-
essary. This high-grade material is used for pattern work and fine
trim, and sells for as high as $80 to $120 per thousand. And $1.50 is
no bar to sale for that. It is conceded in making sales many times.
The claim is that that is the only kind of material that comes in from
Canada which we claim is not so.

The CHAIRMAN. Your time is up. You have a brief?
Mr. TREEN. I have a brief, and I have some other gentlemen here

if you want to hear them.
Senator KINo. You were addressing yourself to only one species?
Mr. TREEN. White and Norway pine, sir.
I also have some other information which I will file.
(The matter referred to is as follows:)

Banr- IN REFERENCE TO 11. R. 982, PaOPoSED RvNuE Aerr oy 1938, SUBSECToIs
(C) AND (D) OF SECTION 704, AMENDMENTS TO TAX ON LUMM

Gentlemen, The Northeastern Lumber Manufacturers' Association, Inc., 41
East Forty-second Street, New York, N. Y., speaking for the white and Norway
pine manufacturing industry of New England, New York, and Pennsylvania,
earnestly requests that the Senate Finance Committee eliminate from the
revenue bill of 1938 subsections (c) and (d) of section 704, Amendment to tax
on lumber, reading as follows:

(e) Section 601 (M) (6) of the Revenue Act of 1932 Is further amended by
inserting after the amendment made by subsection (a) of this section the fol-
lowing: "The tax Imposed by this paragraph shall not apply to lumber of
northern white pine (pinus strobus), Norway pine (phnus resinosa), and west-
ern white spruce grown In Manitoba, Saskatchewan, or Alberta."

(d) The amendment made by subsection (c) shall be effective July 1, 1038.
The excise tax imposed by section 601 (c) (6) of the Revenue Act of 1932

on imported northern white and Norway Pine and western white spruce Is at
present $1.50 per thousand feet, board measure. This represents a reduction
of 50 percent, with the effective date of the present Canadian Reciprocal Treaty
January 1, 1930, from the statutory rate of $3 per thousand feet, which was
effective on all Imported lumber. The intent of the above proposed amend-
ment Is to eliminate the $1.50 excise tax from the three species mentioned.
The principal species involved are northern white pine and Norway pine, par-
ticularly the former, the western white spruce not being of great importance.
The pine Is Imported from Canada.

I. Nature of the northeastern lumber manufacturing Industry. The lumber
manufacturing operators in the Northeast are relatively small. Some few com-
panies employ from 100 to 300 men, but the majority directly employ from 0 to 25
men. There is hardly a county in the Northeast, outside of the metropolitan
areas, which has not one or more sawmills which provide work for the commu-
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nity, provide work for farm help during the cutting season which would othel-
wise be unemployed, and provide a market for the products of the farmers'
woodlots.

Lumber manufactured in the Northeast Is sold, as proven by Department of
Commerce statistics, to the extent of over 90 percent of its total volume, in its
territory In which produced. It Is so limited for the following principal
reasons:

1. No market to the north because of Canada,, which produces more than
enough of the same species to satisfy its own demands.

2. No market to the east because of the Atlantic.
8. No market west and south because transportation costs would not permit

It to meet competition from other sections advantageously in those areas.
Outside of the Pacific Northwest and one or two sections in northern Michi-

gan and Wisconsin, wages paid wood and sawmill labor average higher than
in any other producing section. This might be expected as the northeastern
lirea is primarily Industrial.

II. Reasons why the elimination of subsections (c) and (d) of section 704,
amendments to tax on lumber, Revenue Act of 1938, is requested:

1. A subcommittee of the Committee on Ways and Means of the House, at
hearing on July 21, 1937, before which this association testified, refused to
approve H. 1R. 7518, which bill proposed that which subsections (c) and (d)
of section 704 of the present revenue bill would bring about.

2. The proposed amendment is sponsored principally by one company, which
having depleted its northern white and Norway pine in this country, has trans-
ferred its cutting operations into Canada and is desirous of avoiding payment
of the import excise tax on the Canadian pine shipped into the United States.
As evidence, the following is quoted from a letter written by Mr. A. A. D.
Rahn, vice president of Shevlin, Carpenter & Clarke Co., on February 8, 1037,
to Senator Harrison, which letter is Included (p. 14) in the report of the
hearing on H. R. 7045, H. R. 7518; and H. R. 7934.

"Originally our white pine and Norway pine mills were located In Minnesota,
but as the supply of these became depleted, we moved into Canada across the
line, so that we would be able to supply our trade with Northern white pine
and Norway pine, for which no other species could be substituted."

The record further shows (p. 32) a statement of Mr. Rahn, as follows:
"We shipped into the United States 40 percent of the white pine that comes

into the United States."
Further, under questioning, Mr. Clark, of the proponents, testified as follows

(p. 46 of report) :
"Representative WOoDRuF. Whom do you represent?
"Mr. CLAfI. The Shevlln, Carpenter & Clarke Co., of Minneapolis.
"Representative WOODnUFF. They are a hunber-nmanufacturing concern?
"Mr. CauR. Yes, sir.
Mr. WOODRUFF. In other words, they are anxious to escape paying this excise

tax on the lumber that they bring in from Canada?
"Mr. CLmiK. Yes, sir.
"Mr. WOODRun. And it is Just another attempt, isn't it, to avoid paying

a tax?
"Mr. CARiK. It is their contention, sir, that these species of lumber in which

they are Interested are scarce in supply in this country; they are species of
wood which would be imported anyhow, and therefore the imposition of excise
taxes on these three species is a burden upon the American consumer, because
he has to import these woods for specialty purposes. The American consumer is
now compelled to pay the difference because of the imposition of the excise tax
on these woods."

& White pine and Norway pine are not scarce in supply in the United States.
According to the Department of Mines and Resources, Canada, a 1935 esti-

mate of the accessible saw timber of northern white and Norway pine in
Ontario, Quebect Nova Scotia, and New Brunswick, are 8,788 million and 3,002
million feet, board measure, respectively. These are the only Canadian Prov-
inces in which these species grow to commercial size.

This association filed statistics with the Committee on Recipiocity Information
when the present Canadian reciprocal treaty was under consideration which
showed a stand of approximately 11,000 million feet of northern white and
Norway pine alone in the New England States, New York, and Pennsylvania.
The total American stand is approximately 14,500 million feet, according to
the Copeland report of the Forest Service.
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The total cut of northern white and Norway pine In the United States fli

1035 was 877,876,000 feet, board measure. The Northeastern States produced
65 percent of that cut. White pine is our principal softwood species. The
northeastern cut of these two species exceeds the Canadian cut, as the following
Indicates:

Ontario Quo-
New EnglandI bec. New

Year New York,and Brunswick,
Pennsylvanja I and Nova

Sootia I

Thousand feL Thousandjitd
board measure board measure

1934 ........................................................... 272, 513 214157
193 ............................................................ 249,550 240,931
1930 ..................................................................... 297, MS 27 0

1 Department of Commerce, Bureau of the Census.
I Canadian Lumbermen's Assolation.

4. Canadian white and Norway pine competes directly with domestic pro-
duction.

Proponents have Indicated that this Canadian pine is needed for specialty
uses, Is not procurable in the United States, and therefore does not compete
with domestic production. White pine used for specialty use Is high-grade
material which sells from $80 to $120 per M. An excise tax of $1.50 per M
is no bar to its sale. That amount is often conceded in making a sale.

Furthermore, the records of the United States Tariff Commission indicate
conclusively that the majority of imported pine (over 93 percent of which Is
Canadian white and Norway) is not high-grade specialty material as witness
exhibit A attached.

The only and correct conclusion to be drawn from the Tariff Commission's
unit values of imported pline is that it includes a preponderance of lower grades
used for building, boxing, and similar purposes and competing directly with
domestic production. It competes with lumber from the South and West used
for the same purposes.

Additional evidence that such Is the case is the following quoted from n letter
from a large manufacturer of white pine in Canada, much of whose production
comes Into the United States:

"As asked for, we give approximate percentages of the different grades:

White Pine: Percent
0 selects and better ----------------------------------- 2
D selects and better ---------------------------------- 3
Cuts (Nos. 1, 2, 3) ----------------------------------- 3
Nos. 1 and 2 common --------------------------------- 20
No. 3 common -------------------------------------- 30
No. 4 common --------------------------------------------- 25
No. 5 common --------------------------------------------- 10
No. 6 common --------------------------------------------- 8

"Different mills may vary somewhat from this, dependent on whether the
stock cut is full-grown pine or younger timber, but this might be a fair
average."1

5. Canadian competition keen and Canadian operating costs less.
The northeastern lumber manufacturing industry is affected more by Im-

ported lumber than any other domestic producing section. Our principal species,
white and Norway pine, spruce, eastern hemlock, birch, beech, and maple, are
identically the same as the principal Canadian species in the eastern provinces.
The Canadians have a surplus. That surplus seeks its outlet in the north-
eastern markets. The American manufacturer cannot ship Into the Canadian
markets as they have enough and to spare of this kind of lumber.

For Instance, total Imports of white and Norway pine in 1935 equaled 33
percent of northeastern production of the same species and 22 percent of the
total United States production of the same. These are extremely high ratios,
.quite Indicative that this $1.50 excise tax is no bar to sale. Imports of British
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Oolumbla fir during 1935 were equal to only 1.3 percent of domestic production.
Stumpage costs of Canadian white and Norway pine are less, as witness:

Northern Nwht Norway
white pinepine

Per ' Per .1l
Average price, United States, 1931 ............................................. $5. 67 $3.86
Average price, Canada, 1938: I

Ontario ...................................................................... $2.50 2.560
Quebec ...................................................................... '2.00 1.75

ew Brunswick ............................................................. 3.00 2. 00

I U. 8. Department of Agriculture, Stat. Bull. No. 62: Stumpage and Log Prices, 193.
I Crown dues.
8 Subject to additional charges, depending on quality and accessibility.

Labor standards in the eastern Canadian Provinces are lower than in the
northeastern United States. (See Exhibit B attached.) During the N. R. A.
ininaium wages in tile woods and ills it the northeastern section were 27
c,:nts atid 30 cents per hour, respectively, with a maximum of 2,080 hours a
:;oar. Those standards have been maintained and are consistently higher in
• ifny Instances.
, and density of timber, topography, climatic, and other conditions affect-

Ing operations are the same In Canada as i tile northeastern United States, so
we have no compensating cost factors to offset lower stumpage costs aid labor
standards In Canada.

0. Conservation.
The future supply of timber In New England and the Middle Atlantic States

(which Include., New York and PIennsylvanla) is pIrpetual. Outside of tile
south Rocky Mountain region, that is true of no other producing sections in the
United States.

Numnsber of year' supply at 1929-.8S

[Average drain (table IX (a). N. R. A. report)]

Region Present supply Future supply
(years) (years)

New England ........................................................... 138
Middle Atlanti. ....................................................... 18,30 I3
Lake .................................................................... 83 40
Central ................................................................. 15 19
South ................................................................... 29 240
Pacific coast ............................................................. 100 252
North Rocky Mountains ................................................ 124 316
South Rocky Mountains ................................................ 126 (3)

I Perpetual.

White pine is today tile most plentiful and fastest-growth softwood ill tile
northeastern, region. It Is recognized as a great State, coutity, and community
asset. It Is a perpetual source of income for communities 1nd families, for
labor, and Ill sale of product. Ally legislation wllicl discourages the lierlwAtua-
tioli of the species, through permitting the Import of foreign material, costing
less In the raw and produced at a cost which cannot be met by domestic pro-
ducers takes away part of the lifeblood of many northeastern colmnuniltics. Thils
is Intensified If the legislation is discriminatory through not being applicable
to other principal imported species.

The following is quoted from an editorial appearing in the January 1930
Issued of American Forests, published by the American Forestry Association
[the italics Is ours]:

"The theory that getting our lumber from Canada or other outside countries
will solve our forest problem, because it will save our OWnI forests, runs away
from the real problem, which Is one of land use. The solution lies in getting
someone to grow timber o our forest lands continuously and permanently, and
that, so far as private endeavor is concerned, will turn upon a reasonable
assurance of markets for the wood-products growth.
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"Certainly opening the door for Canada to come in and take part of a

lumber trade grown too small adequately to support American forest properties
and their 400,000 wage earners serves no conservation or land-use ends.
In fact, the course appears to be conservation In reverse in that the policy is
likely to deter Americans :om engaging in the commercial growing of forests,
thereby hardening the problem of tax-delinquent lands which today is burdening
hundreds of counties throughout the Nation. Neither Is the course consistent
with the administration's early gesture of promoting the growing of forests by
private Industry. No owner of forest land can be expected to spend nouncy
growing trees if Canada or any other country inay undersell him in his own
local markets. That Canada apparently can do in northern markets by virtue
of a lower wage scale. The effect, it seems logical to expect, will be to frighten
American timber owners into liquidation of their forest properties and abandon-
ment of any plans they may have for long-term timber cropping and permanent
land ownership."

SUMMARY

For the reasons stated above and attached exhibits, the northeastern lumber
manufacturing industry earnestly and respectfully requests the Senate Finance
Committee to refuse to approve subsections (c) and (d) of section 704, "Amend-
ments to tax on lumber In the Revenue Act of 1938."
The northeastern industry, front the standpoint of total national pr(sluction,

does not represent a large sector, but it must le considered that this proposed
legislation does not propose the removal of the inport excise tax from all
foreign species competing with all American species. It is (lirected principally
at one Imported species and of that species, the greatest stand and the greatest
production Is In the Northeastern States. Why pick out this one'; It Is the
area which receives over 70 percent of imported lumber. The principal active
supporter of this proposal is one organization which would remove what reason-
able protection our industry has (which protection is decidedly no bar to sale),
against foreign competition which affects vitally the many thousands of men
employed in the logging camps and mills of the Northeast.

We submit that the proposal is discriminatory, unnecessary, and totally
unjustified by the real facts.

The northeastern lumberman cannot supply all the requirements of the north-
eastern market. le must sell his lumber li that market if le sells It at all.
and all lie asks Is to be given that opportunity and to at least break even.
Under adverse circumstances he has endeavored to keep his men at work and
realize tie aims of the administration. If this discriminatory proposal is
approved, the discouragement and disillusionment will be tremendous. There
is room for Canadian lumber and a large proportion of other domestic produc-
tion in the Northeast. It Is being sold In large volume, and the removal of this
excise tax Is not necessary to continue that volume.

In closing, we submit for your consideration this additional thought: That
auch proposals as this on which your disapproval Is asked may tend to conflict
with Department of State policy in respect to the existing treaty with Canada
or the renewal of the treaty, the terms of which are now under consideration.
This point, we know, was considered of extreme importance by the ciairman of
the subcommittee of the Committee oil Ways and Means when II. It. 7518,
mentioned above, was under hearing.

Respectfully submitted.
NORTJIF.AST31N LUMBER AMANJFArUR28 AssOCIATION, INC.,
E. W. TRIMN, Rxeculie Sceretary.

EXHIBIT A

Comparison of unit value', imported pine and average sales prices, volume
grades, domestic production

Year Quantity Value Unit value

MAp. b. aM.
1934....................................................... 91,194 $2,163,484 $2&.72
193........................................................ FA,794 2,129,891 23.99
19M6..................................................92,083 Z.41E11 2 23

1 U. 8. Tariff Commission Report, May 1937.
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Average prices f. o. b. mill, northern white pine, northeastern production

No. 2 common 1 No. 3 common I No. 4 com-monl i Log run,
- square edge

1 by4inch 0,8,10 inch lby41nch 0,8,10linch Random

December 1935............... $33.50 $35.50 $25.50 $29.50 $21.50 $2.50
December 193A ..... ...... 6.50 38.50 27.50 30.50 24.50 31.50
December 1937 ................ 30.50 40.50 28.50 30.50 23.00 31.w0

I Predominating grades, especially No. 3 and No. 4 common in average mill cut of northern white pine,
domestic or Canadian production.

EXHIBIT B.-Provincial labor standards in logging and sawmilling industry

Type of labor Ontario • Quebec New Brunswick Nova Scotia

Woods ......... Minimum, $42.50 per Minimum, $45 per Average, $40 per None.
month plus board, month plus board month plus boar

Board, 75 to 85 cents Inexperienced and in- Minimum, $34 per
per day. capable workers, $30 month plus board.

Hours, no limit, per month plus Board, 50 cents per
Maximum days, 20 hoard. day.

per month. Board, 60 cents per Hours, no limit.
day.

Maximum hours, 60
per week.

Maximum days, 26
per month.

Mills ........... None. None. None. None.

EXHIBIT C.-TWagc8 in lumber manufacturing industry
IN THE UNITED STATES I Weekly

July 1935 ------------------------------------------------------- $16. 32"
July 1936 ------------------------------------------------------- 18. 69
July 1937 ------------------------------------------------------- 21. 11
July 1938 ------------------------------------------------------- 17. 70

1 U. S. Bureau of Labor Statistics.

IN CANADA I FOR 1935

empoyed Total wages Annual Weekly

Canada ....... ........................... 22,916 $15,401,548 $74.73 $13.oOntario .............................................. 3,60 2,104, 338 ,,50.0. 1 1. 1,
New Brunswick ..................................... 1,974 837,875 424.45 & 10.Quebec ---------------------------------------------- 4, 077 1, 848, M67 456. 94 8.7?1

I Dominion Bureau of Statistics.

EXHIBIT 1.-Imports, 1935, 1986, 1937,(M feet b. ni.)'

[Through northeastern custom districts, species identical with northeastern production)

SPRUCE

Year Grand total, Northeastcus- Percentthrough
Small districts tom districts northeast

1935 ..................................................... 105,13 1 468 80
1936 ..................................................... 305,300 234,809 77
1937 ....................................... 308,106 221, 708 72,

' U.. S. Department of Commerce, Bureau of Foreign and Domestlo Commerce.
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EXHIBIT 1.-Import, 1935, 1986, 1937 (M fet b. m.)-Contlnued
PINE

341

Northeast,
Grand total, Duluth, and PercentthrougbYear all districts Superior cus- northeast

tom districts

1,36 .................................................... 88,794 83,028 93
193 .................................................... 92, 08 78, 668 85
1937 ..................................................... 83,042 71,390 80

BEECH, BIRCH, AND MAPLE

Grand total, Northeast cus- Percent throughYear all districts tom districts northeast

.935 ..................................................... 21,120 19,540 92
1930 ..................................................... 87,701 33,761 89
197 .................................................... 3,484 44,268 83

EXhIBIT 2.-Lumber dl8tributlon, eiorthesatern production, 1934

(M feet b. M.) I

Con- Massa. New New Penn- Rhode Ve oaFrom nectl. M aine chu- Nam ep- York syl- islade V r-, Total
cut setts shire York vania Islan

To-
Connecticut ............ 9,417 14,408 5,043 2,292 415 68 ... ......... 31,643
Illinois ......................... 1........ ................ ... 2,103
Indiana .............. ................ 8.........995....... ....... 1,631

Maine .................. .. .98,#442 , 325 470 60 ............ 102,297
West Virginia and

Maryland. .......... ........ 125 39 2,522 .............. 2,68M
Massachusetts...........132 47.. 77 38,683 17,298 4,332 670 1,68M 9,050 119,134
Wisconsin and Michl.

gan ................................... 78 ........ 80 758 ................ 92
New Hampshire ........ ........ 8,693 3,001 92,997 455 2,828....... 4,843 112,217
New Jersey ........ .. 2 76 3,020 1,085 710 ........ ...... 413
Nw York .... ........ 10,860 418 8,8 40,438 20,069........ 1,642 303
Ohio................. ........ .872 447 9,546 . . . . . 10,400
Pinsylvana ........... ........ 207 48 375 1, 535 92,990............. 9.%155
Rhode Island ........... ..... 7,828 n 625 145 .. 57 ..... 2 7.......11,463
Vermont ................ 21 2,314 1 1,407 2,112 830 .. 2,800 86,181

Total ........................ ........ ........ ........ ........ ..... ..... I ....

I Lumber Distribution and Consumption, 1934, U. S. Department of Agriculture, Forest Service.
, 96 peroowt of northeastern production distributed in horiheastern territory.

EXHIBIT 8

Timber stand (board Maine Massachu- New Hamp. Pennsylvania New York
measure) 'setts shire

Spruce..... ........ 112,5%00, 000, 000 200,'000,000 017,871,000
. .am ............ 4, 0 000, 000.................. FlHemlock............. 4. ,000,000 200,000,000................. . ...........

Wht pn . .-.:.. 4,000000,00 0 9,000, 000, 000 1,8SK,000,0W)O 1,146,000,000 8, 667,000, 000
W1ardwbods. ............... 6,100, 000,000 800,000,000 677,49,000 4,761,000,000 17,46 000, 000
Land area, acres:

Softwoods ............ ,287,461 290,000 2,837,000 (4) (4)
Hardwood ............ 3,484, 60 23D,000 1,129,000 1,831,000 4,628,000
Mixed ................. 3,827,974 ....................................................

I Estimated from 25,000,000 oords reported, of which probably 50 percent Is saw timber.
I All softwood (estimated 50 percefit white pine).
3 All softwood (estimated 25 percent white pine).
STotal.
Vermont figures not available, estimated 1,500,000,000 white and Norway pine.
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EXHIBIT 4.-Total stand- aw timber"-Northern white pine (Pinus strobus)
and Norway pine (Plnuss resinosa)

(Million feet board measure)

Ontario Que.
bec, Nova United
Scotia, and States I

New Bruns.
wick

White Pine .................................................................. 8. 788 14,72
Norway Pine ................................................................ 3,002

' Canadian figures from Department of Mines and Resources, Canada, 1935 estimate.
I Of this approximately 11,900 million feet is in New England, New York, and Pennsylvania.

United States stand data from Copeland Report.

Comparison of produotion-Northern white and Norway pine

(Million feet board measure)

New Eng- Ontario, Que.labnd,' New
Year land, Brunswick,

York, and and Nova
Pennsylvania Scotia

1934 ..................................................................... 272,513 214,157
1935 ..................................................................... 249, 550 240, 931
1936 ...................................................................... 297,665 278,030

I Department of Commerce, Bureau of the Census.
I Canadian Lumbermen's Association.

EXHIBIT 5.-Produotion -Northoern white and Norway pine

(1,000 feet board measure]

Now England, Percent
Year Total New York,and of total OtherPennsylvania cut

1034 ...................................................... 387,757 272,513 70 115,244
135 ........................................ 378,269 249, 50 65 12, 719
1936 ........................................ 443,723 297, 65 67 140,058

1 Department of Commerce-Bureau of the Census.

EXHIBIT 6.- omparisot of unit value 4-Imported pine and average sales prces,
volume grades, domestic production

Year Imports, Imports, Unit
quantity value value

1934 .................................................................... 91,194 $2,163,484 $23.72
1935 .................................................................... 88,794 2,129,891 23.99
1938 .................................................................... 92,085 2,415,311 26.23

' U. S. Tariff Commission Report, May 1937.
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Average prices f. o. b. mill, northern white pine, northeastern production

No. 2 common I No. 3 common a

No. 4 Log run,
common I square

I Inches, b Inches, random edge8 Inches, Inches 8 Inches,
81c0e 10 Inches 10 Inches

December 1935 ............................ $33.60 $35.0 $25.60 $20. 0 $21.50 $25.50
December 1936 ............................ 36.50 38.0 27. 50 30.50 24.0 31.50
December 1937 ........................... 30.60 40.50 28.60 30.50 23.00 31.50

a Predominating grades, especially No. 3 and No. 4 common In average mill cut of northern white pine,
domestic or Canadian production.

EXHIBIT 7.-Comparison of 8tumnpage prices-Identical species-Northeast
United States and Canada

[Thousand feet board measure)
Engel-

Northern Nor Enay l
white ay mann's Birch Beech Maple
pine Pine spruce

Average stumpage price, 1936, United
StatesI .................................. $5.67 $3.86 $4.0 $0.46 $3. 86 $6.75

Stumpage prices, 193,' Canada:
Ontario ...................... 2.50 2.50 2.00 2.0 2.50 2.50
quebec ------------------------------ ' 2.00 1.75 1.20 1.75 1.75 1.75
New Brunswick ...................... 3.00 2.00 2.00 2.60 1.0 2.00

I United States Department of Agriculture (Stat. Bull. No. 62), "Stumpage and Log Prices, 1936."
1 Crown dues.
3 Subject to additional charges, depending on quality and accessibility.

EXHIBIT 8.-Provinclal labor standards in logging and sawmilling industry

Type of labor Ontario Quebec I Now Brunswick Nova Scotia

Woods ............. Minimum $42.50 per Minimum $45 per Average $t0per month None.
month plus board. month plus board. plus board.

Board: 76 cents to 85 inexperienced and in- Minimum $31 per
cents per day. capable workers, $30 month plus board.

Hours: No limit. per month plus
Maximum days: 20 per board. Board: 60 cents per

month. Board: 60 cents per day.
da. Hours: No limit .......Afasxum hours: 60

per week.
Maximum days, 26 per

month.

Mflls ............... None. None. None. None.

(Mr. Treen submitted additional information, as follows:)
UNITFD STATES DEPARTMENT OF AORICULTURE,

FOREST SERVICE,
Washington, February 17, 1938.

Mr. EDw. W. TREEN,
Executive Seoretary, Northern Lumber

Manufacturers Association, Inc.,
New York, N. Y.

DEAR M. TREEN: Your letter of February 11 addressed to Mr. Marsh has
been referred to me for reply. As soon as the bulletin referred to in your letter
is published we will send you a copy.

* 54885--38----23
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There is no recent bulletin nor publication that give' reliable estimates of
the standing timber In the United States, by States and species. I presume
that you are familiar with the national-forest survey which has been under
way since 1030. We have covered the States of Oregon and Washington, part
of the Inland Empire region, the Lake States, and several States in the South.
Approximately 50 percent of the United States has been covered by field work.

Estimates of the timber in western Oregon and Washington are available
by counties. Estimates are also available for several Southern States, and for
Minnesota and Michigan. The Northwest will be covered Just as soon as sufi.
clent funds are made available to Justify undertaking the work in that region.

I am enclosing two leaflets showing rough estimates of birch and maple.
I am also showing by the following table the estimated amount of timber
by species for Minnesota and Michigan as determined by the recent forest
survey. This estimate is in millions of board feet, green chain lumber tally.

Species Minne- Michl. Species Mnne. I ehl.
sota gan sots pn

white pine .............- - 1,598 1,010 Yellow birch ................. 93 3,771
Norway pine ...........---- 998 187 Beech .................................. 1,320
Jack pine ..................... 2,263 169 Basswood .................... 451 760
Hemlock ............................... 6, 50 Elm .......................... 702 1,248
Balsam fir .................... 350 606 Oak .......................... 762 1.211
pruce ...................... 1,241 984 Poplar ....................... 2,367 955

Tamarack .................... 137 78 Miscellaneous I ............... 1,186 2,271

All softwood ............ , 587 9, 581 All hardwood ........... 5,867 18,95

Sugar maple .................. 306 7,423 State total.... .......... 12,454 28,549

I Including paper birch and red maple.

Minnesota has approximately 12.4 billion board feet and Michigan approxi-
nately 28.5 billion board feet. These estimates include all species, regardless of
volume per acre, and for that reason a considerable portion of some species is not
now operable. You can get the figures for Wisconsin by writing the director of
the Lake States Forest Experiment Station, University Farm, St. Paul, Mian.
We have not yet received the final figures, by species.

If you are interested in estimates for the Southern States, you can secure this
information by writing the director of the Southern Forest Experiment Station,
400 Union Building, New Orleans, La. You can also secure the estimates for
the West by writing to the director of the Pacific Northwet Forest Experiment
Station, Now Courthouse, Portland, Oreg.

Very sincerely yours,
R. D. GARVER, Director, Forest Survey.

The CHAIRMAN. I wish you would get rid of these other gentlemen
as quick as you can.

Mr. TRExN. They will just talk about a minute.
Mr. Crowley?

STATEMENT OF R. V. CROWLEY, VICE PRESIDENT OF THE
GARDNER W. TAYLOR CO., NEW YORK, N. Y.

Mr. CROWLEY. My name is R. V. Crowley. I am vice president of
the Gardner W. Taylor Co. of New York. k

Mr. Chairman and gentlemen, my company operates vei'y largely
in northern white pine. That one species of wood is our principal
stock in trade and bread and butter.

Senator KING. In New England or in New York?
Mr. CROWLEY. Both. We get our lumber from both New England

and New York. And we cater to a rather high-class specialty trade
among the larger industrials that demand a high-grade lumber.
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Formerly we operated entirely in Canada. And -having been
brought up more or less on Canadian white pine we were always
under the Impression, and never believed, that the trade we catered
to would ever be satisfied with any American white pine. We just
automatically assumed that Canadian white pine was superior in

quality and that our trade, accustomed to it, would continue to
demand it.

Senator DAVIs. Is the Canadian white pine superior to the Amer-
ican white pine?

Mr. CROWLY. That has not been our experience, Senator.
I want to say that in 1929 the lumber we were getting up there

was exhausted and the mill was dismantled, and on top of that cane
the depression, and for a couple of years we were not interested in
buying lumber anywhere, as we still had enough stock. There was
still $4.50 duty in excise tax on Canadian lumber and as our stocks
became broken we had to supplement them. We began to look into
various offerings of eastern. white pine here in the United States,
and to make a long story short there in 1929 we were getting our
entire production in Canada for very high-class trade. And today
and in fact for the past 2 years we have moved our operations over
here into the northeastern United States. We are shipping the very
same customers the very same grade for the very same purposes, and
seem to have no difficulty at ai in satisfying them as far as quality
is concerned.

Senator KINo. Let me interrupt you. I was interested in your
statement that you had to close your mill because the supply was
exhausted. Are you denuding and going to leave your country where
you are operating now in northern Micligan nothing but old stumps
and desert ?

Mr. CuowLEY. No; that is a very attractive feature of the present
outlook. That is as near as we can determine, and the forest records
seem to bear me out.

Senator BnOWN. Let me say to the Senator from Utah that I rather
resent the statement that he makes about northern Michigan.

Senator KING. I got it from a Michigander.
Senator BRowN. The figures show that there is more tourist money

spent in northern Michigan than there is in the majority of States.
Senator KING. And more lumber produced there than in any other

part of the country.
Mr. CROWLEY. It appears that we have more nearly perpetual white

pine in the northeastern United States than any other part of the
country. In other words, northern pine, as it grows in the East
reproduces itself at a rate at least equivalent to the rate of drain, and
probably in excess, and I do not believe that is true of any other sec-
tion or any other wood in the United States. But it is true of north-
ern pine in the Northeast. I believe the Forestry Service records
bear that out.

The CIHAIRMAN. Is there much reforestation going on up there?
Mr. CROWLEY. No; not what you would say would be a drop in the

bucket at the present time.
Senator KING. You have not a plan there where when you drop

one tree you replace it with others?
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Mr. CnowuLu. Not at present; no.
Senator KIN(G. You are denuding the forest without replenishing it?
Mr. CROWLEY. The natural replenishment takes care of it. It would

be very uneconomical to try to do it artificially because the natural
process is so perfect up there in the East.

The CHAMMAN. It takes about 50 years to replace it?
Mr. CnowLEY. Yes; and in about 50 years you have got a new crop.
The CHAMMAN. We have it down in my State; pine that replaces

itself in 15 years.
Mr. CROWLEY. Sap pine?
The CHAIRMAN. Yes; loblolly.
Thank you very much, Mr. rowley.
Mr. CROWLEY. thank you, Mr. Chairman.
The CHAMMAN. You are one of the concerns that did not move

after they finished in Minnesota and went up into Canada, but you
came down here?

Mr. CROWLEY. We did just the opposite, Senator, and we hope to
stay in the United States if we have some protection.

The CHAIR-MAN. Senator Murray has a statement.

STATEMENT OF HON. JAMES E. MURRAY, UNITED STATES
SENATOR FROM MONTANA

Senator MURRAY. Mr. Chairman and members of the committee, I
have been requested by the lumbermen of my State to come here this
morning and make a statement in connection-

The CHAIRMAN (interposing). Senator, would you prefer-lie has
two or three gentlemen who wish to make a statement about a minute
long-he finish and then you go on?

Senator MURRAY. Thank you.
Mr. TREEN. Mr. Stanley Fessenden, president of the New England

Lumber Association and president of the Fessenden Lumber Co., in
Fessenden, Mass., which is an old company and is a company which
has been operating for 100 years.

STATEMENT OF STANLEY FESSENDEN, PRESIDENT OF THE NEW
ENGLAND LUMBER ASSOCIATION AND PRESIDENT OF THE
FESSENDEN LUMBER CO., FESSENDEN, MASS.

Mr. FESSENDEN. Mr. Chairman, I would like to urge this amend-
ment be stricken from the bill, as it will serve no good purpose and
will work a hardship on 50,000 men working in the lumber industry
in the Northeast.

That is all the time I will take.
The CHAIRMAN. Thank you, Mr. Fessenden.
Mr. Tmpm. The next is J. G. Deering, president of the J. G. Deer-

ing & Son, Biddeford, Maine; very old pine operators in Maine.
Senator itING. I understood one of your men to state a minute ago

that some of this pine sold at $180 a thousand.
Mr. TREEN. The high grade sells from $80 to $120 per thousand.
Senator KINo. And you think a $1.50 tax would be destructive to

the industry?
Mr. TnEEN. No, sir; not on that type of material.
There is not a great percentage of that type of material developed
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from the log, but that is again developed for only high-grade spe-
cialty use. But the unit is between $23 and $26 per thousand, 'vhich
indicates the preponderance on the lower grades.

STATEMENT OF 3. 0. DEERING, PRESIDENT OF 3. G. DEERING &
SON, BIDDEFORD, MAINE

Mr. DEERINO. Mr. Chairman, our costs are ip approximately 40
percent over the last 4 or 5 years, and we are very much concerned
over our ability to keep those costs within range and to keep em-
ploying men and keep going profitably.

Senator KING. What is the reason for your increased cost over 1929,
for instance?

Mr. DEMING. Over 1929?
Senator KING. Yes.
Mr. DEERINo. The large part of lumber costs are labor almost en-

tirely.
Senator DAVIS. Has there been an increase in wages and labor?
Mr. DEMING. Oh, yes; substantially.
Senator DAVIs. Since 1929?
Mr. DEERING. Yes, sir. Wages are substantially higher with us.
Senator KING. Higher than in 1929?
Mr. DEFn.RNo. I think so; yes, sir.
Senator KING. Than 1928?
Mr. DERING. In 1929 the lumber business was not good with us. It

was very much depressed.
The CHAIRMAN. Thank you very much.
Mr. TREEN. Mr. Chairman, I have just one more gentleman. His

name is Jerome Farrell president of the Farrell Lumber Co., Poland,
N. Y. This is in the Adirondacks just north of Ithaca.

STATEMENT OF JEROME FARRELL, PRESIDENT OF THE FARRELL
LUMBER CO., POLAND, N. Y.

Mr. FARRELL. Mr. Chairman and gentlemen, I think this question
has been pretty well covered by Mr. Treen, and the questions that
have been asked by you Senators have brought out the real points,
and I do not think there is anything I can add to it particularly
outside of the fact that I am an operator in timber and lumber. I
try to employ as many men as I can, and what I get from my lumber
enables me to employ these men, and if we could not furnish the
enTloyment I am afraid they would have to go on relief.

Senator KINo. How many men do you employ?
Mr. FARRELL. About 150.
Senator KINo. Where?
Mr FARRELL. Up in the Adirondacks. Part of my operations is

in white pine, part in softwood, and part in hardwood, and we have
to make enough money so as to pay the labor and pay for the lumber.

The CHAIRMAN. Is the lumber industry now prosperous?
Mr. FAnREL,,. No; it is not. I reckon it is about like other indus-

tries which have been hit with the recession.
We had a pretty good year beginning in the fall of 1936, running

up until summer of last year, but right now the lumber business is
not very prosperous.
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I do want to make this statement for your consideration, gentle-
men: We in the Northeast feel that it would be unfair to pick on us
in this proposition. It would necessitate in the end that we would
have to close down some of our plants, some of our mills because we
are running pretty close, and while $1.50 does not seem like a lot on
$30 lumber it is about 5 percent, and 5 percent on the gross often-
times is the difference between keeping going and stopping.

Senator BRowN. Has this second-growth pine--one of the witnesses
stated it grows naturally--does that grow as big as the original white
pine in the Adirondack regionI

Mr. FiRnEL. In time probably it would, Senator, but it would
take a long time.

One of the Senators here asked a question about planting. I think
through the Northeast, we have got a better system of the natural
conditions obtaining as to natural regeneration.
. It was my privilege to go over to Europe 2 years ago and make

a study of the timber situation over there and the so-called use of
the way of using the land for the best advantage. Now, I was told
there by the people who had been operating that land for years
that the best way was selective cutting, natural regeneration, and
even in Germany and Czechoslovakia they have gotten away from
planting. It is an expensive way; that is, they do plant some the
same as we do here, but they go on the selective-cutting basis. That
is what is happening up in the Northeast. You always leave a cer-
tain amount ofgrowing timber. But, of course it is the election of
cutting properties. O course, it should be and could be improved
over the United States after we get to a point where we can afford
to do it.

Senator BRowN. But the selection does not preserve the trees?
* Mr. FARRELL. It does not in any country, Senator.

Senator BROWN. Are there any timberlands which are not State-
owned and privately owned, but which are owned by the Federal
Government?

Mr. FARMLL. There are not any owned by the Federal Govern-
ment, but they are owned by the State and privately owned.

The CHAIRMAN. Do you get any cut of wood from the spruce in
this timber for wood pulp

Mr. FARRELL. You do from the spruce. I do not think white pine
is used for wood pulp. We are getting wood pulp out of the South
now.

The CHArRMAN. Is your organization part of the National Lumber
Manufacturers' Association?

Mr. FARRELL. Yes, sir; I am a director of the National Lumber
Manufacturers' Association.

The CHAIRMAN. What is the attitude of the National Lumber
Manufacturers' Association with reference to these two species?

Mr. FARRELL. Now, at a meeting in Chicago some 3 or 4 years ago
this question 'was brought up and a resolution was introduced in
the Chicago meeting that this excise tariff be taken off of certain
species which grow in the Northeast.

I attended that meeting and after the resolution was seconded I
asked to be heard. I asked first of those who introduced the resolu-
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tion, who were apparently in favor of it, what their reasons were as
to why it was introduced. There did not seem to be anybody who
knew much about it.

And then I told our position on it as a representative of the north-
eastern section. The man who seconded the resolution withdrew his
second and left it in that condition. In fact, it never came to a
vote.

The CHAIRMAN. You are pretty persuasive.
Mr. FARRFLL. That resolution specifically asked that the duty be

removed.
Senator JOHNSON of Colorado. Was that a convention of lum-

bermen?
Mr. FAuRRELL. That was the national convention of the National

Lumber Manufacturers' association.
It specifically asked that this excise duty be removed. After we

talked about it a bit the man who seconded the resolution apparently
was inclined to think, as I was, and a lot of other fellows thought
the same way, and he dropped it right there, and it never came to
a vote.

Later, at another meeting, at which I did not attend, there was
another resolution presented by a gentleman. Mr. Treen, have you
got a copy of it? I do not have my glasses on, and I am going to
ask the secretary to read that resolution.

Mr. TREEN. This resolution, Senators, was passed by the National
Manufacturers Association executive committee:

The National Lumber Manufacturers Association will seek the continuance
of the lumber excise tax; as stated in its original application on the Canadian
trade agreement early in 1935, it has no objection to exemption from the tax
of the three species there mentioned, namely, northern white and Norway
pine and western white spruce; it is understood that the association itself
assumes no responsibility regarding any such exemption and that the effort
to secure it Is the responsibility of interested parties; further, that to this
position the National Lumber Manufacturers Association asks the adherence
of the federated associations.

Mr. FARRELL. That is right.
Senator KINo. You do not get comfort out of that resolution, do

you?
Mr. TREEN. No. The onus is thrown back on us on that.
The CHAIRMAN. It mentions the interested parties there. In other

sections other people may have been interested in this proposition
because it was coining in competition with their species of lumber;
is that true?

Mr. TREEN. That is true.
The CHAIMAN. Is Mr. Compton in the audience? He was to be

heard on lumber and I thought while we had this matter up it
might be well to Lave him here too.

have already told the out-of-town people that we would not
hear those which are the town people today.

Senator KINO. Have you seen the maps, charts and plats sub-
mitted by the Forest Service covering practically the whole United
States, showing the devastation by you lumbermen-or, I beg your
pardon, the lumber interests, as to the affairs of the forests of the
United States, and the sequel of it is if this devastation continues
pretty soon we will have no timber.

Mr. FAMRELL. I have seen those maps, Senator.
Senator KIN. Do you question them?

349



Mr. FARRELL. Like all the rest of those things, I sometimes think
they are a little bit hysterical, and sometimes I think they are a
little bit overdrawn. I am not here to question them.

I am a member of this conservation committee. I believe thor-
oughly in the theory, of conservation. I believe thoroughly ill the
philosophy of land use. I believe we should protect our land forests.

I want to say at this time, if I may, that I believe, generally speak-
ing, responsible lumbermen believe the same way I do. I do not see
why they would not. Of course they are limited by being practical.
They are limited by their pocketbooks as to what they can do. They
have got taxes to pay and insurance to meet and other things. They
have all of these things to pa

Senator BRowN. I am gla you mentioned that subject of taxes.
Is it not a fact that the tax policies of the States were a material
factor in compelling the lumbermen to cut as they have? Have you
in New York now what you call a severance tax ?

Mr. FARREL. No; we have not.
Senator BRowN. We have in Michigan, which I think has been

very, very helpful.
Mr. FARRELL. I think so, too.
Senator BRowN. In other words, you pay no tax until you cut the

timber.
Mr. F ARRIL. In further answering your question, Senator, I think

the lumbermen of our State are just as high a type as anybody.
Senator KING. There is no doubt about it.
Mr. FARnEL. When the time comes to do what they can within

the limits of their pocketbooks. And when they get the'tax situation
straightened out I think it will be helpful.

Oftentimes the timber operator, as the Senator spoke, has to get
money to pay taxes or else lose his land. It is a big question.

The CHAIRfAN. It will be approached and done probably after all
the timber is gone. That is what happened in my State, Senator.

Mr. FARRELL. I do not think so, Senator.
The CHAMMAN. We did not get a severance tax like some of these

other States until after the timber was gone.
Mr. FARRELL. I want to say this in answer to your question, as

coming from the northeast, that the records show, as has been
brought out before, that the drain of timber, including pests, cut-
ting, and fire does not exceed the growth, and I think the records,
the same thing about which you spoke, show that.

Senator KING. We have in the West, places where mines have been
exhausted. I have been in sections where there formerly was a lot
of timber and now they are ghost cities. I think we have been
profligate in destroying timber and that we will have to pay for it
n the coming generations.

Mr. FARRELL. Yes. And you can amend that by saying that we
have been profligate as to destroying all resources.

The CHAnrRAN. All right, Mr. Treen.
Mr. TREEN. I have no others to speak.
Mr. Deering operates upon a river and he tells me they are cut-

ting no timber smaller than 8-inch top. That leaves other good
stuff which they can go on later. Those pictures which I have left
up there indicate that very conclusively.
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STATEMENT OF HON. JAMES E. MURRAY, A UNITED STATES
SENATOR FROM MONTANA-Continued

Senator MURAY. Mr. Chairman, I have listened with a great deal
of interest to the statements of the witnesses preceding me with ref-
erence to the pines referred to.

I am not able to say anything with authority as to northern pine,
Norway pine, or western white spruce, but I do wish to say some-
thing with regard to Engelmann's spruce. We have an immense
amount of Engelmann's spruce in our State and it is a very im-
portant industry, and we are very anxious to have the excise tax
retained on it.

Engelmann's spruce, according to information that I get from the
lumber people of my State, is in plentiful supply. Protection on
lumber of this kind from foreign competition should be provided.

Senator WALSH. Was that lumber introduced and included on the
floor of the House?

Senator MuIAY. Yes.
Senator WALSH. And the otheies were recommended by the com-

mittee?
Senator MuRRAY. Yes. And it was put on without any study of

the situation on the floor of the House, which goes to corroborate my
idea that it should not be included.

Montana and the other Rocky Mountain States are very greatly
interested in this. We produce more than 12,000,000 feet of Engel-
mann's spruce in Montana every year.

The imported Engehnann's spruce is estimated at 80,000,000 feet.
The lumber interests of our Montana mills complete directly with that
spruce. This may not be true with reference to the other species men-
tioned here, but my information with regard to these ot er species
is that they are not produced in such quantities as to make it neces-
sary that the excise tax should be retained on them.

there is an enormous amount of Engelmann's spruce timber in
this country, not only to fill present requirements, but to take care
of our needs far into the future.

Section (c) of the pending revenue bill provides for the exemp-
tion of northern white pinme, Norway pine, Engelnann's spruce, and
western white spruce lumber from the import excise tax which was
originally enacted in the Revenue Act of 1932.

The domestic lumber industry, through the National Lumber Mami-
facturers Association, has stated that it does not object to the exemp-
tion from the tax of three of these species of lnuber-northern white
pine, Norway pine, and western white spruce; to the fourth, Engel-
mann's spruce, they do offer objections. The Western Pine Associa-

.tion to which the lunber manufacturers of Montana belong, is one
of the constituent members of the National Lumber Manufacturers'
Association and takes the same position. They base this position upon
their belief that reasonable and effective protective tariffs should be
maintained only on those kinds of imported lumber which are
plentiful in the United States.

Northern white pine, Norway pine, and western white spruce are
not in plentiful su pply in the United States, and the domestic in-
dustry, including the humber industry of my State, has stated that
it does not object to their exemption from the excise tax. Engel-
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mann's spruce, on the other hand, is in plentiful supply, and import
protection on lumber of this kind not only is highly desirable but is
a real necessity. Montana and the other Rocky Mountain States
are particularly interested in this matter. We produce more than
12,000,000 feet of Engelmann's spruce lumber in Montana every year.
The imported Engelmann's spruce lumber estimated at 80,000,000
feet, enters the markets of our Montana mills and competes directly
with our own production. The same is not true of the other three
species which it is proposed to exempt.

There is plenty of Engelmann's spruce timber in this country, not
only to fill present requirements, but to take care of our needs far
into the future. The Forest Service has estimated that there is in
exce.s of 49 000,000,000 feet of Engehnann's spruce in the States of
Montana, dolorado Wyoming, Idaho, South Dakota, Utah, New
Mexico, Arizona, Washington, Oregon, and California.

At the current rate of cutting, tis virgin timber supply alone will
last several hundred years, making proper allowance for regrowth
the supply is perpetual. Being in such tremendous surplus supply,
Engehnann's spruce offers a fundamentally different tariff problem
than northern white pine, Norway pine, and western white spruce.
The virgin-timber supply of these latter three species is almost ex-
hausted. Imports are not undesirable, as there is a substantial domes-
tic demand for wood of their peculiar qualities. The imports do
not compete in any substantial way with the relatively small re-
maining domestic production.

The exemption of these three species as provided in section 705 (c)
is reasonable and is largely noncontroversial. The inclusion of
Engelmann's spruce in the exemption is unreasonable and highly
controversial. It opens the entire subject of lumber tariff protection
at a most inappropriate time.

The lumber industry has taken a very moderate position on the
tariff. They have asked that tariff protection should be continued
only where the competition is keen and direct. They have said that
they have no objection to free entry of lumber which, while competi-
tive in a general way, is not subject to such direct and keen compe-
tition. It is reasonable, therefore, to ask that the words "Engle-
mann's spruce" be stricken from section 705 (c) of the bill. It was
inserted on the floor of the House after an extensive hearing before
the Ways and Means Committee failed to justify its inclusion in theproposed exemption.
The CHAIMAN. Where else do you find this Engelmann's spruce?

Senator MURRAY. In these other States, including Colorado andWyoming.
he CHAIRMAN. I mean you find it mostly in the Rocky Mountain

region?
Senator MuRRAY. Yes; you find it mostly in the Rocky Mountain

region.The CHAJAIAN. And there is none found in Minnesota, Michigan,

and in that section ?
Senator MURRAY. According to my information that is true.
The CHAIRMAN. What is the attitude of the National Lumbermen's

Association on this proposition?
Senator MURRAY. They recognize the fact that Engelmann's spruce

is produced in this country in enormous quantities, and it is in
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competition with the Canadian lumber, and if the oise tax is re-
moved it would likely destroy the lumber industry so far as our State
of Montana is concerned and the other States that are engaged in it.

My understanding also is that it is not cut in such quantities as to
be any menace to the forest reserves of the country. As a matter of
fact the damages in Montana and in the Rocky Mountain area gen-
erally, I believe have been largely due to fires, and not to denuding
the forests by the lumber industry. In my State great advances have
been nade in the l)rotection and'preservation of timber through the
Forestry Department and the C. C. C. camps have done a tremendous
amount of work out tiere during the last year or two, and we antici-
pate that there will be much less damage done to our timber as has
occurred in the past.

Senator BROWN. How big a tree is the Engelman's spruce; from
12 inches or so about?

Senator MURRAY. I think something like that. It is not a large
tree.

Senator BROWN. It is not used for pulpwood principally?
Senator MURRAY. No; not in my State.
Senator BRowN. We do not havo that type in our State. It is

largely pulplwood that we have and a few very good ones are used
for spars, poles, and things of tlat kind.

Senator KINO. Where (o the Rocky Mountain States find a market
for spruce or lumber?

Senator MURRAY. They find it to a considerable extent right in the
Rocky Mountain area, and also of course it is shipped out of there to
the other States, but I think the most of it is ,,se(l right in the West-
ern area. At least that is my understanding of tht. I would not be
able to absolutely verify that. But I (1o know that it is produced in
enormous quantities there, and if this excise tax should be removed it
would greatly endan ger that business. And you can see from the
quantity that is cut there that it is an important industry and em-
ploys a great many men and would result in some considerable
unemployment.

I believe that in view of the fact that it was not intended by the
committee that this Englemann's spruce should have the excise tax
removed and that the amendment -vas put in on the floor without any
thought or consideration dhat it ought to be exempted now in this
committee.

Senator BROWN. Is your attitude any different on the western
white spruce in here?

Senator MURRAY. My understanding is with reference to that that
we do not have that in enormous quantities.

Senator BROWN. You are not particularly interested?
Senator MURRAY. I am not. T believe from the men who have

"spoken here before that with reference to that lumber it would be
advisable to-I mean to say with reference to the National Lumber-
men's Association-

Senator BROWN (interposing). To take off the tariff?
Senator MURRAY. Yes; to take it off on that.
Tie CHAIRMAN. There seems to be no objection raised yet as to the

western white spruce then.
Senator MURRAY. No~ not so far as I know.
Senator BROWN. Probably we have not any material quantity.
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Senator MURRAY. Thank you.
The CHAIRMAN. Thank you very much, Senator.
If you have any further data in your brief you can file it.
Is there anyone else on the lumber business that we have not heard

who was on this calendar?
Is Mr. R. C. Winton here? Mr. Winton does not seem to be here.
Senator WAlSH. I saw him come in a few moments ago.
The CHAIRMAN. Is Mr. Winton in the audience?
Senator WALSH. Yes; come forward, Mr. Winton.
The CHAIRMAN. All right; Mr. Winton, you are from Minnesota?

STATEMENT OF R. C. WINTON, PRESIDENT OF THE WINTON LUM-
BER SALES CO., OF MINNEAPOLIS, MINN.

Mr. WINTON. My name is Robert C. Winton. I am president of
the Winton Lumber Sales Co, of Minneapolis, Minn. I am also
director of the Winton Lumber Co., operating at Gibbs, Idaho, and of
The Pas Lumber Co., at The Pas, Manitoba. I represent also Sliev-
lin-ilixon Co., with sawmills at Bend, Oreg; the Monarch Lumber
Co., at Great Falls, Mont.; and Shevlin, Carpenter & Clarke Co.
and Shevlin Pine Sales Co., at Minneapolis, Minn.

As director of the national association, I appear in support of the
position taken by that association in support of section 705 (c) of
the revenue bill, which provides for the removal of the excise tax
on northern white pine, Norway pine, and western white spruce.

The CHAIRMAN. You say as director of the National Lumbermen's
Association?

Mr. WINTON. Yes.
The CHAIRMAN. What do you say as to this resolution which was

read here a few moments ago?
Mr. WINTON. I did not hear it.
The CHAIRMAN. The resolution in substance was not in accord with

the adequacy of this provision.
Mr. IVINTON. The association must have been misquoted, because

I am on the executive committee of that association and I have talked
recently with the secretary, who is on his way here and whom I
thought would speak on this point. They are not opposed to the
exemption of these three species. Over 98 percent of the membership
of that association, which comprises over 1,000 sawmills and employs
about a half a million men, are on record on that. And there are
12 or 15 constituent associations in favor of this matter.

In view of the limited time allotted to me. T .lhall not h able to
cover in detail much of the data I have assembled. I shall, however,
leave with members of the committee the copies for their informa-
tion and request that it be printed in the record.

The CrAIRM-AN. I want to say that I am corrected. The witness
stated at on% meeting he opposea the proposition ant t 1 t it did not
pass, but Senator Brown tells me that at a subsequent meeting it did
pass where he was not present.

Senator BRowN. That is right.
Mr. WINTON. Yes, Senator; we have taken that thing up many

times since and each time have confirmed that position, excepting one
association in the Northeast, which only produces about 1.2 percent
of our lumber.
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I have had 20 years' experience in the lumber business-for 5 years
I worked in the woods and sawmills; for about 15 years I have been
in charge of our sales. I just want to touch the high points as to the
position we have.

The CHAIRMAN. Did your plant in Ontario handle-
Mr. WINTON (interposing). Our plant is not in Ontario but I

represent a company in Ontario. Our plant is in Manitoba, Canada.
The CHAIRMAN. Does that plant and the one you represent in

Ontario handle the white pine of Canada, or the Norway pine?
Mr. WINTON. Yes, sir. The -plant in Ontario handles white pine

and northern pine.
Our plant in Manitoba handles western white spruce.
Senator BRowN. Is this Fort Frances plant just north of Vermont?
Mr. WINToN. No; it is many hundred miles. It must be 1,500 or

1,800 miles west of Vermont, right north of Minneapolis.
Senator BROWN. All right.
Mr. WINToN. And it has very little to do with the New England

market.
Senator WALSH. Is most of this lumber imported into New Eng-

land from Canada?
Mr. WINTON. As to the species I am familiar with, there is practi-

cally none of our white spruce that goes into New England, and I
believe almost no white pine goes into New England from those
mills which I represent.

Senator WALSH. What does go into New England of these four?
Mr. WINTON. New England is only able to produce about 20 per-

cent of the lumber it consumes. Eighty percent has to be brought in
from somewhere else, mostly from other States. But the United
States supplies of these species are not enough.

As to the total lumber that is imported from Canada by North-
eastern States-including New York and Pennsylvania--only 6 per-
cent of their total imports comes from Canada. As a matter of fact,
the largest lumber-producing State in the East-Maine-exports
more lumber than she imports.

The CHAIRMAN. Of the same kind?
Mr. WINToN. I have the figures here.
Senator WALSH. Of the same kind it imports?
Mr. WINTON. This is of all kinds of lumber. I have not broken

those figures down, but I can do it.
Senator KINo. Then we are exporting lumber to Canada?
Mr. WINTON. New England is exporting lumber to Canada. She

wants it both ways.
Senator KINO. She is exporting mure than importing from

Canada?
Mr. Wi"TON. It seems to me that is true. That might, not be true

of the whole of New England, but that is true of the State of Maine.
The National Retail Lumber Manufacturers' Association also has
asked for qn exemption of these three species, and they have about
25,000 members scattered all over the United States.

I am lihre to express the hope that this committee will concur in
the vote of the House Ways and Means Committee and in the vote
of the House, whereby the removal of the excise tax oil northern
white pine, Norway pine, and western white spruce has been pro-
vided for in section 705 (c).

355



As reasons for urging the exemption of these woods from the excise
tax I submit the following:

Virst. There is practically united endorsement of the lumber indus-
try. The exemption of these three species is recommended by (a)
the National Lumber Manufacturers' Association who endorse the
exemption-and they represent 1,000 sawmills and 300,000 to 500,000
employees throughout the United States--because they have found
these species are .relatively scarce and commercially nonexistent in
the United States; and by (b) the National Retail Lumber Dealers'
Association who endorse it-and they consist of about 25,000 United
States retail dealers-because of material benefit to consumers, deal-
ers, and Government alike, in view of the new housing program and
contemplated expansion in Navy building, where these special woods
are largely used.

Second.'Next, the favorable recommendations of the Government
department. Both the State and Treasury Departments have stated
that they have no objection to the removal of the excise tax on these
three speCies.

Third. The Tariff Commission made investigations in 1936 and
found that-

1. The forests have been depleted of these three species in the United States,
and therefore imports must be made to supplement inadequate domestic supplies.

2. In uses where highest quality is a primary consideration Imports are
demanded In preference to other species of domestic woods.

8. These high-grade imports do not compete with the low grades of the same
species.

4. If imports were greatly cut down the couu:ners would have to substitute
other less desired woods.

In view of the fact that these forests are being depleted, as the
Tariff Commission finds, these imports should be allowed to come in
without penalty. It is a crime to deplete entirely our remaining
stands of these woods when they can be to an extent conserved if more
imports are permitted.

Senator KiNo. Pardon me. When was that report made by the
Tariff Commission?

Mr. WINTON. In 1936. I will furnish you with excerpts from
their report.

Senator WALs. Is that in your brief?
Mr. WINTON. I can get those.
Senator KING. Is it in your brief, the Senator asked you.
Mr. WINTON. Yes, sir.
Senator KING. Those excerpts?
Mr. WINTON. Yes, sir. I could give you fuller ones. but I think

you will find themi sufficient.
Fourth. Imports bear a small ratio to United States production.

The total imports of all kinds of spruce and pine from Canada in
1937 amounted to only 1.1 percent of the total American lumber
production in 1937.

Fifth. The'revenue involved is insignificant. It is estimated from
Tariff Commission figures that only about $145,000 in excise tax was
collected on Canadian imports of these three species of lumber in
1936, the last year for which figures are available.

Sixth. The opposition is negligible. The only opposition regis-
tered to removal of the excise tax on these three species is from
the Northeastern Lumber Manufacturers' Association, representing a
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region which produces but 1.2 percent of the total United States
lumber production.

(a) The Northeastern States (New England, New York, and Penn-
sylvania) produce only 20 percent of the lumber they consume. So
they must ship in 80 percent of the lunbtwr they require for their
own consumption.

(b) As a matter of fact, the total lumber imported from Canada
by the northeastern States amounts to only 5 percent of the total
northeastern consumption. Maine actually exports to Canada more
lumber than she imports from Canada.

Seventh. Answers to opposition's contentions:
(a) They have claimed that "50,000 men are employed in the

northeastern lumber operations." If that be true, then, on the
basis of their production, it would take over 4,000,000 men to produce
the entire lumber output of the United States-whereas we know
that, at the most? 500,000 men do the work.

In fairly efficient lumber operations with which I am familiar,
in other States, only 5,000 to 7,000 men would be required to pro-
duce the amount of lumber which the Northeast claims it takes
them 50,000 men to produce.

(b) Wages paid, United States and Canada: It is alleged that
sawmill wages in the New England States are 30 to 50 cents per
hour and 17 to 25 cents per hour in Canada. I have here wage
schedules paid at sawmills and plpning mills at Fort Frances, On-
tario, and The Pas, Manitoba, where northern white pine and west-
ern white spruce are produced, respectively. I shall file these wage
schedules with the committee. Now, I wish to point out that the
wage scales indicate higher wages are paid in the Canadian mills
than the alleged scale of 30 to 50 cents per hour paid in the North-
eastern States. The Canadian wages run from 35 cents to $2.15 per
hour.

Senator KING. Why such a disparity?
Mr. WiNTo N. It depends on the job. That is, the schedule of

wages paid in the mill from the common laborer up to the mill-
wrights.

Senator DAVIS. How many are getting $2 an hour?
Mr. WINTOrN. I said $2.15. There are only three or four of them

out of 45 or 50.
Senator KING. Those of the higher technique.
Mr. WINTON. Yes. And if you average the thing up you will find

wages are much higher in the mills I represent---
Senator KING (interposing). That is the mills in Canada?
Mr. WIN'iUN. Thad is the mills in Canada arc higher than in the

Northeastern States.
(e) Stumpage costs: The Northeastern Association has contended

that stumpage prices for northern white pine in the New England
States are much higher than those in Canada.

According to United States Forest Service figures, stumpage prices
for northern white pine in the New England States, in 1934, aver-
aged $5.37 for 1,000 feet.

According to Department of Lands and Forests, Ontario, the cost
of Canadian stumpage for the same year was about $5.77 per 1,000
feet.
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Eighth. No administrative difficulties: With respect to administer-
ing this section, I should like to state that experts of the Customs
Bureau have given the matter considerable attention and agree that
there will be no difficulty iii distinguishing the species of wood ex-
empted from the excise tax.

Iundorstand the procedure will be for the Customs Bureau to ask-
the Sta,. Department to have consular invoices issued on the lumber,
and these invoices will contain a description of the species and the
point in Canada from which it is being shipped into the United States.

Conclusion: I hope, therefore, that the Fiinance Committee and the
Senate may retain in the revenue bill this section 705 insofar as it pro-
vides for the removal of the excise tax from northern white pine,
Norway pine, and western white spruce.

Senator KiNo. Senator, when I was running a sawmill we paid a
sawyer $100 a month; the other $75. There is that disparity between a
sawyer and the others. The sawyer and the engineer get more than the
others.

Senator VANDENBERG. You have not said anything about Engle-
mann sprnce?

Mr. WINTON. No, sir. I have not said anything about Engleniann
spruce because the position of the National Lumber Mafnufacturers'
Association is that it is in opposition to removing the excise tax from
Englemann spruce. The opposition is based on the large residual
stand remaining of Englemann spruce in this country.

There is somewhere between 48 and 50 billion feet., according to
the Forest Service, of that species, and if we keep on cutting at the
rate we are doing, we will never get through cutting. Tihe position
of the National Association is that they are not for protection of
species in scant supply. These are the three that I have mentioned.
They are in scant supply.

Senator VANDENBERG. You would leave the tax on Engehnann's
spruce?

Mr. WINTo. That is the position of the National Lumnber Mani-
facturers' Association.

Senator VANDENBEFRq. That is your position?
Mr. WINTON. That is the position I take, too.
(The brief referred to by Mr. Winton is as follows:)

BRIEF

PRESENT UNITED STATES TARIFF AND EXCISE TAX ON IMPORTS OF
NORTHERN WHITE PINE, NORWAY PINE, AND WESTERN WHITE
SPRUCE LUMBER

Tariff.-Lumber of the species named In paragraph 401 of the Tariff Act
of 1930, viz, fir, spruce, pine, hemlock, and larch, has been dutiable at $1
per thou, rnd feet since the enactment of the 1930 act.

E.rse a.r.-In addition, this lumber was made subject to a revenue tax of
$3 per thousand feet by the Revenue Act of 1932, whereby the Congress Im-
posed excise taxes upon lumber and certain other articles, such taxes being in
addition to any oier tax or duty already imposed by law.

Thus, the total tariff and excise tax on imports of northern white p)ine,
Norway pine, and western white spruce amounted to $4 per thousand feet until
the reciprocal trade agreement was entered into with Canada.

Canadian trade agreenient.-By this agreement, effective January 1, 1936, the
duty on lumber described in paragraph 401 above was reduced fromi $1 to 50

358 REVENUE ACT OF 1038



REVENUE ACT OF 1038 359
cents per thousand feet, and the excise tax imposed under the Revenue Act
of 1932 was reduced from $3 to $1.50. Hence, under the agreement, the total
tariff and excise tax upon lumber imports from Canada of the three species
nunied, has been $2 per thousand feet on northern white pine, Norway pine,
and western white spruce.

MEMORANDUM IN RE: EXEMPTION OF NORTHERN WHITE PINE, NORWAY

PINE, AND WESTERN WHITE SPRUCE FROM IMPORT EXCISE TAX

REASONS OF SUPPORT OF SEC'ION 705 (M) OF H. R. 9082

SUMMARY

(1) United endorsement of the lumber indu8try.-The exemption of these
three species is recommended by:

(a) Tie National Lumber Manufacturers Association (1,000 sawmills and
300,000 to 500,000 employees throughout the United States), because these
species are relatively scarce and commercially nonexistent in the United States
and by

(b) The National Retail Lumber Dealers Association (consisting of about
25,000 United States retail dealers), because of material benefit to consumers,
dealers, and Government alike, in view of the new housing program and
contemplated expansion in Navy building, where these special woods are
largely used.

(2) Favorable recommendations of the Government Departments.-Both tile
State and Treasury Departments have stated that they have no objection
to the removal of the excise tax on these three species.

(3) Tariff (7ommision investigation (i 1936) found that:
(a) The forests have been depleted of these three species in the United

States, and therefore Imports must be made to supplement inadequate domestic
supplies.

(b) Ili uses where highest quality is a primary consideration, imports are
demanded in preference to other species of domestic woods.

(c) These high-grade imports do not compete with the low grades of the
same species.

(d) If imports were greatly cut down, the consumers would have to sub-
stitute the other less desired woods.

(4) Imports bear small ratio to United States p,'oduction.-The total im-
ports of all kinds of spruce and pine from Canada in 1937 amounted to only
1.1 percent of the total United States lumber production in 1937.

(5) Revenue involved is insiglificatit.-It is estimated from Tariff Commis-
sion figures that only about $145,000 in excise tax was collected on Canadian
imports of these three species of lumber in 1930.

(0) Opposition is negligible.-The only opposition registered to removal of
the excise tax oil these three species Is from the Northeastern Lumber Manu-
facturers Association, representing a region which produces but 1.2 percent of
the total United States lumber production.

(a) The Northeastern States (New England, New York, and Pennsylvania)
produce only 20 percent of the lumber they consume. Therefore, they must
import 80 percent of the lumber they require for consumption.

(h) The tntol lumber imported from Canada by tile Northeastern States
amounts to only 0 percent of the total northeastern consumption. Maine
Atuially exports to Canada more lumber than she imports from Canada.

(7) Answers to opposition's con tentions.-
(a) Men emplojid.-It is claimed that 50,000 men are employed in the north-

eastern lumber operations.
Actually, in very efficient lumber operations in other States, only 5,00Q) to 7,000

men would be required to produce such an amount of lumber as the Northeast
produces.

(b) Wages paid, United States and Canada.-It is alleged that sawmill wages
In the New England States are 30 to 50 cents per hour, and 17 to 25 cents per
hour in Canada.

Wage schedules filed with the Finance Committee show Canadian wages
running from 35 cents to $2.15 per )tour.
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(c) Stuin pae costs.-The Northeastern Association has contended that
stumpage prices for northern white pine in the New England States are much
higher than those in Canada.

According to United States Forest Service figures, stumpage prices for north-
,ern white pine in the New England. States in 1934 averaged $5.35 per 1,000 feet.

According to the Department of Lands and Forests, Ontario, the cost of
Canadian stumpage for the same year was about $5.77 per 1,000 feet-and to
this must be added freight rates Into the United States, running from $8.60 to
.$11 per 1,000 feet.

FAVORABLE RECOMMENDATIONS OF THE LUMBER INDUSTRY

United cndorsement of the lunzber industry.-Practically the entire United
States lumber industry have urged the Senate and House to exempt northern
white pine, Norway pine, and western white spruce from the excise tax.

(1) The National Lumber Manufacturers' Association, representing practically
all lumber producers and manufacturers (1,000 sawmills and from 300,000 to
500,00 employees throughout the United States) have gone on record with the
Finance Committee on behalf of such exemptions. (See attached excerpts.)

The following associations' comprise the National Association:
West Coast Lumbermen's Association. Northern Hemlock and Hardwood
Western Pine Association. Manufacturers' Association.
Southern Pine Association. Maple Flooring Manufacturers' Asso-
Southern Hardwood Producers, Inc. elation.
Southern Cypress Manufacturers' As- American Walnut Manufacturers' As.

sociation. sociation.
California Redwood Association. Appalachian Hardwood Manufacturers,
Northern Pine Association. Inc.
Veneer Association. Douglas Fir Plywood Association.

Mahogany Association, Inc.
(2) The National Retail Lumber Dealers' Association, consisting of about

25,000 retail lumber dealers in the United States, endorse the amendment to
exempt the three species from the excise tax, and have urged the Senate Finance
Committee to adopt the amendment. (See endorsement attached.)

RECOMMENDATIONS OF THE GOVERNMENT DEPARTMENTS

(1) The State Department recommended:
"There would, of course, be no objection from the viewpoint of the trade

agreement with Canada to the removal of the import tax on northern white
pine, Norway pine, and western white spruce."

(2) The Treasury Department has recommended:
"The proposed legislation (I. e. to exempt the three species from the excise

tax) is not in conflict with tihe President's program."

EXCERPTS FROM RECOMMENDATIONS OF THE NATIONAL LUMBER MANU-
rFACTUI.EIS' ASSOCIATION TO THE SENATE FINANCE COMMITTEE

(The association represents 1,000 sawmills and from 300,000 to 500,000
employees)

(1) Favoring repeal of the exci8e tax on northern ichite pine, Norway pine,
and western whit 8pruce-

The National Lumber Manufacturers' Association, since 1935, has recom-
mended:
"with respect to species of lumber relatively scarce or commercially nonexistent
in the United State, i. e., northern white pine, Norway pine, and western white
spruce, that the import duties and taxes be reduced to the extent which the law
permits.

' The Northeastern Lumber Manufacturers' Association, also a member of the National
Association, is the only dissenting association. It represents the northeastern region,
which produces only 1.2 percent of the total United States lumber production.
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"The exemption of northern white and Norway pine and western white spruce

is reasonable and largely noncontroversial."
(2) Opposhig repeal of the exclso tax on Etigeltatm's 8pruce-
The National Association has asked that:

"reasonable and effective protective tariffs be maintained on imported lumber

of species in surplus supply in the United States, and on imported lumber
directly supplanting lumber of species in surplus supply in tile United States.

"Tile Ways and Means Committee bill recommended the exemption from the
tax of the three species above mentioned. The House by amendinentt added
Engelmann's spruce. "This additional exemption is undesirable. Eiigelma nn's
spruce is available in this country in large surplus timber supply. It is
plentiful in Montana, Colorado, Wyoming, Idaho, South Dakota, New Mexico,
Arizona, and in Washington, Oregon, and California.

"The Forest Service estimates the timber supply (of Engelmann's spruce)
as in excess of 49 billion feet. The market for its products is limited. At
current rate of cutting, the virgin lumber supply alone of Engelmann's spruce
is sufficient for several hundred years.

"It is distinctly a surplus species. In that respect it is fundamentally dif-
ferent from northern white and Norway pine and western white spruce, of
which the virgin timber supply in the United States 'is almost ex-
hausted. * * *

"Tile annual domestic production of western white spruce lumber Is less than
2 million feet, and of Eiigelmann's spruce 40 million. * * *

"The exemption of Engeniann's spruce for the reasons stated is unreasonable
and highly controversial."

(3) Cochlui8on-
"This reasonable position of asking protection for surplus species where It is

needed, but of not asking protection for scarce species where it is not needed,
now has general support throughout the industry. * * *

"To the exemption of the scarce woods, northern white pine, Norway pine,
and western white spruce lumber from this tax, we have no objection. Engel-
mann's spruce, however, is in large timber surplus in this country. The pro-
posal to exempt it raises entirely different issues involving the merits of the
entire lumber tariff.

"We urge that the committee eliminate the words 'Engelmann's spruce' from
,section 705 (e) of the bill."

FAVORABLE ENDORSEMENT OF NATIONAL RETAIL LUMBER DEALERS'
ASSOCIATION

(Representing 25,000 retail lumber dealers)

WASHINGTON, D. C., March 14, 1938.
Hon. PAT HARRISON,

Chairman, Scnate Finance Committee, Washington, D. 7.
DEAR SENATOR HARISON: On behalf of the National Retail Lumber Dealers'

Association, representing retail lumber dealers all over the United States, we
wish to join with tile National Lumber Manufacturers' Association ill urging
the retention of section 705 (c) in H. R. 7518, which section exempts northern
white pine, Norway pine, and western white spruce from the excise tax of
$3 per thousand feet, as provided by the Revenue Act of 1932.

Hearilngs were held upon this provision by the IIub, Wat awlid Means
Committee, which subsequently reported it favorably to tile House. Last week
tile House voted Its approval of this exemption, which is recommended by prac-
tically the entire lumber industry.

Both the State and Treasury Departments have no objections to the exemption
of this lumber from the excise tax.

These three species of lumber are specialty woods, and since their supply in
this country has been depleted, as studies from the Tariff Commission defi-
nitely indicate, American dealers have been compelled to Import their supplies
from Canada. By reason of the trade agreement with Canada, we are now
enjoying a reduction in the excise tax o1 hniber from M per thousand feet
to $1.50.

The total excise taxes collected on these three species in 1036 were approxi-
mately $145,000, so that the revenue now realized is Insigliifleant as compared
with the penalty which is imposed upon American consumers.
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In view of the new housing program sponsored by the administration, as
well as the contemplated expansion In Navy building, it is our belief that the
removal of the excise tax entirely upon these species of wood will materially
benefit consumers, dealers, and the Government alike. It is hoped, therefore,
that the lumber provision may be retained by your committee in the pending
revenue bill.

Very truly yours,
NATIONAL RETAIL LuMBER DEALERS' ASSOCIATION,
FRANK CAJNAJIAN, 6'eoretary.

TARIFF COMMISSION FINDINGS INDICATE NEED FOR REMOVING THE
EXCISE TAX FROM NORTHERN WHITE PINE, NORWAY PINE, AND
WESTERN WHITE SPRUCE

(Excerpts from U. S. Tariff Commission, Sqpplemental Report, entitled "Col.
cessions Granted by the United States in the Trade Agreement With Canada,"
published 1936)

(1) DEPLETION OF NORTIHRN WHITE PINE AND SIAUCE:

There is definitely an exhaustion in supply of the better grades of this hum-
ber in the United States, as is substantiated by conclusions of the Tariff Coni-
mission in a study made of United States growth, production, and imports of
these species. In its report 2 in 1936, the Commission, in discussing the produc-
tion of lumber in the United States, made the following statement (p. 91) :
'The United States has extensive forest resources of softwood species. In the

case of northern pine, however, the forests have been depleted to the extent that
virgin stands are scarce, and the United States is behind Canada in timber
from which a higher percentage of the better grade of lumber can be produced.
The same is true in a smaller degree of eastern spruce. The condition with
respect to these two species is connected with the fact that with the growth
of population, the timber resources of the older regions have been depleted
and production of lumber has moved southward and westward."

The report proceeds to point out that the largest producing areas-the North
Pacific States and the Southern States-are far removed from time principal
consuming area, the northeastern region (which is composed of the Middle At-
lantic and the New England States) ; and these large producing areas have no
objection to the exemption of Just these three species from the tariff and excise
tax.

The larger lumber-consuming States produce only a small percentage of the
lumber required in their industries and necessary for local consumptioln. Their
only recourse thus is to Import lumber from other States. In the case of those
species which are depleted in this country (such as northern white pine, Nor-
way pine, and western white spruce), and which are necessary for local indus-
tries, Imports must come from Canada.

(2) IMPORTS ARE SUPPLEMENTAL AND PREEUIED

In its discussion of tihe different species of wood now imported into the
United States from Canada, the Tariff Commission, in the same report (p. 96),
states:

"Grades of imported northern white pine are similar to northern white pine
produced in the Lake States, but the New England product, cut from the remain-
ing inferior stands, contains a much higher percent of the low grades. Because
of the relative scarcity of domestic northern white pine through forest depletion,
therefore, imports may be said to be largely supplemental. In uses where highest
quality is a primmf'y consideration, Imported and Lake States white pine is de-
manded in preference to other species of domestic pines, such as Idaho white
pine and sugar pine, which to some extent are used for similar purposes. Sub-
stantial quantities are dressed before importation, but more than half of the pine
lunber imported is rough.

sConcessions granted by the United States In the Trade Agreement with Canada.
Washington, 1936.
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"Imported spruce'is chiefly eastern spruce which enters the New England and

New York markets. In New York it is chiefly used for scaffolding, furring, and
industrial uses. In New England it has become established by long use as a
wood for more general purposes. Much of the spruce from Canada is imported
in the rough and is dressed or otherwise worked in domestic mills after im-
portation."

In connection with the above statement with respect to imported spruce, it
should be noted that western white spruce does not enter into the New York and
New England markets.

(8) CoMpffriTivE CONDITIONS

In its treatment of competitive conditions in the lumber markets of the world
the Tariff Commission (p. 105) reported:

"Spruce and whito pine.-Competitive conditions with respect to spruce and
white pine, the principal species imported from eastern and central Canada, are
quite different than for Douglas fir imported from British Columbia. High-grade
white pine has special uses. The stand of white pine of such grade in the United
States has been greatly depleted and imports are supplemental to inadequate
domestic supplies. The imports do not compete with the low grades of white
pine.

"New England and New York formerly had large stands of spruce and local
consumers have acquired a preference for that species, especially in New Eng-
land. These stands are now inadequate to su)ply domestic requirements. If
Imports were greatly cut down the consumers would have to substitute other
less desired domestic woods."

UNITED STATES PRODUCTION AND IMPORTS, SAWED TIMBER AND
LUMBER, SOFTWOODS, 1931-37

Imports from Canada I Ratio of
imports

of spruce
Year United States and pine

production I to United
Spruce Pine' States

produc-
tion

Board fe Board fet Board feet Perrent
1031 .......................................... 13,851,951,000 111,244,000 40,535,000 1.03
1932 .......................................... 8,745, 3M, 000 90.818,000 43,114,000 1.5
1933 .......................................... 11,898,873,000 146.435,000 102,626.000 109
1934 .......................................... 12,735, 8 000 124, 0Q, 000 86,959,000 1.6
1935 ............................. 16, 247,981.000 153, 53,000 82,785, 000 1.4
1936 .............................8-........ A241,731,000 2.52,380,000 82.989,000 1.6
1937 .......................................... 20,495,000,000 260,742,000 75,017,000 1.1

I Production figures are taken from U. S. Tariff Commission report. "Imports, Exports, Domestic Pro.
duction and Prices," published May 1937. The 1937 production figures are estimates of the National
Lumber Manufacturers Association.
I Canada supplks in excess of 90 percent of total Imports of softwood lumber and timber. These import

figures are taken from "Foreign Commerce and Navigation of the United States" for 1931-37, printed by
Bureau of Foreign and Domestic Commerce.

I Spruce imports, according to the Tariff Commission, are almost wholly of eastern species, which sub-
stantiates the allegation that western white spruce (which is exempted under the pending revenue bill) Is
only about one-fifth of the spruce imported.

4 Pine Imports include Jack and Norway, so that the percentage of northern white pine and Norway pine
(the species exempted) to the United States production is oven less than Indicted above, year by year.

REVENUE INVOLVED IN SECTION 705 (o) IS INFINITESIMAL

The amount of revenue involved by exempting northern white pine, Norway
pine, and western white spruce from the excise tax of $3 per thousand feet Is
infinitesimal, as reference to a recent report of the United States Tariff Com-
mission indicates.

The total gross revenue collected, in 1936, by the United States from tariff
duties, including import excise taxes, was $400,558,000.'

0 See p. V, United States Tariff Commission's Report, entitled "Imports, Exports, Do-
mestic Production, and Prices," published May 1037.
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Of this amount only $945,960-just 2.33 percent of the- total gross revenue
from import excise taxes-was collected on all imported lumber.

And since the revenue collected from the three species for which exemption is
provided by section 705 .(c) of 11. It. 90682 are but a small part of that $945,90
collected on all imported lumber, It is obvious that the revenues involved are
negligible in comparison with the gross revenues collected.

The exact amount realized from the importation of the three species is difficult
to determine. Even if one used the estinate--said to be a fair approximation-
that a total of $145,000 was collected on these three species, it is apparent that
only about one-sixth of the revenues collected on imported lumber-thlat is, one-
sixth of the 2.33 percent of the total gross revenues-accrues from those three
species.

And it is expected that what revenue might be lost to the United States by
reason of the exemption from the excise taxes of these three species would be
largely offset by the increase in revenues which would result from the collection
of additional duties under section 705 (a) of the bill, which prohibits any deduc-
tion being made, when estimating board measure, on account of planing,
tonguing, and grooving. The collection of the excise taxes, as well as the tariff
duty, on the rough, green lumber measurement of Imported lumber and the
continuance of the tax upon timber, together should yield sufficient assessments
to offset any los!-es of revenue resulting from the exemption of northern white
pine, Norway pine, and western white spruce.

NEGLIGIBLE OPPOSITION IN THE LUMBER INDUSTRY TO THE EXEMPTION
OF NORTHERN WHITE PINE, NORWAY PINE, AND WESTERN WHITE
SPRUCE, PROM THE EXCISE TAX

United States lumber produc-

tion I

1038 1937

Southern Pine Association ............................................... 7,113,000,000 7,336,000,000
West Coast Lumbermen's Association ................................... 6,670,000,000 6,322,700,000
Western Pine Association ............................................... 4,396,000,000 4,729,000,000
California Redwood Association ......................................... 470,700,000 504,800,000
Southern Cypress Manufacturers Association ............................ 191,900,000 213,600,000
Northern Pine Association .............................................. 83,400,000 89,800,000
Northern Hemlock and Hardwood Manufacturers Association ........... 288, 500,000 311,600,000
Northeastern Lumber Manufacturers Association ....................... 284,500, 000 315,000,000
Appalachian Hardwood Manufacturers Association ..................... 77,300,000 95,200,000

Total association reports .......................................... 19, 575,300, 0 19,917,700,000
Other softwoods not reported .......................................... 68, 700, 000 567,300,000

Total softwood produced (1936 census figures) ..................... 20, 242, 000, 000 20, 485,000,000
Total hardwood produced ......................................... 4,113,000,000 4,165,000,000

Grand total ....................................................... 24, 35, 000, 000 24,650,000,000

I As estimated by the National Lumber Manufacturers Association from reports of the different associa-
tions and later corrected from Bureau of the Census figures,

The National Lumber Manufacturers Association, representing practically all
lumber manufacturers throughout the entire United States, have already gone
on record in the hearings held before the House Ways and Means Committee
as not opposing the exemption of northern white pine, Norway pine, and western
white spruce from the excise tax.

But one regional group in the National Association, namely, the Northeastern
Lumber Manufacturers' Association, has manifested any opposition to the ex-
emption of northern white pine, Norway pine, and western white spruce from
the excise tax. Yet the Northeastern Association represents only a very insig-
nificant portion of American lumber production, as reference to the above table
indicates.
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As noted from these figures, the total United States production of lumber

In 1930 was 24,355,000,000 board feet. In that year the Northeastern Asso-
ciation produced 284,500,000 feet, which represents 1.1 percent of the total
United States production In 1030.

Similarly, ix 1937, according to the estimates of the National Association, the
total United States production of lumber was 24,050,000,000 feet. Of this amount
the Northeastern Association produced but 315,000,000, or 1.2 percent of the
total United States production in 1937.

Thus, the only opposition registered to the exemption of the three species
of lumber named is from a region which produces (according to its own figures
and the figures of the Census Bureau) but 1.2 percent of the total production
of lumber in the United States.

NORTHEASTERN CONSUMPTION, PRODUCTION, AND IMPORTS SOFTWOOD
LUMBER, 1934

According to official figures of the United States Census Bureau and the
United States Forest Service, the New England States (including New York
and Pennsylvania) consumed 2,135,275,000 board feet of softwood lumber in
1934.

In that same year these Northeastern States produced only 430,894,000 feet,
or but 20 percent of the lumber which they consumed.

Thus, the New England States must import 80 percent of the lumber they
require for consumption. However, It should be noted that only 6 percent of
the New England consumption comes from Canada, the remaining imports
coming from other parts of the United States.

The following tables, computed from the official reports referred to, indicate
in percentages:

(1) The insignificance of production in the New England States to consumption.
(2) The large percentage of lumber which they must Import.
(3) The small percentage of lumber imported from Canada.

Percentage of Percentage of Percentage of
States consumption consumption

State pro- consumption hporte
ducks ports from Canada

Total for New England ................................. 20 s0 6

Main I ....................... 5
New Hampshire I ......................................................................... 2
Vermont ...................................................... 78 22 16
Massachusetts ................................................ 16 84 10
Rhode Island ................................................. 6 94 4
Connecticut .................................................. 5 95 3
Now York .... : ............................................... 2 98 6
Pennsylvania ................................................. 8 92 0.9

I Both these States produce more than they consume.

It should be noted that Maine, while deriving 5,884,000 board feet of soft-
wood lumber from Canada In 1934, exported to Canada 8,480,000 feet.

In 1936 Maine imported 11,324,000 board feet from Canada, and the same
year exported to Canada 14,780,000 feet.

CLAIM THAT "50,000 MEN ARE EMPLOYED IN NORTHEASTERN LUMBER
OPERATIONS" IS BEYOND REASON

Allegation.-It has been alleged by the Northeastern Lumber Manufacturers'
Association that over 50,000 men are employed in the Northeastern States
(Pennsylvania, New York, and New England).
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Faots.-These States, In 1937, produced 315,000,000 board feet of lumber.'
Now, comparing production figures attained in Minnesota (and other lumber

States) in the production of species like those In the Northeastern States:
We should expect a production of 300 feet or more per man per day in

logging.
We should expect 500 feet or more per man per day in sawing it into lion.

ber or piling it in the yards to dry.
We should expect 500 feet or more per man per day in planing and shipping

this lumber.
This would mean that 7,700 men, working 300 days per year, would produce

315,000,000 feet of lumber in Minnesota-as contrasted with 50,000 ren which
it is alleged are employed in the Northeastern States to produce the same
quantity of lumber.

Oonclution.-Logg Ing conditions and methods are generally v(ry similar.
The figures computed above are quite conservative. Actually, In v .ry efficient
lumber operations, less than 5,000 men, on full-time employment, would be
required to produce such an amount of lumber.

If the contention of the Northeastern manufacturers were true, then, on
the basis of their production, it would take over 4,000,000 men to produce the
entire lumber output of the United States, whereas we know that, at the
most, 500,000 men do the work.

WAGES PAID IN NORTHERN WHITE PINE AND WESTERN WHITE SPRUCE
LUMBER INDUSTRY-UNITED STATES AND CANADA

oitetion.-It is alleged that sawmill wages in the New England States are
30 to 50 cents per hour; that sawmill wages in Canada are 17 to 25 cents per
hour; and that the northeastern woods and mill labor generally are I-aid 20 to 30
percent more than the average Canadian wage.

Faots.-(1) Because of the different wage schedules prevailing in different
parts of the United States in the lumber industry, it is difficult to arrive at any
average wage or hours of work per (lay, for this country, in order to compare
them with those for Canada.

(2) I have here, however, wage schedules paid at sawmills, planing mills,
etc., at Fort Frances, Ontario, and The Pas, Manitoba, where northern white pine
and western white spruce are produced, respectively.

As generally representative of the wages paid, may I point out the wages
received by some of the men:

Fort Frances, Ontario The Pas, Manitoba

Sawyers ..................................... $1.12M per hour ................... 824 cents per hour.
Setters ...................................... 61 cents per hour .................. 47i cents per hour.
Edgermen ................................... el cents per hour .................. 50 cents per hour.
"ilmmermen .......................... 47Ji cents per hour ............. .47 j cets per hour.
M illwrights ............................ 61 cents per hour ............... 5 cents per hour.
Engineers ................................... (0 cents per hour .................. $125 per month.
Common labor .............................. cents per hour .................. 35 cents per hour.

NoTE.-Each of these men-even common labor-is paid a higher wage than the alleged wage of 30 to 35
cents paid in the Northeastern States. In the operation of these particular northern white pine mills In
Canada, there are 90 different wage classifications running from 43 cents per hour to $2.15. In the operation

-of these particular western white spruce mills In 6 anada, there are 03 different wage classifications, running
from 35 cents per hour to $L02 j.

(3) As to wage scales effective on logging operations, I have before me
another schedule for northern white pine operations in Canada, showing 24
different wage classifications, running from $67.50 to $133 per month.

The average of these wage classifications approximates $85.35 per man per
month.

The average of all men in the western white spruce logging operations at
The Pas, Manitoba, except those employed in supervisory capacity, is $75 per
month.

I It should be noted in this connection that the Northeastern States produced only 1.2
percent of the total United States lumber production In 1037.
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Fort Frances, Ontario, wago schedule on 8-hourday basis (without contractors),

cffective April 16, 1937, to April 15, 1938

Sawmill: Mill No. I
Boom, gator ------------------------------------------ $0.55
Boom ---------------------------------------------------------- .47
Foot of slip ---------------------------------------------------. 47"t
Log (leek ------------------------------------------------------- .471
Sawyers -------------------------------------------------------- 1.12%?2
Setters ------------------------------------------------. 61
Riders --------------------------------------------------------- .471/,
Tall sawyers ---------------------------------------------------- .471/
Bull ring ------------------------------------------------------- .47%
Edgerman ----------------------------------------------. 61
Edgerman's helper --------------------------------------------. 471/
Stripper ------------------------------------------------------- .43
Stripper behind gang -------------------------------------. 47
S1asherman, head ----------------------------------------. 43
Slashernman, tall -----------------------------------------. 471/
Levers ------------------------------------------------. 53
Resawyers ------------------------------------------- 47
Resawyer's helper ---------------------------------------------. 43
Resawyer behind -----------------------------------------. 59

Saw fuller:
Trininernmn, head -------------------------------------------. 591X2
Trimnerman, tall --------------------------------------------. 47 %
Oiler, head ---------------------------------------------------- .5)
Oiler --------------------------------------------------. 47
Millwright:

Regular --------------------------------------------. 1
Chas. Julin ----------------------------------------- .5%
Carl liafdahl ----------------------------------------. 65

Engineer's helper ---------------------------------------- 60
Engineer . -----------------------------------------------. 60
Fireman ------------------------------------------------------
Filer ------------------------------------------------- 2.1
Filer's helper:

Armstrong -------------------------------------------. ( ,
Crawley --------------------------------------------- 61
Traviss ---------------------------------------------- 5
McClure ------------------------------------------------- 50

Watchman ---------------------------------------------- 43
Common labor ------------------------------------------------- .43

Shop:
Machinist -----------------------------------------------------. 87
Blacksmith ---------------------------------------------------- .60%
Blacksmith helper ---------------------------------------------. 50
Wagon repairer ----------------------------------------------- 6.57%
Horseshoer ----------------------------------------------------. (30/

Lath mill:
Foreman ------ -----------------------------------------. 95
Bolt shover --------------------------------------------------- 0
Bolt puller ----------------.----------------------------------- 50
Lath shover --------------------------------------------. 50
Lath puller ----------------------------------- ---------------- .50
Graders -----------------------------------------------. 53
Stock pickers -------------------------------------------- 43
Hauling and piling (contract) -------------------------------. 10

Green lumber:
Green-lumber graders - --------------------------------
Green-lumber sealers -------------------------------------------- 50
Green-lumber chain foreman -------------------------------. 56
Chainmen ----------------------------------------------. 47%
Green-lumber teamsters --------------------------------- .47YT
Green-lumber pick-up team ------------------------------------. 48
Stackers ----------------------------------------------. 47%
Machine pliers, day -------------------------------------. 50
Machine stackers, day ------------------------------------- 471



368 REVENUE ACT OF 1938

Fort Frances, Ontario, wage 8ehedule on 8-hour-day basis (without contractor8,
effective April 16, 1987, to April 15, 1938-Continued

Green lumber-Continued. Mill No, I
Bar pliers ------------------------------------------------------ $0.47%
Green-wood teamsters:

4-horse team ---------------------------------------------.. 50
Single team ------------------------------------------------ 47%

Tram carpenter ----------------------------------------------- 47/
Foundation men ------------------------------------------------ .471/
All common labor, wood --------------------------------------- 43
Pickers and pliers of slabs, edgings, etc --------------------- 1. 53
Picking short wood at mills, per cord --------------------------- 51

Dry lumber:
Scalers and graders in cars and yard --------------------------- .48

Lloyd ---------------------------------------------------- .53
Orvick ---------------------------------------------------- 56
Moxness --------------------------------------------------- (lP) 65 ',

Planing mill graders ------------------------------------------- 50%.
Loaders on wagon ---------------------------------------------- .43
Teamsters ----------------------------------------------------- .43
Teamsters double crew ----------------------------------------- .471/.
L.oaders in r .. . .. ------------------------------------ .43
Teamsters retail ----------------------------------------------- .48
Retail men --------------------------------------------------- .501/,

Planning mill and dry shed:
Machine feeders ----------------------------------------------- 47,
Machine feeders (2 men) --------------------------------------. 50
Graders behind machine --------------------------------------- 50.2
Common trim saw . ..--------------------------------------------- 43
Planing setter ------------------------------------------------- .(1W
Setter's helper, Wade ------------------------------------------ .53
Planing mill:

Hl-hlper (shop) ----------------------------------------------- 61
Engineer -------------------------------------------------- 60
Fireman --------------------------------------------------- 57 /

Oiler ---------.-------------...............--------------------. 50
Resawyer ----------------------------------------------------- .50
Molderman ---------------------------------------------------- 53
Shed grader --------------------------------------------------- 51

Fort Frances, Ontario, wage scalc--Sea8on 1937-88

LOOKING OPERATIONS Schedule

Second cooks -------------------------------------- calendar month-- $90.00
Meat cutters ---------------------------------------- do .. 80. 00
Blacksmiths - ----------------------------------------- do .... 120. 00
Handy men ----------------------------------------- do ... 105.00
Handy man'v helper ------------------------------------------- do .... 85.00
Barn boss (40 or more horses) -------------------------- do .. 82.00
Barn boss (less than 40 horses) -------------------------- do .... 74.00
Cookees ------------------------------------------------------ do .... 07. 50
Bullcooks ---------------------------------------------------- do .... 70.00
Saw filers, large camp -------------------------- 26-day month-- 82.00
Saw filers, small camp -------------------------------- do... 75.00
Four horse teamster ------------------------------------------- do-- - 80. 00
Loaders ------------------------------------------------------ - do -- 75. 00
Hookers on Jammer and lever men ----------------------------- do ---- 70. 00
Single teamsters..............---------------------------------- do-.... 75. 00
Swamper ----------------.. do d 7. 50
Sawyer -------------------------------------------- do .... 72.50
Landing mn ---------------------------------------- do.... 70.00
Chain tender and skidway man ------------------------------ do.... 67. 50
Truck drivers -------------------------------------- calendar month-- 110. 00
Tractor drivers -------------------------------------- do--'-- 120.00

'These wages include $25 per month for board.
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Port Frances, Ontario, wage scale--Season 1987-88-Continued

Schedule I

Harness maker --------------------------------- calendar month .-- $133.00
Warehouseman ----------------------------------------------- do..... 110. 00
Warehouseman's helper -------------------------------- do.... -- 07. 50

Garage men ------------------------------------------------ do .... K. 00

NORTHERN WHITE PINE STUMPAGE COSTS, UNITED STATES AND CANADA

ontention.-It is alleged, by the Northeastern Manufacturers' Association,
that the northern white pine stumpage prices average almost $6 per month in
the Northeastern States; that they average only $2 to $3 in Ontario, Canada.

Facts..-According to figures of the United States Forest Service (Stumpage
and Log Price for Calendar Year 1934), stumpage prices for northern white
pine during that year averaged $5.37 in the New England States.

According to telegram (dated Mar. 2, 1938) received from the Department
of Lands and Forests, Toronto, Ontario, the average stumpage price for red
and white pine in Ontario in 1934 was $5.57.

By further telegram on March 3, 1938, the Department at Toronto wired:
"My wire yesterday gave averages of licenses, including those ol ones where
Crown has only interests to extent of simple Crown dues. If limited to licenses
involving bonus and dues, averages somewhat higher than those quoted."

Hence, if the Government bonus, as well as the Crown dues, are included In
the cost of Canadian stumpage of northern white pine the price per thousand
feet is about $5.77. In other words, in addition to Crown dues, the Canadian
Provinces charge a bonus upon lumber when cut, which bonus is determined
somewhat by the prevailing price of lumher. Such bonuses run from $2-$2.50-$3,
sometimes even as high as $5 per thousand feet, depending upon the location of
the timber-and this bonus must be paid the Provincial Government in addition
to the Crown dues.

Thus, depending upon the location of the stands of timber, the prevailing
price at the time it is cut, etc., stumpage prices in Canada for northern white
pine may he even hl;,her than the $5.77 computed for 1934. And as stated, this
figure is even higher than the average stumpage prices for the Northeastern
States.

Finally, it must be remembered that in addition to the stumpage costs and to
the cost of cutting the trees anld converting the logs into lumber, the following
freight must be paid on Canadian lumber imports of northern white pine:

0

From Fort Frances, Ontario a00 1.000
pounds feet

To- Cents
Buff'ao, N. Y ................................................................... 43 $8.60
]Roch e N. Y ................................................. . 47 J 9.50
Now York City ........................................ 52 10.40

Boston, Mass .................................. ............................ 52 10.80

Pittsburgh, Pa .......................... ................................ . 43 8.00

SELLING PRICE OF NORTHERN WHITE PINE, UNITED STATES AND CANADA

(1) Unifted S ates.-The unit value of general Imports of pine, according to
the reports of the Tariff Commission, varies over recent years from $23 to $26
per 1,000 feet.

(Generally imports of pine include, in addition to northern white and
Norway pine, a great deal of pack pine, which is of a cheaper grade and
which, therefore, brings down the average value of all pine imports.)
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(2) Caada.-The average price realized by a 'representative nll at Fort
Frances, Ontario, for northern white pine lumber was as follows:

Year: Per too feet I
1['24 --------------------------------------- $33.83
1926 --------------------------------------- 31.13
1928 --------------------------------------- 30. 46
1930 -------------------------------------- 31.83
1937 --------------------------------------- 30. 72

When there is added to these figures a freight of almost $11 per thousand feet
on northern white pine from Fort Frances, Ontario, to New York City, it Is
obvious that the Canadian Imports of northern white pine do not undersell tile
domestic production of the specie.

USES OF THE THREE SPECIES

(1) CIIARAOTEMSTI(S AND USES OF NORTHERN WHITE PINE

Briefly, the botanical characteristics of virgin northern white pine are large
cells with relatively thin walls; slow annual growth; almost no differentiation
In cell structure between spring and summer wood; and a large percentage of
heart wood. As a result, virgin northern white pine is of a particularly soft
texture; holds nails and screws without splitting; when properly seasoned, does
not warp, twist or check: is resistant to the effects of climatic change and to
weathering; has a low coefficient of expansion and contraction with changes in
temperature and humidity; and holds paint, varnish, and glue better than any
other wood.

Pattern making is an excellent example of the special adaptability of virgin
northern white pine to a use for which other species of lumber cannot well be
substituted. The qualities which nmke virgin northern white pine preeminent
for pattern making fire, first, its soft texture and straight grain, which ntinkes it
possible for the pattern maker to work It evenly without it showing any tend-
ency to split or splinter under his tools; and second, the fact that patterns made
out of well-seasoned virgin white pine are permanent assets which ne*er shrink,
twist, warp, or change their form in any particular.

The United States Navy uses large quantities of virgin northern white pine
for patterns In the Washington Navy Yard. A stock of more than 300,000
northern white pine patterns is maintained in storage for use in case of emer-
gency. No other wood could be shaped for patterns and kept in storage for long
periods without a tremendous loss in warped and split pieces, and so forth. It is
essential to use virgin northern whitf pine for this purpose. With the tre-
niendous naval expansion program in the offing, it is important that the maxi-
mui qu;.ntity of such lumber be available to shipyards, both private and Navy,
and at as low a price as possible. This, then, is further reason why the tariff
duty and excise tax upon this "specialty" wood should be reduced to the maxi-
mum extent permitted in the new trade agreement with Canada.

l',rthern white pine is still in demand for the manufacture of sash and doors,
but much of the output of the so-called shop lumber, which in the past was used
for this purpose, is now used for the making of patterns for foundry molds.

A few authoritative comments with respect to the quality and uses of this
specie of lumber may well be quoted at this point:

J, H. Bridge, president of the Maumee Pattern & Manufacturing Co., Cleveland,
Ohio, states: "We use a great quantity of white pine in our wood-pattern man-
ufacturing and find that the Canadian white pine is unequaled * * *."

George W. Wandeke, president of the Schill Pattern Co., Toledo, Ohio, states:
"We believe that It is not a question of the Canadian white pine competing
with the Americivi lumber as the first named is better in every way for use in
making of patterns * * *."

J. A. Holzapfel, of tle Globe Pattern & Manufacturing Co., Jackson, Mich.,
states: "We find that Canadian white pine cannot be equaled in quality for
pattern lumber. We have used other lumber, but none proves as satis-
factory * *."

D. T. Broderlck, vice president of the Forest Lumber Co., Pittsburgh, Pa.,
states: "In our dealings over a period of years with tile users of pattern lumber

I Selling price, per 1,000 feet, f. o. b. Fort Frranef.
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It has been our experience that they prefer-in fact, most of then insist upon-
the Pinus sirobus white pine. This is a true Canadian white plne. and the
pattern manufacturers claim it is far superior for their purpose than the white
pine which we get in this country."

Many others have testified as to the great desirability of virgin northern
white pine for pattern making. For example, Roger 14. Simmons, of the United
States Forest Service, in Wood Using Industries of letnsylvania, page 91, states:
"It (Pinups strobus) is, however, the predominant pattern wood, not alone in
Pennsylvania but throughout the country at large."

Virgin northern white pine also possesses a nomination of characteristics
which make it Iarticularly valuable as a container in the case of certain chem-
icals and In the case of certain other connodities, such ns high-grade leaf
tobacco, the value of which is so great that complete protection to the articles
contained therein is economy at any price. The fact that this wood is un-
usually weather resistant; the fact that the excessive nailing which certain
boxes require does not cause it to split; the fact that the well-set knots do not
check or come out; and, lastly, the fact that combined with these other qualities
is an extreme lightness in weight, which reduces delivery costs to a minimum,
make virgin northern white pine particularly desirable for many special use9.

(2) NORWAY IN -1tfm5 ,:jORTH IIN WHITE PINE

All that has beelLf of northern white vinc, -g94tmrally, applies to 1orway
pine. The two pIpe§ grow in mixed stands, and building lumbers therefrom are
marketed togetJ}er as northern white pine, because connmnrvial grading rules for
northern wliMt pine permit the Inclusionof Norway pine in ,lhe common grades
of northern ,,white pine. - "

Norway-,fine has nmatW/I sical and chemical properties iin common with
northern 'hilte pine. kforwev 4, Norweiy pig Is coarser in grade and texture;
has m(JoL strongly marked annual rinks; 19'hmeavierfand stronger; and is some-
what nIure resinous Generally, Norway pine has M'lie, straight rain, medium
sapwo94, is moderately hat~t fairly dens6, of medillm weight, moderately strong,
stiff, q0n-lastie, fairly brittl( g:hdl splitand easily seasoned, d sy to work.
and keeps its shape. "

NoiMnay pine is used especially for the following purposes to whie.h it Is par-
ticularly well adApted; n4'I6dltur ,Aino'mienta,0boxeh and crate, car con-
strucon and repair, 6ftiet, atldc s, T hlyground equipment, gates, fencing,
wire, and cable iools, nVIV-shovel ;ijg41,.'stepping, scaffolding, tadders, and
stove boards.

4 % ~~(3) W] SRC

West white spruce has many A4Wracter ties which are esintlal for cer-
tain type, of boxes and crates$ whidc distIn uish-Ai from ot]r woods. For
example, it ,Is odorless, and hbnce is ve' much1! demand wit I is important
to use an odorless or tateesstw Qd '$as for egg boxes, A ter boxes, candy
boxes, and poqltry boxes, All otier softwoods have qdf! luctive odors, and
have resin or . ar deposits in their fiber which aft the tlavor of food
when used in the - truction offood containers. -o

Likewise, the peciiltii, characteristics of thi. ,*uce make it valuable for
use in refrigerators, partitWX; co!ig 1 boxes, kitchen cabinets, cer-
tain types of woodenware and n ifeRinsulation in refrigerator cars and as
running boards on freight cars, for dairymen's, poulterers', and apiarists' sup-
plies, cable and wire reels, cleats for plywood boxes, certain kinds of fixtures
and furniture, musical instruments, and a variety of other special uses for
which its peculiar characteristics especially fit it,

Western white spruce is the preferred wood for scaffold construction, be-
cause of ).ts strength and lightness, and where safety is of the greatest am-
portance, as in chemical and industrial plants. A safe thickness of spruce
planking need not be as thick as any other specie, and the saving in weight
means a considerable saving in money on large scaffolding Jobs where heavy
planks would require two or three times as much upright strength for safe
support.

Western white spruce weighs from 500 to 800 pounds per thousand board
feet less than most other softwood species. The following table shows tit,)
weight per thousand board feet, of a number of the more popular species. The
saving which can be made in weight (and tlherefote freight) by using western
white spruce Is obvious.
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Weight per thouuaad feet
Kinds of lumber: Pounds
Douglas fir --------------------------------------------------------- 2, 500
llemilock ------------------------------------------------------------ 2, 500
Sitka spruce ------------------------------------------------------- 2,500
Short-leaf yellow pine ----------------------------------------------- 2,400
Fir and larch ----------------------------------------------------- 2, 200
Eastern spruce ----------------------------------------------------- 2, 100
Ponderosa llue ------------------------------------------------------- , 100
I(aho white pine ------------------------------------------------------ 1, [90
Western white spruce ----------------------------------------------- 1,650

As manufacturers must pay freight on containers at the same rate as on
the contents, weight is often a deciding factor, not only in the selection of
wood, but in the ability of the manufacturer to enter the competition of many
markets.

A few of the ninny additional qualities which make Western white spruce
the wood par excellence for many purposes are:

1. It saves waste because of its small knots.
2. It itails more easily and holds nails close to the end of the boards without

splitting.
3. It has a soft texture which prevents slipping.
4. It Is white and bright in color.
5. It contains no pitch or resin.
6. It paints well.

The CHARMAN. Thank you very much.
I wish those from out ot town, who are here before the committee,

would rise.
All right, Mr. Eisner.
Mr. EISNER. Yes, sir.
The CHAIRM.AN. Mr. Eisner, you have 10 minutes, and you can

file your brief.

STATEMENT OF MARK EISNER, REPRESENTING THE TOILET
GOODS ASSOCIATION, NEW YORK

Mr. ESNER. Our briefs are filed.
If it pleases the committee, I appear representing the Toilet Goods

Association, which is the trade association of tho, toilet-goods indus-
try, in its desire to have removed or modified the 10 percent on toilet
preparations.

As the bill came up to the Senate from the Hoase, the tax on toilet
soaps, tooth paste, and dentifrices has been removed, and there are
only mI that bill the two items of commerce that are remaining at
10-percent, one on toilet prel)arations and the other on firearms.
W'e have been left at this exhorbitant rate of tax.

Now, this committee is entirely familiar with the fact that in the
last 2 years the tax on jewelry and the tax on furs has been removed.
At least the tax on furs is removed in the pending measure; and I
thought it might l)e illuminating to the committee to have a visual
exhibit of what remains taxable at 10 percent, when a $100.000 neck-
lace is untaxeql, and a $50,000 sable coat, to be worn possibly by an
expatriate, is untaxed.

Senator CONNALLY. It is untaxed?
Mr. EISNER. Yes; it is untaxed.
Senator CONNALLY. Itpays an import tax?
Mr. EISNER. No; no. Mean a coat made here.
Senator CONNALLY. You spoke about an expatriate. They would

have to buy theirs abroftd.
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Mr. EISNER. No; I mean if she came over to this country and bought

one here.
Senator CONNALLY. I see. [Laughter.]
Mr. EISNER. That is what I mean. They do come over to this

country.
Senator CONNALLY. Oh, yes; they -come back to get their dividends?

[Laughter.]
Mr. EISNER. Yes, sir. I have here, which I will leave with the

committee, some exhibits.
Here is a baby oil which is taxed at 10 percent [indicating].
The CHAIRMAN. Have you got one for each member of the com-

mittee? [Laughter.]
Mr. EISNER. I (1o not know whether it is babies in esse or babies

in posse, Mr. Chairman, but I will be very glad to (o that.
I will leave this [indicating] for the clerk of your committee, who

is the father of a new infant, if I am not mistaken.
Here is another baby oil taxed at 10 percent [indicating].
Here is a baby talcum powder taxed at 10 percent [indicating].
Let us bear in mind while talking about these items that are taxed

at 10 percent that. here is albolene which is taxed at 10 percent,
which is used in every hospital in the United States [indicating].

Here is another baby product [indicating]. Here is an item which
is hand lotion, bought at the 5-an(l-10-cent store, used by-I think the
statistics show-80 1)ercent of the housewives of the tUnited States
who (1o their own washing, to avoid roughening of the hands, which
is taxed at 10 percent.

The CHAIRMAN. What does that retail at?
Mr. EISNER. This is 10 cents a bottle.
The CHAIRMAN. Ten cents?
Mr. EISNER. Yes, sir.
And here is face )owder, a cosmetic, and this is a 10-cent package

bought here in Washington [indicating].
And here is a baby cream that is taxedt at 10 percent indicatingg,

an(d every mother needs baby cream, just as she needs baby powder
and baby oils.

Senator KINo. Is this tax of 10 percent sort of compelling wives and
daughters to go back to primitive days, oxcart days, when they did
not have these things? Is this not, a sort of an attempt to revive
atavistic tendencies?

Mr. EISNER. I do not think it is an attempt on the part of Congress,
but possibly the effect might be the same.

Here is a 10-cent article, which is more pertinent to the gentlemen
here assembled, because it is an after-shaving lotion [indicating].
Members of Congress who use it (1o not buy it to make themselves
more beautiful. rhey buy it to relieve the skin after a particularly
hard shave.

Senator WALSH. Mr. Eisner, I sul)ose if this tax is removed, the
size of all of these packages will be increased for the consumer?

Mr. EIsNER. here is not any doubt about it. Those sizes have been
reduced by the manufacturer because they cannot afford to make them
any larger.

Senator WALSh. The repeal of the tax would not mean an additional
profit to the retailers or the 5-and-10-cent stores?



Mr. ErsNI-r. No. We would get a larger package, get more business,
and employ more people .

In terms of dollarss find cents, here is what this tax means: The
tax under 603 in 1937 yielded $17,000,000. But the House has elimni-
nate(-the Ways and Means Conmmittee first, doing so-the tax on
toilet soal)s fixe(l at 5 l)ercent. 'Tlhat accounts for over $6,000,000. So
that in 1937 the tax on this type of article yiehled ten or eleven billion
dollars, but I think, if the committee will colnsuilt their experts, they
will learn as the result of a decision of the court of appeals, as to
which certiorari was denied in the Supreme Courl, we collected in 1937
and also 19:36, two to three million dollars in back taxes, going all the
way back to 1932. And therefore, when I say that sulerficially we
seemed to have collected $11,000,000 on this tax in 1937, it, is only
superficial, and actually tie 1937 tax might have been around seven
or eight million, and might have l)een le. , )lt the tax resulted in
tremendous inequalities among manufacturers.

Let me give you an examl)le to show you why. If, for examl)le,
Senator Harrison were to manufacture these arti c-les, Ibling his raw
materials, putting them together, packaging them, advertising them
for sale, sending out his salesmen, lie would pay his tax upon the
price lie gets from his retail outlet or front the wholesaler, which
since it includes his selling 'nd advertising expense, is t higher price.
I, on the other hand, may go to i, manufacturer and say, "Put up this
cosmetic for me." And ie does it. And I get it and all the tax lie
pays when he sells it to me is on the comp)ounding of the raw mate-
rials, for which lie has not advertisiig expenses, no selling expenses,
and none of the costs which Senator Harrison had. I pay the low
tix, nd advertise and sell the product at a higher price but lpay no
mor, tax. I have all the costs Senator Harrison has, but no more tax
is paid, blit only the one tax. And that is on the sale to mne.

I might go to a manufacturer and say, "Make ul) a hbatch of this
cosmetic for me." He pays the tax. If, however, I tell him to make
it ul) with a violet odor, then I am the manufacturer, according to
the Bureau, and then I have. got to pay the tax, including all adver-
tising and selling expenses.

Macy's Department Store goes to a manufacturer and says "Make
ul) this article." They make it ll), and there is no advertising or
selling or distribution expense. There is one tax paid. They sell it
at r tail and make a profit, which the manufacturer cannot do.

Montgomery Ward has the latest idea on. the subject. They
advertise they will sell to you all the ingredients, you put them up1) in
your own hole, and if you want to you can sell it among your friends.
Montgomery Ward pay practically no tax on those ingredients.
Tley charge practicall l no tax to the person who buys through the
mails. And I do not think this committee is so disillngenous as to
believe tie ladies and gentlemen w%'ho buy those mnaterials from Mont-
gonery Ward to think that when they plut them ul) for sale that they
ire going to Iay any tax on those sales.

Senator KINqo. You would not want to tax any retail sale, would
you ?

Mr. E.SNr. No, sir; I am not asking for a retail tax. I am going
to make soe suggestions, Senator King, and they are in a line of
reduction of taxes here. I am coming to that in just a half minute.
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By statistics we find as a result of the tax, and we have sent out a

questionnaire, that one manufacturer pays 420 percent of his net
income in excise tax; in other words, the excise tax was 420 percent of
his net income, and in several cases I have known of it to be 250
percent of the net income.

Senator CONNALIY. And' in those cases they treat it as a tax and it is
just like they treat the labor costs and it just goes into his overhead?

Mr. EISNER. Oh; but he cannot pass it. In most cases, Senator,
the tax is incapable of being passed.

Do you think Woolworth is going to pay on an article that sells at
10 cents, and that you cail pass the tax to themi, and charge the con-
soners 11 cents? You know they won't (10 that.

Senator VANDENBERG. You said they did that by reducing the size
of the articles?

Mr. EisNER. I do not say they all do that. That has been done.
To that extent the tax maybe passed by some.

But we have about 2,500 manufacturers in this country, and of the
2,500 manufacturers very few command a market that they are able
to reduce the size of the articles and pass the tax along.

Senator CONNALLY. The party you are talking about paid 420 per-
ceiit tax. If you took that tax off, it would be profiteering to let them
have that 420 percent and the net cost, too?

Mr. EIsNint. No. Suppose he sells $1,000,000 and his net income is
$20,000. You then would have to pty a tax of $100,000 at 10 percent
on your million. So your tax would be $100,000 and the net profits
are after that tax has been deducted, of course. But it would not be
profiteering. Someone might get the benefit of that. But the trouble
is we do not make that money. We have a number of cases like the
one I mention in my brief here, where a concern loses money that pays
$80,000 in excise taxes. Any number of them are losing money and
paying excise taxes.

When this bill was passed in 1932 it was merely part of the general
manufacturers' sales tax. It is the survival of that tax.

And on the floor of the House, Congressman Crisp, the chairman
of the committee, was asked whether it was intended to tax salesmen's
.omnlission. and Congressman Crips said, "No; no selling cost is not
intended to be taxedl." This is the survival of that original tax; and
I am sure tme, Congress did not intend to tax these costs, but they have
taxed these costs.

And now I will suggest, if it please the committee, a few remedies.
Assuming the tax yiels the Government $10,000,000 in a good year,
such as in 1937, the year 1938 being a terrible year so tar, and I
convey that with the itmost confidence in my figures, as I am secre-
tary and director of one of the largest concerns In the industry, and
we are, to speak plainly, losing our shirts so far this year, but assum-
ing $10,000,000 would be the yield in 1938, I would offer the com-
mittee a number of suggestions, which you will find contained in our
brief, and one was this: Take the concern that goes through all the
processes, including selling and distributing and advertising, and the
other manufacturer who does not do any of that, but buys in bulk
merchandise, as I submitted to Congressnan Vinson, at hiis request,
and in accordance with recommendation 6.3 of the Ways and Means
Subcommittee, which recommendation of the subcommittee was dis.
regarded, and which was a carefully drawn bill which would put the



tax on the selling price of whoever owned the trade name, mark, or
brand, and that would place it uniformly, it would eliminate all of
the inequities, and I said, "If we do that, you will get a yield of 50
to 75 percent more in tax than you have now," but we want a reduc-
tion in rate to coml)ensate. I think Mr. Parker knows about that. It
is included in the brief.

The CRAIRMAN. What did they do about that?
Mr. EISNEn. They did not do anything with reference to that sug-

gestion, Senator. i was very much disappointed.
I saw Congressman Vinson. He said, "That is fine. Draw tp an

amendment." I said, "I will go back to New York and (lo it." He
said, "There is no time for that. Draw it up and leave it here on my
desk." I worked all day. I left it with him, but maybe my time was
too short, but your time is not too short.

The CHAIRMAN. But our time is not too long.
Mr. EISNER. It is never too long to right something that is wrong.
The CHAIRMAN. That is what everybody thinks, and such things

keep us up here 6 months, and I think it would be wise to get this
bill out.

Mr. EISNEn. I think the quicker you get it out the better it will be
for the United States.

The CHAIRMAN. We have a lot of witnesses here on cosmetics and
other subjects which are important, but I think it is better to have
one person on one subject than to have a number on a subject.

Mr. EsNE. Yes. I realize you have other angles to consider, such
as the retail druggists, and I know that labor wants to be heard, and
I cannot speak for them.

The CHAIRMAN. We have just got word that Mary Pickford wants
to be heard, and, of course, you have got to hear Mary.

Mr. EISNEn. That is interesting.
But, Senator, I ask when you come to this section to bear it in

mind and consider it with furs and jewelry, and you have even taken
the tax off kodaks when the Eastman Kodak o. showed a profit
of $22,000,000 last year. But, of course, we do not care who taxes is
taken off of except that we want it off of cosmetics.

The CHAIRMAN. I think the committee thoroughly understands your
proposition.

Mr. ESNER. May I let Mr. Johnston take care of these exhibits.
The CHAIRMAN. Yes; I think he would be very glad to receive

them.
Senator KINo. Give me one of them?
Mr. Ei$NR. Which one?
Senator KING. Oh, no. I meant your recommendations. Are all

your amendments here? [Indicating.]
Mr. EISNEIR. This is the main ame(lndment. [Indicating.]
(The brief submitted by Mr. Eisner is as follows:)

3RIEF Sunn irn By ToILEr GOODS ASSOCIATION

STATEMENT

In the matter of the 10 percent tax on toilet preparations under section 603
of the Revenue Act of 1938

The House has eliminated from section 003 of the Revenue Act of 1932 the
tax on toilet soaps, tooth pa.stes, dentrifrices, etc., but makes no change for
the remaining items In the section.
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According to the report of the Subcommittee on Ways and Means (see table

No. 10 of that report), the tax on toilet preparations exclusive of tooth pastes
and soaps yielded ,11,077,000 in 1937; soaps and tooth pastes, etc., yielded
$6,642,000. Therefore thL bill, as passed by the House, carries an apparent yield
of a little over $11,000,000. Chairman Doughton, speaking on the floor in
opposition to an amendment which would eliminate this $11,000,000, stated that
the revenue loss if the amendment were adopted would be $17,000,000. This
statement was erroneous on the basis of his own subcommittee's report, because
thc anac 'dMrt would bc yeapuiloible oujly £ol the $t1,O(k,000, the committee
living already eliminated $6,000,000. However, of the $11,000,000 collected in
1937 from toilet preparations (other than soaps, dentrlfrices, etc.), at least
$2,000,000 consisted of back taxes, going back to 1932 and collected as a result
of the decision of the Circuit Court of Appeals Second Circuit, in the case of
Bourjoi8 v. McGowan. No comparable volume of back taxes will be collected
iu 1938, and on the assumption that 1938 business will be as good as 1937
business, which would In(eed be a rash assumJ1ption, the collections will not
exceed on the most sanguine expectations $4,000000.

In tis nemorandum there will be offered by a harrassed industry six
alternatives which would remedy conditions which prevail in the industry
solely because of the tax. We earnestly coimmend these alternatives to the
attention of tie committee.

We refer to the fact that If the House bill were to be concurred in by the
Senate tim only groups paying J0 percent would be toilet preparations and
firearms. An admitted luxury like jewelry 1ires previously been exempted and
now the HIlouse exempts furs. The mere statement of the last two exemptions
from tax strips of all reason, justice, and excuse tle retention of a 10-percent
tax ou toilet prepalrations, which we submit i an unbearable burden when
levied upon ,he wholesale price of any product sold in tile severe colnpetition
obtaining Ill this industry.

THE TAX DIS('IMINATEH AMONO MEMBER8 OF Tii'U INDUSTRY IN A FANrAS'rIO
MANNER NEVER OONTEMPLATED BY THEI CON011ESS WHICHf ENACfEI) IT

Till' foregoing statement Is readily Justified by the facts. The tax Is upon
the selling price and Include(l in the selling are perforce all of the nlnu-
facturer's costs, including advertising antI selling expenses as well as hoped-
for profit, if any.
The result is a wide disparity depending on method of merchandising: One

manufacturer advertises extensively. His advertising expense is, therefore,
taxed 10 percent. Another manufacturer does not advertise at all, ills
product can be sold much cheaper and his tax made correspondingly less.
Another has salesmen who sell from door to door, selling vt retail. ils tax
is not upon his retail selling price, but upon a manufacturer's price which
the Comnnissloner of Internal Revenue must determine no best lie can
(section 619).

Mall-order houses have toilet preparations made up for them and a very
small amount of tax is paid because the basis Is the selling price of the
manufacturer to the mall-order house. On the other hand, a concern which
does its own manufacturing and selling pays a tax upon all its costs, plus
advertising and selling expense and profit.

The latest and possibly one of the most serious blows to the manufacturer is
a method innovated by Montgomery Ward & Co., whereby it sells the in-
gredients to its retail trade for home manufacture. Montgomery Ward & Co.
pay little or no tax on raw materials and its customers pay no tax. Beven
if the customer of the mall-order house were to sell the completed product
among his or her friends, to make a little pin money, none will be so foolish
to believe that any tax will be collected and paid.

Congress never intended to tax selling and advertising costs. It intended to
pass a tax which would be precisely what it was called, namely, a manu-
facturer's excise tax. It was not to be a sales tax. The Treasury Department
refuses to allow selling and advertising expenses to be deducted, but ap-
parently Congress thought they would be.

It will be recalled that the manufacturer's excise taxes were what was
left of the manufacturers' sales tax bill which was defeated in 1932.

House Report No. 708, dated March 8, 1932, stated as follows: "Section 604
provides rules for determining the sale price which Is the basis of the tax. IIn
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general this should be the manufacturer's or producer's price at the factory
or place of production."

Representative Crisp, in speaking for the Ways and Means Committee spon-
soring the 1932 act, was asked on the floor by Representative Harlan, "Does
the manufacturers' price that Is contemplated include salesmen's commis-
sions'?" and in his answer Mr. Crisp stated unequivocally:

"Mr. CRIr. The selling cost is not intended to be added." (Congressional
Record, Vol. 75, pt. 5, 72d Cong., 1st sess., p. 5693).

Thus it is been jihi thet butd,, of the tax at; It ;Iwi czat under It prtr'nt
interpretation falls most unevenly and is dependent upon the method of opera-
tion of each individual taxpayer; none of which Congress intended.

The bill not only fails to relieve the industry and the public of this tax but
actually recommends its increase as to certain taxpayers.

STATISTICAL SUPPORT OF THE FO11MOINO STATEMENTS

A questionnaire was addressed by the Toilet Goods Association to its meni-
bers with the assurance that the information would be regarded as confiden-
tial. The members were asked to supply, with reference to the year 1930, three
simple percentage computations:

a. The percentage which the taxpayer's net Income bore to tile gross sales
of the company;

h. The percentage which the taxpayer's net income bore to the net worth
of the company;

c. The percentage which the excise tax bore to the taxpayer's net income.
Under "c" fantastic results appeared. InI one case the excise taxes amounted

to 420 percent of the net income. In two cases the excise tax was 250 percent
of the net income; iII another case 217 percent, and in another 215 percent;
still another 199 percent, and then the percentages ran to lower figures, but
always showing that the tax paid was inordimtely great as compared with
the net income of the company. InI some instances where the tax ran around
36 percent to 75 percent of the net income there had been no segregation of net
income from taxable sources from net income from nontaxable sources. If
there had been, the ratio of exe:se taxes to net income would have been con-
siderably higher. In one case the concern lost money but paid to the United
States $80,000 in excise taxes.

It should be borne In mind that the members of the Toilet Goods Association
in the main are the leaders in tile industry who should he the most successful,
but there are thousands of smaller manufacturers throughout the country who
are not members of the association and who are feeling the burden of the
lax to even a greater extent than the leaders.

UAS THE TAX BEEN PASSED ALONG':

This question naturally Suggests itself. In some few instances the answer
is "yes." In the majority it is "no." Where it was passed on and prices have
been increased sales fell off. One company which added the equivalent of Its
tax to its selling price dropped in sales 25 percent, or $1,000,000 less sales for
the year of the addition as against the previous year when there was no tax.

BUT TilE VAST MAJORITY HAVE NOT PASSED AND CANNOT PASS THE TAX

Take the situation of a manufacturer who sells to the 5-and-10-cent stores or
to tile 25-and-50-cent stores. These concerns tell the manufacturer that their
business depends on narrow margins of profit, and therefore large volume; that
they will not accept the passing of the tax upon the ground that the increased
price destroys their profit; and that they cannot accept the passing of the tax
and in turn increase tile retail selling price to make up for it, because the
5-and-10-cent stores will not sell an article for over 10 cents, nor will the 25-cent
store sell an article for over 25 cents. Their goodwill depends upon a strict
adherence to a fixed unit price.

TIE TAX IS ON NFASSITIES

The House bill has recommended tile removal of tile tax on toilet soaps, pre-
sumably upon the ground that they constitute a necessity for promoting cleanli-
ness.

Many toilet preparations have an equal if not a greater claim to exemption thllan
soaps. They are certainly as necessary to cleanliness and have other health-
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promoting qualities besides. They are essential articles used In hospitals and
other institutions. This Is known to anyone familiar with hospitals and espe.
cailly with the care of babies. Besides hospitals and use for babies, etc., many
preparations are used in prisons, reformatories, and institutions for the insane.

lion. Austin H. McCormick, head of the department of correction In New York
City, states that several thousand dollars' worth of taxable toilet preparations
are purchased in the New York City penal Institutions. Face powders and
creams are used in hospitals, penal and reform institutions, and asylums for the
Insane. The reason is obvious; whether i person be t criminal or a 'lir"11iP
Insane person, whatever can be done to integrate him or her with the accepted
customs, usages, and lhbits of the normal outside world must be done. Why tax
the means of such integration?

Creams are advertised and used for cleansing purposes and have the quality
of greater penetration than soaps. Many creams and astringents taxed as cos-
meties have a definite, remedial effect upon skins lacking in oil or excreting
excessive oils.
The appearance of a )erson with a skin too dry and scaly, or one too greasy, is

offensive. Just because a cream is classified as a cosmetic it is taxed as such
and subject to excise taxes, whereas if it was classified as a medicinal cream it
would not be subject to excise taxes. Many kinds of lipstick, while Improving
the appearance of a person, likewise prevent chapping of lips and keel) them in
as healthy condition as soap and water do to other parts of the body. Articles
taxed as toilet preparations are In fact as essential to daily external needs as
food to internal needs.

Substantial proof of the fact that these articles are regarded as necessary is
the circumstance that they are widely sold in the 5-and-lcent stores and in all
of the other lower-price stores in the country. If it is true that In times of
depression luxuries are the first class of a-licles to be dispensed with, the fact
that the tax on these articles has been a revenue producer throughout the de-
pression indicates that the public regards the articles as necessities, and the
continuation of the tax is therefore a tax on necessities. Therefore, we insist
that the products mentioned, and others of a similar character, should be
treated the same as soaps and freed from this tax upon cleanliness.

SUaOESTED ALTERNATIVF,8

While it Is submitted that the tax should be removed, it is conceivable that
alternatives should be offered to this honorable committee, and we therefore
do so.

We have already referred to the fact that a concern owning a trade name
for a product can have the goods manufactured and packed for it and pay a
tax only upon the sales price to it. Therefore, when the owner of the trade
name advertises and sells the product there Is no tax on his selling price,
which includes advertising and selling expense. On the other hand, a concern
which goes through every step in the process from manufacturing the raw ma-
terials into the finished product, packing, advertising, and selling It, must pay
a tax which will Include all of these costs and which tax is, of course, much
larger per unit than obtains In the first example.

Because the subcommittee of the Ways and Means Committee proposed In
its recommendation No. 63 to clarify the provisions of this particular tax,
there was drafted at the suggestions of My. Vinson a series of amendments
which would have placed the tax squarely tnd uniformly upon the sales price
obtained by the owner of the trade-mark, name, or brand, regardless of who
performed tile actual manufacturing process. Thus the tax would "follow the
label." On this basis there would result to the Government an Increase of
50 to 75 percent over the amount of tax now collected, and all that was asked
of Congress was a reduction in the rate of tax to 3 percent or at the outside
5 percent, In which case there would be practically no loss in revenue If the
suggested method were adopted. We annex to this memorandum as an appen-
dix the amendmcnio we propose as this alternative, and bearing In mind that
at all times we hope for the elimination or reduction of the tax, we make the
flowing additional alternative suggestions:

(1) Let the tax be retained at 10 percent but permit the selling and adver-
tising expense of the manufacturer to be deducted from the selling price before
computing the tax.

(2) Reduce the tax but make the tax "follow the label" as provided In the
amendment heretofore referred to and annexed to this aPemorandum.
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(3) Retain the 10-percent rate but make the tax "follow the label" In accord-
once with the suggested amendment, but allow as an offset against the selling
price the manufacturer's advertising and selling expense.

(4) Allow a credit of 50 cents against the taxable price at which the article
Is sold.

This last suggestion would eliminate the tax from the low-priced articles
which are sold in the lower-price ranges which supply people of poor or mod-
orate circumstances, while having practically no effect upon the high-priced
perfumery admittedly in the luxury class.

(5) Eliminate the tax upon articles in the health or cleansing category, such
as baby tales, baby oils, creams, face powders, hair tonics, etc.

STIlE EFFEUT OF ANY OF THE FORFACOOINO 011ANOFS

We confidently predict that a reduction in the rate of tax will be increased
sales, which will take up the slack and yield additional inconic taxes as well.
It will increase employment of labor, and a number of the manufacturers have
expressed their willingness to give a specific pledge to Congress in this regard.

Respectfully submitted.
TOILcr CooDs ASSOCIATION,

Rockefeller Plaza, New York City.
MARK EISNER,

Counsel.

APPENDIX

1. Section 603 is to be amended by reducing the tax from 10 percent to
percent.

2. At the end of section 603 there shall be added a new paragraph, as follows:
"The person, firm, corporation, or association, owning or controlling directly

or indirectly, the trade-mark or marks, trade name or names, brand or brands
(whether or not affixed to the article or its container or wrappings, or however
otherwise the same may be indicated), shall be deemed the manufacturer, pro-
ducer, or importer of the article regardless of who may perform its actual
manufacturing and processing In whole or in part."

As used in this section, ownership or control of trade-mark, name or brand
shall include the right to use or employ the same, whether conferred by license
or permission, expressed or implied, agreement or agency relationship, or by
any other manner or means.

The tax shall be paid upon the sale of an article by the manufacturer, pro-
ducer, or importer as herein defined.

3. The applicable portions of section 619 are amended to conform with the
above, and are then to be inserted, as amended, in section 603 after the fore-
going, as follows:

The price for which an article is sold except where such price is deter-
mined pursuant to subdivisions (a), (b), and (c) hereof shall be the selling
price at wholesale received by the manufacturer, producer, or importer as
herein defined:

a. If an article is sold and' distributed in the usual channels of trade by a
person, firm, or corporation other than the manufacturer, producer, or im-
porter as herein defined, the tax under this title shall be based on the whole-
sale price' at which the article is so sold.

b. If an artiJcle Is (1) sold at retail; (2) sold at retail by the person, firm,
corporation, or association owning or controlling directly or indirectly thme
trade-mark or marks, name or names, brand or brands, under whiqh the
article is sold, or which may be affixed to the article or its container or wrap-
pings or however otherwise indicated; (3) sold on consignment; the tax under
this title shall' (if based on the price for which the article is sold) be com-
puted on the price for which such articles are sold, in, the ordinary course of
trade, by manufacturers or producers thereof, as determined by the CoM-
missioner. . .

c. Ifi the case of (1) a lease, (2) a contract for the sale of an article wherein
it is provided that the price shall be paid by installments, and title to the
article sold does not pass until a future date notwithstanding partial payment
by installments, or (3) a conditional sale, there shall be paid upon each pay-
ment with respect to the article that portion of the total tax which is; propor-
tionate to the portion of the ,total amount to be paid represented by such pay-
ment.
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d. The provisions of section 619 of this title shall not apply to the tax
under this section.

The CH-AIMAN. Mr. Wertheim?

STATEMENT OF MAURICE WERTHEIM

Mr. Wrrnmm. Gentlemen, it may be a far cry from lumber and
cosmetics to a general statement in regard to the tax, but I venture to
make it.

I have before me Senator Harrison's statement in last Sunday's
Times, and I beg to submit, in my opinion, there can be no sim pler
or saner program than that contained in that statement. They
would be my own proposals, namely:

1. Repeal of the undistributed-profits tax,, cotipled with a strengthening of
section 102.

2. A flat rate for capital gains of about 15 percent.
8. :Broadening of the income-tax base.
4. Cutting surtax rates in the higher brackets.

Iam an investment banker and the business of investment bankers
is to furnish capital to industry.

Senator LONE GAN. I would like to ask you this question.
The CHAIRMAN. Go ahead, Senator.
Senator LONERUAN. You are an investment bankerI
Mr. 1ERTIEM Yes, sir.
Senator LONERAOaN. Does that mean you purchase commercial paper

or you make loans to industry, or furnish money, or new issues, or-
Mr. WVrIrnEim (interposing). The latter.
Senator LoNERoAN. You furnish money for new issues?
Mr. WRTHEIM. Yes, sir.
Senator LoNEJIoAN. On an underwriting basis ?
Mr. WRTrnEiM. Yes, sir.
In a sense, therefore, it is against my interests to urge the reveal

of the undistributed-profits tax because with it industry needs bank-
ers to furnish it more money than without it. Nevertheless, I am
more interested in its repeal and particularly in urging the strength-
ening of section 102, than in the other features of the tax law, merely
because I think that the undistributed-profits tax is the outstanding
example of ill-conceived legislation.

Senator VANDENBERO. I had the same idea you had when the n-
distributed-profits tax was first enacted. Did it cause considerable
additional borrowing by corporations V

Mr. WERTImim. Not immediately, but very soon thereafter.
Senator LONERJiGN. Is there much borrowing by industry now?
Mr. WtMTrmM. There is not much borrowing because market

conditions are such that the public is not prepared to receive it.
, Senator LONEROAN. IS there any hesitation on the part' of those
who control capital to, 0an to industry?

Mr. Wmr IM. I think so.
Senator 'LoNEROAi. You think 'so. And the reason is why?
_Mr. WVEnTJmim. Lack of confidence, in my opinion.,

Before passing to that, however, let me say just ii few words on
th other thrpq suggestions t e n a foh Ais:

I have a conviction, If there is a sit-down strike upon the part of capital
because of fear or the uncertainties of investment, that we should break it up,
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if possible, and that effective work should be done toward removing some of
the barriers that are checking the flow of capital and credit into new invest-
ments and new industries.

"If there is a sit-down strike on the l)art of capital:" Certainly
there is no concerted strike of capital, if there is an unwillingness on
the part of capital to invest in industry-and I think there is-one
must recognize that it is a situation which has been forced on capital
by the manner in which our tax laws are drawn. Capital is forced to
go on a sit-down strike if you remove the profit motive; and if the
strike is not here now, it certainly will be here very shortly unless our
tax laws are changed.

Senator KINo. Would you expect any person who had means to
invest in the securities which: might be issued by industries and
that are engaged in electric-light production, and so on, in view of
the contributions which are' being made, gifts, and otherwise, by
the Federal Government, to go into competition with private utilities?

Mr. WERTHFIM. I think that it would destroy a great deal of the
incentive.

Senator VANDENBM. Do you think a change in the tax law is
all that is necessary to restore confidence in this country?

Mr. WmErTEm. I do not; but I think it is helpful, Senator.
If there is one thought more important than any other that I

would leave with you today it is the deep implication of lowering
further the reservoir of investment capital needed for the legitimate
growth of existing industries and the development of new ones. In
an article which I wrote on the undistributed-profits tax which was
published in the February issue of Harper's Magazine, I said:

We know that there are only three sources of capital-individual savings,
corporate savings, and the Government. The first, reduced through increas-
ingly high income taxes and estate taxes, and discouraged by the capital-gains
tax, is now being rapidly eliminated as a source of industrial capital and driven
intd tax-exempt securities. Now the second Is being attacked. Soon there will
be no source left but the Government. We have already seen in the depression
how a Reconstruction Finance Corporation had to be called into existence to
make up for the gradual impairment of other sources.

Senator BRowN. I do not see how the Government is the source
of capital. It is merely an agency by which private capital is induced
to loan to the Government, and the Government in turn loans it to the
industry.

Senator KING. Do private industries loan it to the Government?
Does not the Government take it by taxes and then loan it to the
peopleI

Senator BRowN. No; they are taking it by borrowing rather than
by taxes. They borrow from the same two people you spoke of at
the other two sources.

Mr. WER Tmm. I think, Senator, you are misunderstanding me
slightly. The profit motive makes the withdrawal, and then to sub-
stitute for that the Government must come into the picture and
supply through the R. F. C. and other agencies the capital that is
needed.

Senator BROWN. They borrow it from the same two sources which
you spoke of merely as an agent.

Mr. WERTMIM. It may be an agent, bit it borrows by giving its
own capital.
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Senator Ki o. It borrowed it, but it had to make it up from other
sources.

Mr. WvrrEIM. Yes. [Reading:]
In the next long depression, If these forms of taxation continue, the Govern-

ment will probably have to play an even greater leading role. It should be
apparent that such a development is not consistent with a balanced Budget or
with the continued private ownership of industry. President Roosevelt ad-
mitted as much in a recent Budget message. R. F. C.'s and P. W. A.'s are
bound to remain with us, and hence unbalanced Budgets as well, if all private
sources of saving are dissipated.

This seems to me to be elementary and applies not only to the
undistributed-profits tax but equally to the capital-gains tax. If
that were to stay as it is now or even as proposed in tiic new House
bill, most of us would find it more profitable in the end to go out of
business rather than sit in on a game where if you win you might
make, say, 50 percent more or less, but if you lose, you lose 100 per-
cent. Businessmen who figure know that this is bound to lead to
disaster in the end. In effect, the Government is saying to capital,
"Heads I win, tails you lose." If you wish capital to function, you
must eliminate that dilemma.
. Our present tax laws have produced a vicious circle. Taxes have
become so punitive that capital will not play, and the result is that
there will be less profits to tax and, therefore, less revenue. If you
continue on that principle, there is only one alternative for you after
that, namely, more punitive taxes to raise not only the difference
but also to raise for the Government the actual capital to replace
that which you have forced private interests to withdraw from
industry. It is an impossible task under a capitalist system. Either
you encourage capital to play or you go directly toward a socialized
economy.
. Of course, there must be injustices in every tax bill. You cannot
cover up all loopholes for tax avoidance, nor can you tax punitively
every malpractice. I think it is obvious that a too great zeal in
this direction loses sight of the major interests of a national economy.
This has come to be the British point of view, and I recommend
that we adopt it as ours, for they have struggled with the income-tax
problem longer than we have and found tliis to be the best solution.
.A good illustration is in regard to the tax avoidance which, among

other things, the undistributed-profits tax was calculated to prevent.
In this connection I quote again from my recent article:

Since England has a problem Just like our own, namely, a large disparity
between normal corporate tax and individual surtax-25 percent as against a
top of 601 percent-the English experience may be the most interesting.- Back
as far as 1919-19 years ago-the subject was thrashed out before a royal
commission, and it was decided then that the interests of the national welfare
were best served by encouraging corporations to build up reserves, even at the
possible risk of losing some revenue In surtaxe& Contrary to the general im-
pression, thp British have no undistributed-profits tax. They have not even the
equivalent'of our. section 102.

The same theory applies-to the capital-gains tax. Is it more impor-
tant to punish a few speculators or to see what capital flows easily
and naturally in the amount which our country. requires every year
for normal progress bh which way does the Government secure
more -revenueI By taking big slices out of capital gains. iu4d thi
discouraging capital or by being'requi ed to raise for itself the'untold,
millions that an enlarged R. F. C. and' P. W. A. will required? If I
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were allowed to mnike only one criticism of the House bill now before
you, I would say in the words of Shakespeare: "Think not so closely,
upon the event." The bill does not see the forest for the trees.

In respect to matters other than the undistributed-profits tax, I
have the following brief recommendations to make:

(a) Capital gains: A low flat rate, and if you should decide-as I
do not advise-to distinguish between short-term and long-term capi-
tal gains, by all means make it possible to offset the losses of one
group against the losses of the other. If you have only one group of
capital gains, by all means allow losses either to be offset against
regular income at the same rate or allow them to be carried forward
for a 5-year period. If you are out to encourage capital, do not snipe
at small things.

(b) Broadening the income-tax base: This would be the most con-
structive thing you could do in order to increase, as Senator Harrison
has said, "tax consciousness upon the part of the people." It should
be used to provide the revenue for all the bad features of the tax bill
you will cut out, and you will find it a double-edged sword, because it
will not only provide revenue but is bound in the end to decrease the
expenses of the Government.

(c) Cutting surtax rates in the higher brackets: There is no need
for me to dwell on this since the statistics of the Treasury in the
years when it was tried speak more eloquently than I could. This is
no effort to shift the burden of taxes on 'the poor; you will get more
taxes from the rich by reasonable rates than you will by excessive
and punitive rates.

Now, in regard to the undistributed-profits tuix, I claim there is no
logical reason to retain what Senator Harrison has called "the present
skeleton of it, which remains to haunt business." Obviously the pro-
vision of the present bill, which is supposed to retain the principle
of the undistributed-profits tax, is no cure for tax avoidance. It is
not ,even an attempt to 'fouch that problem.. It should be perfectly
obvious to you that if the present. bill becom-s law all that the tax
avoider will do will be .to figure which is better, to have' his corpora-
tion pay n effect an extra 4 percent corporation tax or pay surtax
on his, dividends, and you know the answer to that. The ineffective-
ness of this measure nakes it quite apparent to the countiwy that it is
a-'sop to the invmtors of th6 act, and because of its ineffecti veness it
discredit them more than it vindicates them. If it is desirable that
the principle: be vfidicated there is a far better way to do it, and
that is through the strengthening of section 102,

The reason I say this is that section: 102 deals with the one single
objective of the act which is defensible, and that. is tax avoidance.
I have made a very deep study of the history of the act, and, as you
know, there were only three real objectives which were alleged for
it other than: tax avoidance, and they have all been discredited by
our experience. First, the prei'eition Of oversAving bY corporations;
second, the equalization of corporation and partnership profits; and
third,' giving to 'stockh6lders a greit&' voic 't the management oi
corporate business. tIheed say veity little' abbit"these three. It Was
fashi6ifi'0 to assign d rpomte oersavin0 t' 'caus of the depres-
i fd,6f 1981 t 1938. N6o on hasasyet ad tlidt6Aerity 'to ascribe
oii the 'r cesion 0:.prms"jn of 1987 and 1938. In fact, it is the

other w&! around; we ii6* 'F$ivw thhtt he tendeY 'of 'the undistrib-
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uted-profits tax is to prevent business from patronizing the heavy
industries.

As to the equalization of corporation and partnership taxation,
we know now that that was a red herring, since no bill, except per-
haps the original House bill of 1936, even came near doing it. The
same is true of giving stockholders greater voice in the management
of corporate business for which the remedy is certainly not a pressure
tax on dividends.

No; the only principle of the undistributed-profits tax which is
valid is its attack on tax avoidance through the piling up of corpo-
rtition surl~ses "unreasonably." "Unreasonably," t I mt'is the i--
portant word; and the undistr~buted-profits tax was doomed because
it made no distinction between the reasonable and unreasonable ac-
cumulation of surplus. At this moment you have before you a
measure which suggests in effect that if a corporation needs to retain
earnings, then the more it retains the more it is to be penalized by
taxation. No one can successfully defend the proposition that the
only way to penalize unreasonable retention of earnings is to enalize
those reasonably retained. That is the crux of the quarrel between
business and Government. Do you wish to perpetuate it by the weak
memorial to unsound logic contained in the bill before you

To vindictite the salutary part of the principle of the undistrib-
uted-profits tax, you have a real way before you in the strengthening
of section 102. Instead of condemning itself by a sop, the adminis-
tration would be vindicating itself by a strong and logical approach
to the subject, as was indicated by the two Democratic members of
the Ways and Means Committee Messrs. McCormack and Lainneck,
in their separate report. One should always remember the signifi-
cant title of section 102 which is "surtax on corporations improperly
accumulating surplus."
How section 102 can be best strengthened is a matter for lawyers

and your experts. Some say that if a determined effort were made to
enforce it even as It is, it could be done and I have heard.-that even
under its present provisions, the Government has won 9 out of the 16
latest cases. I agree with Messrs. McCormack and Lamneck that one
of the best ways to strengthen it would be to eliminate from it the
burden of proof which now rests with the Governent to prove "pur-
pose to avoid surtax." An excellent suggestion is also contained in
the majority report of your, committee on the 1936 bill requiring
every corporation whose retained income is more than 40 percent or
more than $15,000 whichever is greater, to include in their return, a
statement fully explaining reasons for accumtdating the earnings
or profits. Y6u said at that time "the Treasury, if it has in its
possession such a statement, is in a better position to check from

,year to year the nature of the accumulation and the intention of the
stockholders and the corporation." Your majority report also sug-
gests that the 3-year statute of limitations on assessment and suit
inthe matter be increased to four, which as youi said is of the greatest
iiftiportance, when, taken in connection with a requirement for a
statement of reason for accumulation.. .

The revenue implications of strengthening section 102 as against
retaining the suggested weak vestige of the old act and by that I
mean this 4-percent credit should be most attractive to you. With-
ckut aciual.,enforcement of section 109, earnings to the extent of 100
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percent can be improperly retained under the proposed act by in effect
paying a 4-percent increased corporation tax. If instead, unreason-
ab y accumulated earnings are forced out as dividends through a
strengthening of section 102, they would yield income taxes and
surtaxes up to 79 percent.

Finally as I said in my article "A proper handling of the undis-
tributed-profits tax and the capital-gains tax problems will do more
to restore business confidence than anything else that can be done
at this session and if the Government is successful in that effort,
it need not be concerned about small deficits in this or that tax. All
tax yield I think will be certain to jump and all relief expenditures
to be reduced. If, on the other hand, the Government fails to restore
business confidence, no taxes, however punitive, will balance its
Budget."

Quite apart from the above matters oi outstanding importance, I
should like to say one word in the interests of charity. I think the
amendment proposed to section 23 (o) will secure very little or no
more revenue to the Government and will do incalculable harm to
our charities and educational institutions. Remember, besides, that
in the long run if they are not supported privately, you will some.
day be asked to raise the money they require. My views on this
matter are contained in a short memorandum, which I am asking
to be included in the record as a part of my remarks:

In the interests of charitable and educational institutions of this
country, I should like to protest the addition made to section 23
(o), which provides, that in the case of a contribution or gift made
in property other than money the allowable deduction shall be lim-
ited to the adjusted basis of the property in the hands of the donor
or fair market value of the property at the time of the contribution,
whichever is the lower.

The majority report of the House Committee on Ways and Means
(p. 19) in regard to this matter reads:

It is, therefore, to the donor's advantage to make contributions in securities
or other property which has appreciated in value and In this way avoid tax
upon the unrealized capital gain.

May I call the attention of your honorable body that this is no
argument for the change since the donor giving away securities to
charity still would pay no tax upon the unrealized capital gain, be-
cause the charity would sell them and they are not taxable.

The Ways and Means Committee report goes on to say:
There Is no Justification in principle for the allowance of a deduction for

the amount of unrealized appreciation which has never been Included in tax-
able income.

I do not think it proper, and I do not think you will think it is
proper to base any argument for this change on the question of
principle, since the entire system for many years in force, limiting
the deduction for contributions to 15 percent of the taxpayers' statu-
tory net income, is an arbitrary method. To figure the value of the
contribution as proposed at the lower of cost or market value, is
equally arbitrary and I am sure you will agree that. no juStification
in principle can be found therefor.

I submit that the change made by the House in the section will not
lessen tax avoidance on charitable contributions but is merely aimed at
lessening the allowable deduction for such contributions. "this might
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result in slightly higher income-tax revenue, but it would so result
only if the same amount of securities is given to charities. The obvi-
ous effect of the provision, in my opinion, will be to reduce these
contributions, so that the pro osed change will be of no benefit from
the standpoint of revenue and charitable and educational institutions
will suffer. The entire idea of allowing a deduction for contributions
is to stimulate charitable giving. Why add this section to discour-
age it?

The CIIAHIMAN. Thank you very much.
Senator KiNo. Your opinion is that the recommendation made in

the former report., which I had the honor to prepare, should require
them to ascertain the amount andl the purpose for which they are
retaining those profits?

Mr. WERTIHEIM. Yes, sir.
Senator KINO. Having that from year to year the Treasury would

be able to determine unreasonably large sums which had been retained
by corporations.

HMr.I V'r.11IFE. They would have a very good line on it.
Senator KimiN. And that would be the basis for retaining section

102?
Mr. WERTH M. Yes, sir.
The CHAIRIMAN. Have you any more suggestions?
Mr. WF RTHEIM. I have one more suggestion in the case of charity.
The CHAIRMAN. All right.
Mr. WEITIEIM. Finally, I think it is clear that our charitable and

educational institutions must be taken care of by private individuals,
or the Government in the last analysis. This thought is confirmed by
the Ways and Means Committee in their report 1p. 19), where the
following statement is made:

The exemption .from taxation of money or property devoted to charitable and
other purposes is based upon the theory that the Government Is compensated for
the loss of revenue by its relief from financial burden which would otherwise
have to be met by appropriations for public funds, and by the benefits resulting
from the promotion of the general welfare.

In addition it is my opinion that the small amount of income tax
yield you migit save through this proposed change will hardly com-
pensate the Govermnent for the increased expense it may be called
upon to bear as a result.

I do not like that and I do not think any of us should like it in the
interest of charity.

The CHAIRMA.N. Thank you very much, Mr. Wertheim.
Senator KING. Have you got a copy of your brief?
Mr. Wmcirx. Yes, sir.
Senator KING. I will be glad to get one.
The CHAMBIAN. We now hear Mr. Wood, of Cleveland.
Senator KINo. That is a fine statement.
Mr. WmTrmsII. Thank you, sir.
Senator VANDENBERG. If you have got another copy, I would like

to have it.
Mr. WERTHEIM. I will send you one, Senator, if I may.
Senator VANDENBERO. That showed a whole lot of thought.
Senator KINo. A very fine statement.
Senator LONERGAN. Thank you very much.
The CHAIRMAN. 'We will now hear Mr.. Wood, of Cleveland, Ohio.
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STATEMENT OF P. J. WOOD, REPRESENTING THE INDEPENDENT
THEATER OWNERS, COLUMBUS, OHIO

Mr. WooD. My name is P. J. Wood.
The CIIAIRIAN. You represent the Independent'lheater Owners.
Mr. WooD. I represent the independent theaters of Ohio, and I am

from Columbus, Ohio.
Senator KING. These that are not in the Hollywood circle?
Mr. WOOD. I will even take those in too, Senator.
Senator KiNo. All right.
M;'. WOOD. This is a request for modification of section 500-A of

the Revenue Act of 1926 as amended, there is imposed a tax of
1 cent for each 10 cents or fraction thereof of the amount paid for
all admissions except that where the admission is less than 41 cents
the tax shall not apply. We recommend that the foregoing section
be amended increasing the exemption from "less than 41 cents" to
"less than 51 cents."

The CIAMINRAN. What is your recommendation on that?
Mr. WOOD. Our recommendation is that the exemption be raised

10 cents to less than 51 cents.
The CHAIRMAN. What is the loss of revenue by virtue of it?
Mr. WOOD. The revenue today is around $19,000,000, of whioh more

than 70 percent comes from .that classification, froin 65 percent and
upward.

The CHAIRMAN.' Then we would lose by virtue of making the
change how much in your estimation?

Mr. WOOD. I would say you would lose from the amusement tax
around five or six million dollars, which would substantially equal
or be equivalent by the addition in income taxes.

The CHAIRMAN. All' right. Proceed.
Mr. WOOD. We are not suggesting this amendment for the purpose

of bringing ourselves larger profits but to enable thousands of small
theaters to, in some measure, recover the higher film rentals and
increased wages and other operating costs, all of which are causing
many theaters to operate at slight or no profit. I

Under the law, as it stands today, it is impossible for the great mass
of small theaters to meet these increased operating revenues by reason
of the fact that the first-run maximum-admissions rate (outside of
the city of New York and a few of the other large cities) is "peged"
at 40 cents. First-run prices in cities such as Columbus, ulove-
land, and Cincinnati (an d towns of similar size in the other States)
is the "measuring stick" for the rates charged by the subsequent run
or neighborhood houses. In Columbus, for instance, there is a dif-
ferential of 15 cents between the maximum first-run price and the
maximum subsequent or neighborhood-run price. At the present
time, the maximum subsequent-run price in Columbus is 25 cents.

If the law wore amended as above suggested, it would permit the
first-run theaters in towns like Columbus to increase their maximum
rate to 50 cents and the subsequent runs would follow with a 5-cent
increase; and surrounding smaller towns could do likewise. The
Government would be the beneficiary of these increased rates by
receiving increased income taxes from several thousand theaters ond
other places of amusement.
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To show just what the proballe effect of an increase in the ex-

emption would be on a typical theater' operation, and what increased
tax-revenue would be secured by the Government, the following
statement shows the actual income and expenses of a first-run the-
ater for the year ending September 30, 1937, in a city in New York
State with a population of 328 000. The top admission now charged
is 40 cents. Compared with tiese figures is a detailed statement of
tile same operation at it top admission of 50 cents, assuming that all
factors such as weather, attractions, and attendance were the same:

Present admissions price scale

Admissions
I Number Amount

10 cnts .......................................................................... 92,005 $9,200
I s cents .......................................................................... 201,602 30,249
25 cents ......................................................................... 532, 239 133,060
40 cents .......................................................................... 272,788 109,115
Miscellaneous ........ I .......................................................... 2,135 1,094

Total ..................................................................... 1, 100,829 282, 718

Income:
Admisslona .................................................................................. $282, 718
.Other ....................................................................................... 4,180

Total ...................................................................................... 28,898

With possible 8cale (if 50-cent top is possible)

Admissions Number Amount

10 cents .......................................................................... 02,005 $9,200
15 cents .......................................................................... 201.662 30,249
80 cents .......................................................................... 532.239 159.073
60 cents .......................................................................... 272,788 130,394
Miscellaneous ................................................................... 2,135 1,094

Total ...................................................................... 1,100,829 33 010

Income:
Admissions .................................................................................. $338,610
Other ....................................................................................... 4,180

Total ...................................................................................... 840,790

Present ad. With Possible
Expenses missions price Mcnt-top

scale scale

Fatuire film rental I ..................................................... $9, 291 $94, 199
Short film rental ....................................................... ,644 8,644
Other attractions ........................................................ 7,963 7,983
Advertising and publicity ............................................... 27,869 27, F39
Operating stiff ......................................................... 47, 768 47, 768
Management staff ....................................................... 1,040 1,040
Electricity ............................................................. . * ,775 5.776
Supplies, fuel, telephone, etc ........................................... 9, 776 9, 778
Maintenance and repairs ..................................... ...... 3,349 3 349
Fixed charges (rent, Insurance, taxes, Interest, and deprecation) ........ 63,444 73,024

Total ...................................................... 252, 909 2 397
Net earnings before Federal taxes ........................... . ... 33,989 83,393

See footnotes on p. 390.
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Another theater operation in a Minnesota city of 101,000 popuIa-
tion was examined in a similar fashion which revealed the following
comparative figures:

Present admission price sale

Admls.lou Number Amount

10 cents .......................................................................... 33,223 $3,322
25 cents .......................................................................... 243,704 60,98M
40 cents .......................................................................... 277, 726 107,091
Miscellaneous ................................................................... 975 961

Total ...................................................................... 545,628 172,300

Income:
Admissions .................................................................................. $172,300
Other ........................................................................................ 329

Total ...................................................................................... 172,629

With possible scale (if 50-cent top is possible)

Admission Number Amount

10 cents .......................................................................... 32, 223 $3,322
30 cents .......................................................................... 243,704 73,112
60 cents .......................................................................... 207,726 133, 83
Miscellaneous ................................................................... 975 901

b45,628 211,258

Income:
Admissions .................................................................................. $211,258
Other ....................................................................................... 329

Total ................................................................... ............. 211,587

Expenses Present admis. With possible

slon price scale 50.oent-top
scale

Feature film rental . ............... $52,315 $84,137
Short film rental ......................................................... 6,357 6,357
Other attractions ........................................................ , 305 3,305
Advertising and publicity ............................................... 14,058 14,058
Operatlng staff .......................................................... 28, 782 28'782
Management staff ....................................................... 15,425 15,425
Electricity ................ 8.............................................. 8,637 3,637
Supplies, fuel, telephone, eto ............................................, .: 4,643
Maintenance and repairs ................................................ ........ ............. _
Fixed charges- Rent, Insurance, taxes, interest, and depreciation ......... 0,190 190

Total ........ ..................................... 167,881 169,482
Net earnings before Federal taxes ................................... 14,908 42,106

' In estimating results If "possible scale of admissions" reached 50 cents, feature film
rental costs are assumed to rise in proportion to Income from admissions as such film Is
usually sold for a percentage of the gross. It is assumed that all other expenses re-
mained fixed whereas in actual practice this might not be entirely true.

' These earnings pre all subject to Federal taxes as follows:
1. Capital-stock tax.
2. Corporation Income tax.
3. Excess-profits tax or Increased capital-stock tax due to Increased valuation.
4. Undistributed-profits tax,
5. Taxes to Indlivluals for corporate dividends estimated to be 15 percent of any

Increase In corporate income.
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rrle slight loss in admissions tax will unquestionably be offset by

the increase in income taxes which wvill be paid to the Government
by thousands of theaters throughout the country. The suggested
modification would result in the added income opening the way to-
ward increased exl)enditures for advertising, general operation,
building, remodeling, and the construction of new theaters.

Reference to the Internal Revenue Department records will dis-
close tlhat approxi lately $19,000,000 was secure(] from admissions
taxes during the year ending June 30, 1937, of which approximately
40 percent came out of the State of New York where a large per
centage of the tax was paid by establishments in the high admission
bracket. The suggested increase in the exemption wouTd have very
little effect upon this situation.

Further, it is estimated that at least 70 percent of the admissions
tax is obtained from admissions of 60 cents and upward and the
adoption of our recommendation would in nowise affect the revenue
now being obtained by the Government from establishments in this
classification.

Therefore, on behalf of the great mass of small theater owners, I
respectfully request that your committee recommend that section
500-A lbe amended to the extent of raising the exemption from "less
than 41 cents" to "less than 51 cents."

Senator KING. How many of those theaters are there in the United
States?

Mr. WooD. Such modification of the law would affect, I should say,
eight or ten thousand theaters, because most of them charge 40 cents
or less today.

Senator BuLKLEY. And did that many or would that many take
advantage of it?

Mr. W1OD. They could take advantage of it, Senator.
Senator BuLxLEY. How many charge 50 cents or 55 cents?
Mr. WOOD. I would say around 100 throughout the country.
Senator BuLxi.Y. What is the gross business of those?
Mr. WOOD. I have no figures on that, Senator.
Senator BUIJULEY. Have you any idea?
Mr. WOOD. No- I have no figures. But I might make this state-

ment: It would b6 with those theaters only that the Treasury or
Government loses in admission taxes.

Senator BULICLEY. We would lose some revenue from those
theaters?

Mr. WOOD. From those theaters in that classification.
Senator BULKLEY. And as to the others we are not getting it any

way?
Mr. WOOD. As to the others we are not getting it any way in the

theaters which charge 40 cents.
As I said, 70 percent of the tax comes from theaters charging 0

cents and upward.
Senator CONNALLY. Where does the tax start now; at 40 cents?
Mr. WooD. The act reads those theaters charging less than 41 cents

shall be exempt.
Senator CONNALLY. Is that the present law?
Mr. WOOD. That is the present law.
Senator .CONNALLY. So the result is the bulk of the theaters charge

41 cents to avoid the tax f
54885-38-20



Mr. WOOD. To avoid the tax ;yes, sir.
Of course, you understand, tiat applies to what is known as first-

run houses, which establishes rates in our business. And the second
run, third, and fourth have to be guided by first-run p~rices.

Senator CONNALLY. If we make this proviso and raise to 51 cents,
it will of course operate to increase the prices to the consumer with-
ou~tetting any taxes.
Vr. WOOD. No.
Senator CONNALLY. And all of these prices will go up from 40

to 50.
Mr. WVOOD. They will be in the position where the Government will

get additional income tax.
Senator CONNALLY. No; but I am talking about the fellow who

pays 40 cents, and under this he will pay 50 cents if we eliminate this.
Mr. AWooD. That is very true; but this 40-cent exemption has been

a barrier which prohibited the theaters from recovering some of
their additional operating expenses in the form of various forms of
taxes, such as social-security taxes, and so forth, during the last few
years. They have been styinied.

Senator QONNALLY. But they have not decreased these 1hollywood
actors' salaries?

Mr. WOOD. We want those reduced, Senator.
The CAmRMAN. Mr. Wood, you are familiar with the fact that

unless Congress extends the law this tax is removed after July 31,
1939?

Mr. WOOD. Yes. It was extended last spring, I believe.
The CHAIRMAN. That is right to July 31, 1939.
Mr. WooD. But we do need this relief now, Mr. Chairman, and I

hope you will look upon it with favor.
Senator KINo. You say 40 percent of our income from this tax

comes from New York?
Mr. WooD. Forty percent of the tax comes out of the State of New

York. The Treasury Department's statements will reveal that; that
is, of $19,000,000 the State of New York contributes around, I think,
seven and a quarter million,if I am not mistaken.

Senator KINd. Are there many theaters outside of the State of New
York paying 40 percent of all these taxes that charge admission rates
above 41 cents?

Mr. WooD. I am satisfied as to the State of Ohio, and there are
only two theaters in the State of Ohio charging over 40 cents,
regularly flirst-run houses.

The CHAIRMAN. Mr. Gillespie.

STATEMENT OF KINGSLEY GILLESPIE, STAMFORD, CONN., SECRE-
TARY, THE STAMFORD RUBBER SUPPLY C0.

Mr. GLTxsri.'Mr. Chairman and Senators, I desire to speak upon
the subject of the excise tax on rape oil in the Revenue Act of 1936
and what effect this tax has had on the rubber-substitute industry
since August 1936.

We have no quarrel with any taxes which have been applied to rape
oil to. prevent its competing with domestic edible oils.

Denatured inedible rapo oil finds three general uses in this country:
(1) By far the most important use is in compounding lubricating
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oils for reciprocating marine engines. Three-quarters of this tax is
recovered by drawback or through purchasing the oil in foreign ports,
although our own coastwxise steamers cannot obtain this ad vantage.
(2) Denatured rape oil was used to make sulfonated oils for the textile
industry. It can no longer compete with castor oil because of the low
duty ol one-fourth cent per pound on castor beans. (3) The third
use for denatured rape oil-and :the one to which I would like to
direct your attention-is in the manufacture of vulcanized oils called
rubber substitutes.

We are the oldest and largest manufacturers of rubber substitutes
in this country, but in spite of our experience in vulcanizing vege-
table oils and our (ldesire to use domestic oils in place of imported
oils, we have been wholly unsuccessful since August 1936 in using
any domestic oil or combination of domestic oils to replace rape oil.

The principal effect that the Revenue Act of 1936 has had upon
the rubber-substitute industry is to add 41/2 cents per pound to the
price of rubber substitute made from rape oil, thus increasing the
9 rice of this rubber substitute until it exceeds that of natural rub-

or. We have not been able to persuade our customers to use rubber
substitute made from domestic oils in place of that made with rape
oil because the products made from domestic oils do not give the
required performance in rubber.

If we are forced to continue to try to sell rubber substitute at a
price equal to or greater than the price of rubber, we know it is only
a matter of time until the use of rubber substitute is further greatly
reduced. Since August 1936 this tax has been passed along by us
to the rubber fiianu facturer, who, in turn, has been forced to aId it
to the price of the hospital sheeting, hot-water bottles, druggists'
sundries, erasers, and rubberized fabrics, which the public buys.

An examination of these samples of whi'te-rubber substitute will
show the superior color and fineness of the rape oil product, But
the real, vital difference between these products lies in their per-
formance in rubber. Every one of the samples made With domestic
oils contains three times as much unvulcanized oil as the rape-oil
product. , I,

Only the rape-oil product can be used without making the rubber
too soft and tacky, to say nothing of the discoloration. Brown-
rubber substitute made from rape oil is the only one which can be
vulcanized to a degree that will permit fine grinding and the only
one which will keep rubber pigments in suspension in such rubber
cements as are used in spreading on fabrics.

This tax prevents us exporting rubber substitutes, and our Canadi-
an business has dwindled to emergency odd lots because the Ca-
nadian rubber manufacturers can buy English rubber substitute for
less than the cost of our raw materials.

Because we cannot make a rubber substitute from domestic oils
to replace rubber substitute made from rape oil; because the present
tax of 41 cents per pound makes the cost of rape-oil rubber substi-
tute equal to or greater than that of natural rubber; because tile
removal of the excise tax oil denatured rape oil would in no way
injure the producers of edible or inedible domestic oils; and because
the total net moneys received from this tax are insignificant corn-
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pared to the injury to the rubber-substitute industry, we respectfully
petition your honorable body to enact the following amendment:

In title IV of the Revenue Act of 1038, section 702B, line 17, after the words"rapeseed oil", add the following: "except as included in paragraph 1732 of the
free list of the Tariff Act of 1930."

And thereby restore denatured rapeseed oil to the duty-free status
which it occupied prior to August 21, 1936.

(Brief referred to by Mr. Gillespie is as follows:)
By W. F. Gillespie, general manager, the Stamford Pubber Supply Co.: In

support of the following amendment to the revenue Act of 1938, in title IV,
section 70211, line 17, after tie words "rapeseed oil," add the following: "except
as Included in paragraph 1732 of the free list of the Tariff Act of 1930."

MARCH 19, 1I8.
DEAR SiRS: Since 1O00 our company has been engaged In the manufacture of

vulcanized vegetable oil known as rubber substitute. It is used in the manu-
facture of waterproof hospital bed sheeting, hot-water bottles, druggists'
sundries, as well as rubber tubing, rubber erasers, rubberized fabrics, and all
rubber goods which are either dipped or extruded.

Since the passage of the Revenue Act of 1936 and the Inclusion of section 701
thereof of an excise tax of 4% cents per pound on rapeseed oil of all descrip-
tions, we have tried diligently but have failed to find a domestic oil to replace
satisfactorily rapeseed oil. Rapeseed is not grown In this country. The doines-
tic oils, castor, soybean, linseed, corn, peanut, cottonseed, sesame, and several
other oils, have failed to produce rubber substitutes which compare either in
physical properties or chemical analysis with tie vulcanizates of rapeseed oil.

Rapeseed oil vulcanizes more completely than any other vegetable oil. All
the other oils, both domestic and imported, vulcanize only partially. Thorough
vulcanization is indispensable in producing a rubber substitute which is of a
light color; which will resist the attack of mineral oil and solvents; which
will not deteriorate with age, and which is capable of fine grinding.

In the United States there are about 300 l)otetilal users of rubber substitute
as made by ourselves and other manufacturers located In New York and New
Jersey. The excise tax of 4/a cents per pound has increased the price of
rubber substitute made from rapeseed oil until It is more expensive than crude
rubber Itself. Under these conditions history has proven that there is but one
outcome--a drastic reduction of rubber substitute as a rubber compounding
ingredient.

Up until the passage of the Tariff Act of 1930, rapeseed oil bore a duty of
O cents per gallon. When the Tariff Act of 1030 was framed, this duty was
eliminated on denatured rapeseed oil because Congress was cotivinced that Its
nonedible usage was completely noaech;',,lih'e with domestic oils or fats,
We are convinced that had we been heard when the so-called Bailey amend-
ment was passed, we could have vgaln secured the exemption of nonedible
rapeseed oil as defined in paragraph 1732 of the free list of 1930.

It is noteworthy, however, that tie Senate did actually vote to restore de-
natured rapeseed oil to its import tax-free status. Hee Congressional Record
of June 2, 1930, page 8857, when on motion of the Senator from Michigan, Mr.
Couzens, at the time of the passage of the Bailey amendment containing the
tax on various oils, the Senate voted to exempt denatured rapeseed oil front
the 41/, cents per pound tax carried In the Bailey amendment. .Unfortunately,
the amendment was left out In conference. Undoubtedly, this would not lm1a;
been done had the testimony of any witness been had upon the Bailey amend-
ment. It should be recalled that the Bailey amendment was adopte- without
any hearings whatsoever, Neither the writer nor any other witness had an
opportunity to appear and present testimony against the amendment.

We therefore ndw respectfully petition your honorable committee on behalf
of ourselves aikd other industrial users of rapeseed oil to read carefully the
testimony introduced into the record of the hearings before the Ways and
Means Committee on January 21, 1938, concerning the uses of nonedible rape-
seed oil.

Our industry is not the largest user of rapeseed oil. The largest users are
the manufacturers of lubricating oil for reciprocating marine engines. About
three-quarters of such lubricating oil is sold to ships which move in inter-
national commerce, and 99 percent of the dity paid Is recovered in the form
of draw-back by the petroleum companies. The other 25 percent of the lubrl-
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eating oil Is sold to coastwise steamship companies which are forced to pay
the full 4% cents per pound tax, as they (1o not move in International commerce,

With respect to the larger users of rapeseed oil, the repeal of the tax will not
cost the Treasury any Important sum of money because of draw-back, and will
remove the dliscrninatlon against coastwise shipping companies and the manu-
facturers of rubber substitute made from rapeseed oil, and also the sulphontors
of textile oils who employ rapeseed oil extensively.

If we could utilize any domestic oil or fat to produce a product which would
be acceptable to the trade, we assure your honorable committee that we would
be only too glad to (1o so. After repeated trials of other oils, the Stamford tubber
Supply Co. and its customers are convinced that there is no substitute for rape-
seed oil which will produce a product that Is as Patisfactory to the consuming
trade. We respectfully petition the members of the Senate Finance Committee,
therefore, to eeqct the following amendment:

In title IV of the Revenue Act of 1938, section 702B, line 17, after the words
"rapeseed oil", add the following: "except as Included in paragraph 1732 of the
free list of the Tariff Act of 1930", and thereby restore denatured rapeseed oil to
the duty-free status which it occupied prior to August 21, 1938.

Respectfully submitted. Tm, | STAMFORD RunnBi.t SUPPLY Co.,

W. F. GILLESPIE, General Manager.

N. B.-If you wish, we will be only too glad to supply samples of our ground-
rubber substitute its supplied to manufacturers of hospital sheeting, druggists'
sundries, etc., so that you nmy see the distinct superiority of rubber substitute
manufactured from rapeseed oil.

The CHAIMMAN. Senator Lonergan, did you say Mr. Klein wanted
to leave ?

Senator LONEIOAN. Mr. Klein; yes.
The CIIRIIMAN. Is Mr. Klein here?
Mr. KLXiN. Yes, sir.
The CHAIRMAN. Mr. Klein, you have a brief which you wish to file

in the record?

STATEMENT OF DR. JOSEPH :. KLEIN, CHAIRMAN OF THE COM-
MITTEE ON FEDERAL TAXATION, NEW YORK STATE SOCIETY
OF CERTIFIED PUBLIC ACCOUNTANTS

Dr. KLfIaN. Yes, sir; I have.
The CHAIRMAN. You have 10 minutes.
I)r. KLEIN. I shall try to complete my statement within that time.

Mr. Chairman, my name is Joseph J. Klein, chairman of the com-
mittee on Federal taxation of the New York Society of Certified
Public Accountants.

Senator KiNo. You are connected with certified accountants?
Dr. KLEIN. Yes, sir; I am also a lawyer.
The CHAIRMAN. All right; proceed, Dr. Klein.
Dr. KiEIN. In the brief which you'permitted m6 to file, of which

there were sufficient copies to be distributed, the tax committee of the
-Now York State Society of Certified Public Accountants deals first
with the three major provisions in the proposed revision that is con-
tained in the House bill. In addition, the committee deals with half
a dozen other matters which we believe should be brought to your
attention.

I shall speak very briefly with respect to the three or four matters
in the House bill, and p another. Of course, in what I say
I am expressing my personaI views and not necessarily those of my
committee or or the society.
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Regarding the remnant, or, as you Mr. Chairman, have called it,
the ghost or skeleton of the undistributed-profits tax, may I direct
your attention to the fact that while it may appear that the bill
attempts to secure an additional 4 percent from corporations failing
to distribute profits, that is, from the group of corporations having
incomes above $25,000, as a matter of fact, on the basis of the sta-
tistical data furnished to the Ways and Means Committee by the
Treasury, this is not so. Instead of a maximum rate of 20 pcicent
the effective rate may very well be less than 18 percent because ol
the dividend practices of American corporations. The figures fur-
nished by the Treasury, which I believe cover a. period of 10 years,
show that most United States corporations distributed on an average
over 60 percent of their earnings during the period covered by the
official statistics for this 10-year period. It would follow, therefore,
that if that dividend history were to be continued, the 4 percent-
drawback would probably not leave more than 1% or 134 percent
instead of 4 percent.

Senator KING. Gross earnings, you meanI
Dr. KLEIN. No; net earnings.
Senator KING. Net earnings?
Dr. KLEIN. Of the net taxable earnings of which 60 percent was

distributed as dividends.
It would follow, therefore, as I have said, that if that same divi-

dend history were continued, the average history, the yield could not
possibly be more than 1/4 or 1% percent instead of 4 percollt.

When, in addition, you take into consideration that the Hofise bill
provides set-offs against the 4-percent drawback because of the divi-
dends paid credit and the dividend carry-over, the theoretical 4-per-
cent yield may become negligible.
. Senator Bn'owN. Do you mean by that that you would prefer to
have the so-called 16-20 plan rather thava, flat 18,percent tax?

Dr. KiEIN. No, sir. .....
Senator BRowN. That is the conclusion I have drawn from what

you said.
Dr. KLEIN. It is my fault and not yours that you have drawn.that

erroneous, conchsion.
,.Senattr CN . What dQ. you mean by 4 percent on the 40

percent would, onlyb, V, rcent t yhich'you say is distributed
And you would not get a tax on that? I I I I

Dr. Kw xN. I blame myself for that misunderstanding."
Senator CONNALLY. Four; lrn ion the 40; -is that the way you

.,'lha projjqz d,,tax ini tlAe .bill, s a maximum of 20 percent and a,
iix~mum of! O.PerqPt; 4tPLtlly, n moat, instances a mniupnum o

"i y~~mea, w;t t wi!,s !r)~ odhid not iiet t! ful 20-
x, 44 r , , divided: history pn.r.

can corporations were to continue unchanged, the yield from the
prposdt, 41pt 1~sby x~e$pret

rq axwo~ lW , h.1,,an Jms
yes, " t utp I do no e.why yonr answer to, ny question is

not yes,' that t ere would be less tapxabIo peome up r the 16-20,
plan than if we establish a straight 18-perednt tax.
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,Dr. ~i4iN,Troblstlly. put thle point I am making, and I will
colle back~ to, yours jin a moment, Senator, is if you deci de to performn
the app~endectomy that was InI the Senator's mind, you are not~ cut-
ting out, 4. percent, but yoki are cutting out less than 2 percent. And
I want to emphasize that, because you are confronted with providing
thle nwcssary revenue, and you, should feel differently toward the
proposition, if you. realize that you are not being asked to give up
4 percent, but, you are being asked to give up at most les than 2
percent.

Senator VANDIENBERG. You are challenging the President's estimate
of the prospective loss if we cut this thing out.

Dr. Prxx No, sir. I absolutely agree, but I am drawing a con-
clusion.

Senator VANDENBERG. ao tre chiallengig the President's Treas-
ury figures and saying they are wrong conclusions.

lr. KLEIN. Or, rather, the lio j iclusin
Ido not know what the - iffe Ict Ott u41 itibuted profits

tax has been on ijidustyi"I flear that this tax hiw played its part,
a very cffectiye lparti jrithe existing depression. Surly, and this I
base not on mmy professional knowlct but Onl conitac,\4irect and
through, other njombers of my pni ttee, Witli those w116. pa this
tax, there is deor-seatcd resentnnmt, and there It fear of thiest cct of
this undistrib ted-Profits tax. 4nd if,, you ,gentlemen can beome
convinced, as,~ know so.W of y4~ are, that~ ther noiithing IIng
about this tt~ soniiethifi- irreAtipal"' anid qn top at 'if yo~are
also conivin d, as I believe yo *vi1 be, that I~ e activeness ~sa
revenue Pro ticer has been great ~.Xaggerateq 0 do1 believe AIPch
canl be sai in its f vor.

Light 'od, andAt isi mI~enta fte n-
distributed profits tiW!reinqut wergj , .qiqpletdy eliminatedl lie
p)sychological effect onj4isn li tt end
that the taxt le inicomn114ha46womil flow. cwos qeiii upon s4611h e11i-
nation vo u 1 ,vore thawna (e up Tr the slightt loI in ikeene

To sum up,~ this remnant of ' ie #ft ta;Sfthere
is neither revenue production p~or -dividiand dmariution coi .lsion;
it is merely anl lkptant wM4i@41 1qdcs ,in tho"minds of Ykpayera
nothing but revulsiojm. -

Now) as to q tax dUU. r t
Senator KiNG-iite i ~.on mean thle norm tA'X
Dr. K.LET. The, present 4 rvides, aside, #(s scial crprte

taxes, three separate levies dep Min W*Keimet inconme'of corpora-
tion ls: one oh corporations' with ner incomes of. not. over V6 1 000.
another on corporations, with net incomes lightoy 6ver,$W,Q00; ap.~~

third on! corporations itneicoe oVe thmB 'ast fiur.
1Pirst of all, if yq1':,are -going, to,.retoain the f'xiot~h" rviip it:

canno ,bo sill, Lut most continue to remain, ai fay abomination.
You cannot avoid thatL. -The p~iripp 4 1qin mnnAble,. Tbiepsou1

no~~~~j betQg t~~ rae in tax with -respect to, a, ,orporatign,,with
an income, let us q,, of q_~0O~ firedmpa with a, orpoatom
hving a net income odi, $2 00 Aecon there wis n~l logical

M~use,. xn my opinion,- th0 nroductign, I think, I the ,1085 act,
ofhe gradedcorporatfe takes. That gra4t~on .wt z~eetti~c 1 0~n



has absolutely no place in a logical tax on corporations. It has no
relationship whatever to ability to pay, as I am willing to demon-
strate, if you call for such demonstration.

It seems to me that the same bracket of income of all corporations
should be subject to the same measure of tax, and that is the principle
which applies today and has applied consistently ever since 1913
with respect to the income of individuals. The first $5,000 of taxable
income of every individual, regardless of his total income, is subject
to the same measure of tax. That, too, should be the rule with re-
spect to cor orations.

Thus, I eel that a flat tax on all corporations, regardless of net
income, in the fairest corporate levy. But if you are to differentiate
between classes of corporations merely because of net income and
not because of size, it seems to me that the first $25,000 of net income,
let us say, should be subject to the same tax, and that those corpora-
tions enjoying larger incomes should be subject, if necess-ary, to a
higher tax rate, but only on net incomes above $25,000.

Senator KINO. Then tle equality of taxation relates to those having
a smaller income rather than to those having a huge income, so that
the equality is not preserved, if I understand you?

Dr. KLFN. Not if you have two brackets, you are correct.
Senator KING. Yes.
Dr. KLEIN. But I am speaking practically, as you always do, be-

cause you are confronted with the real problem of raising revenue,
and if you are to differentiate between corporations because of income
and preserve some measure of the existing differentiation, reluctantly
I concede no other way of achieving your purpose except to divide
the corporations into two classes.

Senator CONNALLY. You say large incomes. Do you mean a large
percentage or 0ust merely a large amount?

Dr. KLEIN. VOU put your finger on a weak spot, Senator. When
people speak of large corporations they sometimes forget that if
there are a large number of stockholders the individual share may be
less than the average ownership in small corporations.

Senator CONNALLY. You say we would probably have to divide
into two classes and tax one at the higher rate. Where would the
line break? Would it mean simply that a big corporation that had
a big income and would it mean that they had a high rate on their
stock, or high dividends? How would you do that?

Dr. KLEIN. Logic and equity should determine that the levy should
be based upon the return on the investment. Expediency and admin-
istration rebel at such a tax levy.

Senator CONNALLY. That is the excess-profits tax idea.
Dr. Kuw;. So I say as to the question of expediency-Mr. Parker

is here, and he will agree with me, I believe, that the Treasury, if you
will pardon the characterization, would have tantrums if you rein-
troduced the excess-profits tax of the 1918 vintage.

One word about capital-gains taxes. The brief Which I filed con-
tainsa rather complete presentation of the subject.
' May I, speaking for myself, say here that it seems to me advisable

to adopt merely one of the British revenue provisions, and that is the
elassification of income by types.
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I would-this is not in the brief-put ini a separate category or
compartment capital gains and losses ;I would treat them separately
and apart from ordinary income of all types. If you do that you
can then subject the net capital gain to a tax rate, which ought to be
a flat rate in my opinion, not less than 10 percent. I feel that the
rate would be repressive and unproductive if over 15 percent. But
whatever the rate fixed tentatively you would soon find out whether
you were wise or not quite so wise, because the returns would come
back quickly enough to indicate whether you had been sufficiently
prophetic to hit the right rate to produce the maximum amount of
revenue, and to undo that log jamming in the capital market which
Mr. Wertheim discussed a few minutes ago.

The CHAIRMAN. In other words, it would be a pretty good experi-
ment, in your opinion ?

Dr. KLIN. I think a very wise and a very justified experiment,
Senator.

About 2 years ago, or 3 years ago, when consideration of revision of
taxation with increased rates was before Congress, the question arose
as to whether those increased rats would or would not, be made retro-
active. I suggested to the Ways and Mans Committee that it would
be beneficial to the country to make as early announcement as pos-
sible as to whether it woulIl recommend retroactive application. The
decision was against retroactivity and the announcement was made
sometime before the entire bill was ready. The announcement was
hailed by all.

May I, in line with my former reconnendation to the Ways and
Means Committee, suggest to you, Senators, that if, in your deliber-
ations, which may take longer than you now plan, you should reach
early determinations of the kind which business pleads for with re-
spect to the undistributed-profits tax, with respect to the capital-
gains tax, with respect to the corporate rate--if you could see yotr
way clear to make public those separate determinations on the pait of
your committee, you would do much, in my opinion, to calm existing
fears and uncertainty. In other words, instead of waiting until you
have decided upon the content of the entire bill, if with respect to
these three major items about which the business world, I assure
you, is anxiously awaiting a decision, you would make known what
your recommendations will be, I think that would be a wise and
statesmanlike procedure.

Senator CONNALLY. You would put all capital gains, regardless of
character into one provision, and then allow all sorts of capital,
whether the same as capital gains, to be deducted I

Dr, KiEN. Only in this separate department of income.
Senator CONNALLY. I am talking about a man who sells a farm and

makes $500 and loses $500 on some other capital investment, and
maybe it is not a farm and maybe not on real estate. In other words,
is it your idea to put all capital gains in one compartment aside
from ordinary income from his business, and then allow him to de-
duct all sorts of capital losses as against capital gains and then levy
on the net?

Dr,: KLEIN. You will, appreciate, Senator, that I have been very
conscious of the running of time, and that is why I did not elaborate
my views as fully as I otherwise would,
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First of all, I was dealing with the major item in capital gains
and losses, to wit, those that result from security trading.

Senator CONNALLY. A man not doing security trading is entitled
to the same consideration as the man gets on the exchange who loses
his hat.

Dr. KLEiN. There is no question about it. And my sympathy is
fully as great for that loses as for the person who goes to Wall Street
and loses.

Senator CONNALLY. It seems to me you could answer that question
(yes or "nllO.")

Dr. KLEIN. I think I would prefer to have real-estate gains offset
by real-estate losses, but I do not think I would have real-estate
losses offset against capital gain from the stock market, and vice
versa.

Senator CONNALLY. That is what I was trying to get at.
The CHAIRMAN. You have discussed that fully in your brief?
Dr. KLeiN. Except the matter of separate compartments, sir.

That is not referred to in my committee's brief.
Now, one word about a matter for which you are not responsible,

but which was continued in the House bill, and which was introduced
for the first time in the 1937 act.

I refer now to section 802 of the House bill, the one which pro-
vides for disclosure by lawyers and accountants of advice given
with respect to foreign corporations.

The ChrAIRBAN. That has been discussed pretty fully.
Dr. KLEIN. Has it? I won't continue the subject, then.
The CHAMMAN. What is your position, just briefly stated I
Dr. KLEIN. Very briefly 'stated, we oppose it, and we hope you

will as well.
The CHAIRMAN. I understand. I have not seen a lawyer yet that

is for it.
Dr..KLEIN. It is unnecessary, Senator.
A provision for sufficient disclosure on te part of the American

shareholders, officers, and directors appears in the bill. The pro-
vision is rightly regarded as obnoxious and vicious, and it is re-
sented by every reputable accountant and attorney. Those of us
who practice resent the imposition on us of the obligation, which,
if it is in the law, we shall, of course, respect and observe. I sub-
mit we should not be asked to reveal matters which ought to be con-
fidential as between client and adviser.

And one final work is about the liquidation of personal holding
companies. Has that been discussed?

The CHAMMAN.' It has been discussed a great deal, but 'nobody
seems to agree on it, and the experts do not agree on it.

Dr. KIZiN. You have made it practically impossible, and I am
not objecting for section 351 corporations to continue on the old
stand and in the old way. The result has been'that you have dammed
up business operations, trading by these corporations, -for they sim-
pl/cannot indulge in trading under the oppiessive'rates which exist.

My suggestion is that, just as you have dyne in two other com-
parable ihstan s, You: make it relatively noncostly tax-wise f-or these
.entitieto dissolve if they dd so at, onc. I would give them until
the end of the year for example: , !, , ....

The CHAIRMAN. They have given them 5 years in the House bill.

'400 REVENUE ACT OF 1938



REVENUE ACT OF 1938

Dr. KLEN. I am dealing only with tax rates, which I think ought
to be no higher than whatever the rates finally determined are with
respect to capital gains. I
The CHAIRMAN. Let me ask you, because that to me is one of the

important things in this bill-
Dr. KLIN (interposing). Certainly.
The CHAIRMAN. I have no conclusion on. it, because the experts all

differ, and the Treasury differs from various people.
Suppose here is a holding company built up, and it is subjected to

high rates, of course, in 102, and a great deal of those securities are
unmarketable and not listed on the exchange, and they want to liqui-
date, and some of these securities are unmarketable. They want to
liquidate. They have some cash on hand, and they want to liquidate.
What is your suggestion on the thing?

Dr. KLEIN. You say the experts have differed. There were 12 or
14 members of my committee which met to prepare the brief filed
with you.

The CHAIRMAN. I am talking about our experts here.
Dr. KEIuN. And the experts on our committee differed, too. So

we presented alternate propositions. One of them, I think, meets the
thought that was embraced in your question, that permission should
be granted in some cases--perhapIs in all cases-to bring down the
earnings theretofore retained by the corporation at dividend rates or
at capital-gain rates but to permit the other property, representing
in some cases unrealized and unrealizable profits, to take the same
basis as the investment, in the liquidating corporation, so that there-
after any transaction would be undeniably subject to tax. There then
would be no longer any inducement not to try-

The CHAIMAN (interposing). I think the assignment of this com-
mittee is to deal with them like they deal with anybody else, provided
they liquidate; but they do not feel like showing them some favored
treatment in the matter of liquidation as to capital gains. You
discuss that fully in your brief, don't you?

Dr. KIN. This is an important matter. Will you give me just
one moment ?

The CHAM AN. Yes.
Dr. KimN. The so-called utility death bill was introduced-
Ti CHAIRMAN (interposhig). We are trying to work that out.
Dr. KiIN. I am not talking about that except by way of analogy.

On the Senate floor-I believe in the 1935 act-a very logical and
equitable amendment was introduced which is part of the ill, that
during a specified period of time the breaking tip bf these byramidoI
corporate structures should result in no immediate realizaiion of gain
and no advantage to the top company, because the assets are taken
over on the same basis as carried by the liquidating subsidiaries.
That was wise.

I am not urging a provision which would permitsection 351 cor-
porations to dissolve as subsidiaries are permitted to dissolve in sec-
tion 112 (b) (6) of the Houb billMid'of th6 19306 act- -that is, *ith-
out the imfimdiate recognition of gain'o r loss. i bl"ive rt! at' If.'Parker, 'if: called upon-I amint. try ig. to I read '.isMind-1w6uld
testify that there is no prospect of realizing much revenue from the
continued operation of section 351 corporatmno' orfrbinilt h~a tax
-on their diItolh6o'h.,; tx resulfing'from ,ls ut ,: t o

401



402 REVENUE ACT OF, 1938

burdensome, the corporations will continue in existence, but will be
inactive and dormant. These corporations, as you know, cannot
afford to operate under theproposed bill which subjects their undis-
tributed profits to a tax of 75 percent---except for the first $2,000
which is subject to a 65-percent tax. I favor the encouragement Of
the dissolution of section 351 corporations through the medium of
an enticing tax-a tax rate which would not prohibit dissolutions,
but would rather encourage liquidation. I am convinced that the
Treasury and all concerned would be better off if section 351 corpora-
tions disappeared from the scene.

The CIIAIRMA. I hope Mr. Parker, Dr. Klein will look at that
last part of your brief dealing with these holding-company sug-
gestions.

All right; thank you, Dr. Klein.
(The brief of Dr. Klein is as follows:)

TuE Nnw YORK STATE SOCIETY OF CERTIFIED PUBLIC ACCOUNrANS,
NEW YORK, March 18, 1938.

To the ,enate Finance Committee:
Herewith is a memorandum prepared by the Committee on Federal Taxation

of the New York State Society of Certified Public Accountants relative to
H. I. 9682.

The members of the committee are: Maurice Austin; Nathaniel B. Bergman;
Francis P. Byerly; Walter A. Cooper; Franklin C. Ellis; Herbert W. Ellis;
Joseph Getz; Henry A. Home; J. Arthur Marvin; Leo Mattersdorf; Max Rol-
nik; Nathan F. Ross; Arthur E. Surdam; Nicholas Salvatore, vice chairman;
Joseph J. Klein, chairman.

Respectfully submitted.
MonIS C. ToPE, President.

MARCH 19, 1038.

MEMORANDUM RELATIws To TE REVENUE BILL Or 1938

To the Senate Finance Committee:
Receipt Is acknowledged of your telegram requesting submission of a brief

embodying the views and suggestions of the New York State Society of Certi-
fied Public Accountants relative to the pending revenue revision. This memo-
randum, in response to your request, has been prepared by the society's commit-
tee on Federal taxation.

The soch-ty's membership consists of over 2,700 certified public accountants
to whom certifleates have been Issued by the State of New York. Many of the
members have received certificates from other States as well.

During many years, technical and special committees of the society have
cooperated with Federal and State agencies relative to matters with respect
to which the training and experience of the certified public accountant have
fitted him to speak with assurance and authority. If, in connection with your
deliberations, you believe that the society can be of any help, you are urged to
make your wishes known, and the response will be as cordial and as prompt
as it has been when the request for assistance has come from other govern-
mental sources.

I. Tul Rxv1NIJE BILL (H. &. 0082, IN GENERAL)

The subcommittee of the Ways and Moan Committee and then the Ways and
Means Committee -itself labored earnestlyajid long and succeeded in producing
it proposal which, in principle, constitutes a distinct improvement over existing
law and which, in -the 'form voted by the House, relieves many corporate
,taxpayers of, burdens which should never 'have been Imposed. Manifestly and
eoneededlY, therHoUse bill does not embody 4 -revision of the entire structure of

,the RWvenueAct, but is limited, in the main, to revision of the taxes on corpora-
tlons' and On capital gains. In view of the commendable action of the House
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in eliminating title 1B from the bill introduced by the Ways and Means Com-
mittee, no extended comment is in order with respect to the dscriminatory and
unsupportable so-called "third basket" proposal. It is sincerely hoped that no
further attempt will be made to impose a punitive tax on a small and selected
group of operating corporations. Further, because of the relatively limited
scope of the pending revision, this memorandum will not deal with many
administrative and substantive matters to which attention would be directed
if general revision of the taxing statute were under consideration.

It is manifest that the House in addressing Itself to a very limited revision
of the taxing statute was greatly and naturally concerned about the effect of
taxation on business conditions, including unenllloyment. The House proposals
relative to the undistributed-proflits tax and the tax on capital gains were moti-
vated by a commendable desire to Improve business conditions. The so-called
law of diminishing returns undoubtedly applies to tax yields as well as to
other economic phenomena.

It is suggested that the Senate Finance Committee might well extend the
boundaries of revision fixed in the House bill so as to Include al examination
of surtax rates applicable to individuals. A reduction of these surtax rates
so as to lessen the burden on the relatively few taxpayers whose fortunes are
sufficiently large to affect, inI the aggregate, general business conditions, might
well result inI such a measure of Improvement as to provide inereasled aggre-
gate revenue. Admittedly, the effect of reduced rates on revenue yield is still
in the realm of more or less enlightened guesswork; nevertheless, the Senate
Finance Committee would be well advised if it were to recommends a down-
ward revision of surtaxes.

If. NEED OF STABT1I
, 

INCOME-TAX BASE

The outstanding weakness and fault of tie bill, as of existing law, is tie wide
disparity between taxable "net income" and accounting or business (onccl)t of
net income. The great need Is for a revenue measure which will predicate the
Income tax on net income as closely approximating the businessman's concept
of net Income as is feasible in view of constitutional limitations and the laved
of safeguarding the revenue. If this result could be achieved, a stable Income-
tax basis would be established and changes In fiscal needs could easily and
simply be met by changes inI normal and graduated rates. Thils is no novel
suggestion; it has been frequently advocate(d throughout the years; it bears
repetition, however, and now when fiscal stability is most needed, is the time
to emphasize the virtues of the suggestion.

Since 1913 we have had 13 revenue acts, most of then major revisions, an
average of one revision per period of less than 2 years. What such instability
does to business planningg is altogether too manifest. InI Great Britain, William
Pitt, 1in 1799, when advocating for England the then new income tax, argued
as its chief virtues simplicity and the fact that the only change which time
would make necessary would be change in rates. The years have not borne
out his prophecy.

In this respect the situation is no better in England, although uninformed
persons have frequently referred to the incomparably greater stability and
simplicity of the British income-tax structure. That the British income tax
is neither simple nor stable is known to all who are familiar with the British
taxpayers' criticism of their own tax system, a matter which Is more inter-
estingly presented in volume 1 of the Report of the Income Tax Codification
Committee, which was presented to Parliament in April 1936. Somewhat
earlier, Messrs. Magill, Parker, and King reported on the British tax system in a
pamphlet entitled "A Summary of the British tax System." Their conclusions
.with respect to the complexity of the British system are in accord with the
views expressed In the official British publication.

By 1918 there had been 52 British revenue acts. Since the Income Tax
Act of 1918, which brought together and rearranged the material contained in
52 previous acts, 18 finance acts have been passed, of which 17 contain exten-
sive and elaborate revisions. "Indeed," as stated in the report of the codifica-
tion committee, "the 17 years between 1918 and 1935 have wrought more
changes, both In principle and detail, In lncone-tax law than were effected in
the long period between 1853 and 1910, when supertax was first introduced."

Many observers despair of ever having a simple Federal income-tax statute.
Hope for improvement may be found, if at all, in a law which will expressly
recognize that the only fair Imsis for the imposition of an income tax is net
income determined under recognized principles of accounting consistently
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applied. Such a law would be not only fair but simple, and it would approach
the commendable goal of imposing an income tax in accordance with ability
to pay.

III. NF ) OF ENTRUSTINO RECOMMENDATIONS OR REVISION OF OUR TAX IAWS 'TO A
COMmiSSION OF ExPkIf's

No informed person Is satisfied with our tax structure. To convert the exist-
Ing scheme of taxation into a permanently sound income-tax system Is not the
work of a few weeks or even months It is hardly a task, in the first instance,
for overworked congressional committees. The duty of preparing recomnmenda-
tions for fundamental changes should be entrusted to a carefully selected group
of experts, including certified public accountants, responsible to Congress alone,
with or without congressional representation. England has benefited from the
activities of royal commissions in many fields; one such commission and seven
parliamentary committees have Investigated and reported on taxation during
the past 87 years. The committee of lawyers expert in tax matters which
was appointed in 1927 by the Honorable Winston Churchill, Chancellor of the
Exchequer, to consolidate and simplify the income-tax law, submitted its
report and the draft of an income-tax bill to Parliament in April 1930.

IV. SPECIFIC REcOMMENDATIONs WITH! RFSPECT TO TIlE IOUSE BILL

As realists we must deal with the immediate problem before this Senate
committee, for which reason we offer it number of specific recommendations for
the betterment of, and greater equity in, the bi1 under consideration,

These specific recommendations relate to:
(a) The undistributed-profits tax.
(b) Taxation of corporations.
(c) Capital gains and losses.
(d) Consent dividends credit.
(e) Capital stock and related excess-profits tax.
(f) Deduction for charitable contributions by corporations.
(g) Reporting of compensation of $75,000.
(h) Disclosure by lawyers and accountants.
(i) Carry-over of business losses.
(J) Consolidated returns.
(k) Time for filing income-tax returns.
(1) Expenses incurred in connection with management of Income-producing

property.
(m) Liquidation of personal holding companies.

(A) UNDISTRIBUTE-PROFITS TAX

With respect to corporations with net incomes in excess of $25,000, the House
1ill, in lieu of existing levies which consist of a normal tax ranging from 8 per-
cent to 15 percent and a surtax of from 7 percent to 27 percent, provides a 20-
percent tax with a maximum drawback of 4 percent. This drawback, although
otherwise expressed, is in reality a 4-percent undistributed-profits tax. The
offsets in the House bill are simpler than those provided in the present law, but
there appears to be no sound reason for retaining any remnant of the undis-
tributed-profits tax, for section 102 may be so strengthened as to accomplish all
that the undistributed-profits tax sought to achieve. Surely, effective revenue
yield cannot be urged in its behalf. Surely, effective dividend distribution
compulsion cannot be claimed for it. Whether the view is Justified or not, we
can testify, on the basis of our professional contact with taxpayers, that tile
business community appears to associate with the undistributed-profits tax such
feelings of unmistakeble resentment that we feel free to urge on your com-
mittee, in the interest of a more wholesale attitude of the taxpayer toward his
Government, the complete abandonment of this tax irritant. We do not advocate
a subsituted source of revenue for the 4-percent undistributed-profits tax ele-
ment for two reasons:

(a) Encouraged business may yield a larger measure of taxable income
than was estimated by the House Ways and Means Committee, and

(b) The proposed 4-percent undistributed-profits tax would net much less
than 4 percent.

We have questioned the yield of the proposed 4-percent undistributed-profits
tax. This is so because we have taken into consideration the average dividend
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distribution history of domestic corporations. Because of the set-off or draw-
back allowed as a dividends paid credit, the maximum corporate rate of 20
percent would be reduced greatly, probably to less than 18 percent. Further
reduction would also result because of the dividends received set-off and the
dividend carry-over provision.

Our specific recommendation is a flat tax on all ordinary corporations at a
rate to yield from this source a proportionately fair amount of necessary reve-
nue. Il the determination of this rate, we believe that Congress can rely
confidently on a large measure of taxable net income which should inevitably
result from improved business consequent upon the encouragement to trade
fnd industry which would follow removal of the undistributed-profits tax.

If the Senate Finance Committee, early it its deliberations, should decide
to recommend the elimination of the undistributed-profits tax, it is suggested
that prompt release of such a decision would be welcome and most encour-
aging news. By the same token, It would be well to advise the country, as
promptly as possible, of other constructive recommendations decided by your
committee, instead of withholding such Information until all of your recoi-
mnendations for revision of the House bill have been completed.

(B) TAXATION OF CORPORATIONS

In the preceding division of our specific recommendations we have urged
the elimination of the undistributed-profits tax and the imposition of a fiat
rate on net incomes applicable to all ordinary corporations.

If such a fiat rate were adopted, it would make unnecessary the unavoid-
ably complicated calculation with reference to corporations having net incomes
slightly more than $2,5),000. If Congress insists, however, on dividing corpora-
tions into two general categories, one with incomes not over $25,000 and the
other with incomes in excess of $25,000, the same rate should be nade ap-
plicable to the ,first $25,000 of net income and the increased rate should apply
only to tile net income above that amount.

In the case of individuals, graduated surtaxes are levied on the principle
that the tax burden should be commensurate with ability to pay. Nevertheless,
and properly, all taxpayers, regardless of differences in net income, are subject
to the same measure of tax within the Sme brackets. There is no sound reason
for graduated corporate taxes, but, if the rates are to be graduated, every cor-
poration should, in fairness, be subject to the sanie rates within the same
brackets exactly as In the case of individual-. It might be well to recall that
during a number of years all corporations were treated alike with respect to
exemptions or credits and rates. It was not until the 1921 act that credits
were allowed only to corporations with net incomes not over $25,000, and it was
not until 1935 that graduated taxes, unjustifiably with respect to corporations,
were introduced.

If the suggestion for a flat rate on all ordinary corporations is adopted, the
allowance with respect to interest on Government securities and with respect
to dividends received obviously can be expressed much more simply than in
the House bill with respect to corporations with net incomes not more than
$25,000 and with net incomes slightly more than $25,000.

(C) CAPITAL OAINS AND LOSSES

The House bill recognizes that the existing taxation of capital gains and
treatment of capital losses has had undesirable economic and fiscal results.
The improvement sought by the House is commendable; the solution mani-
festly adds to the complication of the tax structure and its administration. We

.do not undertake to express statistical judgment as to the extent to which the
present taxation of capital gains has interfered with the free flow of capital
funds. We know that the Interference has been great and real, and to the
detriment of the national economy and to the Federal revenues.

To express professional judgment in the premises, there would have to be
available the results of more thorough-going study than has as yet been'made
of the relationship between capital-gains taxes and Federal revenues, and of the
relationship between such taxes and the security markets.

It is possible tht the importance of tie tax on capital gains has been exag-
gerated. This appears to be indicated by the fact that during the year 1935,
the estimated tax revenues ($8,5,000,000) on capital gains (less losses) ot indi-
viduals was only about 13 percent of the total income taxes collected from indi-
viduals for that yean. (For the year 1934, the relative importance of the tax
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collected on capital gains was substantially less.) This fact Is significant in
its indication of the relatively small risk of loss of revenue involved in any re-
vision of the capital gain and loss provisions which may be made in an attempt
to increase the yield from this tax through the stimulation of capital transac-
tions and to increase the tax yield by removing all existing obstacle to the
free flow or change of ownership of capital assets.

In dealing with the tax treatment of capital gains and losses, and particu-
larly those realized on securities transactions, at least four major points present
themselves:

(1) The maximum tax rate to be applied to capital as distinguished from
ordinary gains.

(2) The distinction, if any, to be made between (a) so-called long-term gains,
and (b) so-called short-term, or speculative and trading gains.

(3) The application of graduated percentages of gain based upon period
of ownership.

(4) The treatment of capital losses.
As to (1) :
It is felt, and the House committee expressed the same view, that it is de-

sirable to tax capital gains (other than trading and speculative gains) at a
substantially lower rate than ordinary income. The House bill establishes
the cal)ital-gains tax rate at maximum figures ranging front 40 to 16 percent,
depending upon a period of ownership. We have not available suillelent sta-
tistical data upon which to predicate a definite recommendation as to the
proper tax rate. We feel, however, that the rate should be lower than that
provided for in the House bill, and we suggest that a flat rate no lower than
10 percent and no higher than 15 percent be provided, and that, as in the
House bill, the taxpayer have the option of subjecting his cal)ital gains to this
flat rate, or of including such gains i ordinary income subject to normal tax
and surtax rates.

As to (2) :
We feel that the line of demarcation made in the House bill between short-

and long-term gains, based on ownership of I year (and of longer than a year),
is arbitrary andl places too great a premium upon continued holding of se-
curities until the "more than 1 year" period has been reached, thus tending to
accentuate the holding, as opposed to the selling, of securities on a rising
market. 

"

We suggest that a sounder basis of distinction is whether or not the tax-
payer Is engaged in the business of trading in securities (or other capital
assets). Many persons are engaged in securities trading to such an extent as
to raise it to the level of a trade or business and yet, under the present and
the proposed law, the gains from such activities are taxed as capital gains.
A distinction based upon whether the taxpayer is or Is not engaged in the
business of trading in the assets the sale of which result in gain, would be
more logical and less arbitrary than the proposed 1-year dividing line. If
such a distinction were adopted the gains of those engaged in the business of
trading In securities, etc., would be taxed as ordinary income, regardless of
period of ownership, that is, whether more or less than a year. In order to
cover the activities of speculators, other than those engaged In tho business
of trading In securities, a short-term capital-gain period of 0 months, instead
of a year, might be established. While this would concededly still be arbitrary,
it would more nearly approach the realities of speculation, than a 1-year period,
and would tend to minimize tax-induced holding for the purpose of establishing
the more favorable longer period of ownership.

It is recognized that the impelling purpose underlying the adoption by the
House committee of the long schedule of graduated percentages of recognition
of gain based upon period of ownership was the elimination of the very great
tax premium for continuing to hold securities and other capital assets, until
the next period of ownership was reached, and thus to remove the existing
tax encouragement $or holding, instead of selling, securities on a rising market.

It Is felt, however, that despite the beneficial objective sought to be accom-
plished, the adoption of the House provision would needlessly complicate the
statute and add to the taxpayer's troubles, and to the difficulties of tax ad.
ministration. Practical dillcultles which at present exist in determining period
of ownership would be multiplied manifold, and the number of Bureau of In.
ternal Revenue adjustments which would be required in the net-income com-
putations made by taxpayers would Increase considerably. The time and ex-
pense of preparing returns and of their subsequent verification would be
multiplied. We feel that the recommendations hereinabove made would be
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fully sufficient to meet the problem of tax-motivating continued holding, as
opposed to selling of, securities on a rising market; and that, accordingly, a
flat rate on capital gains would serve the purpose and have the very obvious
advantage of simplicity and ease of administration.AM to (4) :

AS a matter of accounting, of logic, and consistency, it Is felt that the losses
of one engaged in the business of trading in securities, or other property now
defined as capital assets, should be fully deductible against ordinary income
Just as in the case of other business losses. Subject to this observation, how-
ever, we are generally in accord with the treatment of capital losses in the
House bill, except that it is our opinion, in view of the fact that the price cycles
of capital assets are more than 1 year in duration on each side of the cycle,
that the carry-over of long-term capital losses should be permitted for more
than 1 year; we suggest at least 3 years.

()) CONSENT DIVIDENDS CREDIT

Assuming, but not granting, that there should, in general, be tax punishment
for failure to distribute earnings, the consent dividends credit provided in
section 28 of the House bill Is a conmendable effort to lighten the burden of
corporations which cannot afford to make actual distribution of cash or other
assets. With the elimination of the so-called third basket (title lB of the
House MiRl), there is no need for the necessarily complicated consent dividends
credit provision except with respect to personal holding companies (title 1A)
of the House bill. -If the suggestion made with respect to the encouragement
of the dissolution of personal holding companies (see item (In), below) is
adopted, the occasion for the application of the consent dividends credit may
become so rare as to justify consi(erable simplification of the proposed provision.

In its present form, section 28 ih one of the most complicated sections of
the bill.

(4) Il fairness to taxpayers, they should he given an opportunity to consent
to the inclusion of additional inconm determined by tie Cnunilssioner of InI-
ternal Itevenue upon tihe subsequent audit of a corporation return, and the
finding that tile net Income as originally reported has been increased. The
shareholders should have time right to include the ad(litional income in their
returns for tie year ending within the corporation's flical year.

(e) CAPITAL STOCK AND REIATI)" fXCESS-lI'OFIT8 TAX

If the capital stock and the related excess-profits tax is to be retained, we ap-
prove of the redeclaration of values for capital-stock purposes every 3 years, as
provided in section 601 (f) (1) of the House bill. We do not favor, however, the
retention either of the capital-stock tax or of the exce.;s-proflts tax. The declared
value, for capital-stock purposes, is purely arbitrary and has no relationship to
true worth. Congress, in the House bill, continues its indifference to that fact
and relies on the excess-profits tax to discourage unduly low valuations. Taxes
should not be based on guesswork.

(f) DEDUCTION FoR OHARITABLS CONTRIBUTIONS BY CRPORlTIONS

(Section 23 (2) (2) and 23 (q))

There is increasing need for corporate contributions to charitable causes. We
do not know of any abuses under the 1930 and earlier acts which permitted cor-
porations to deduct charitable contributions, limited to 5 percent of their net in-

- come, but which permitted such expenditures, when really in the nature of
operating or business expenses, to be deducted in full. The limitation sought in
the House bill is, in our opinion, unfortunate and undesirable. The provision
In the 1936 act should be permitted to remain unchanged.

(g) REPORTINGG OF COMPENSATION OF $75,000

The House bill, in section 148 (f), provides for the publicizing of salaries
and other compensation in excess of $75,000 per annum paid by corporations to
individuals. In the bill as introduced in the House the provision for reporting
compensation had been eliminated.

54885-38---27
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While the number of persons directly affected by the provision is undoubtedly
negligible, we submit that there is no revenue excuse for the provision. The
arguments against publication of salary lists are well known to the members of
the Senate Finance Committee. They need not be repeated here; to us it
appears unconscionable to select the names of relatively few citizens and to
subject them to the type of suggested publicity.

(h) DISCLOSURIS BY LAWYERS AND ACCOUNTANTS

(Section 802)

The House bill, in section W0Y2, continues the unwarranted and vicious provi-
sion introduce in the 11137 act providing for the disclosure by attorneys and
accountants of professional advice given with respect to foreign corporations.
Aside from the fact that foreign corporations and those interested in them will be
encouraged to seek advice from others than American attorneys and accountants,
the principle involved appears to us to be peculiarly vicious. The relationship
between the attorney' and his client Is naturally one of confidence, and com-
munleations between them should be privileged. To the extent that the account-
ant participates in technical reorganization advice, usually in cooperation with
the attorney, the accountant's relationship with the client should be regarded
exactly in the same light as the relationship between the attorney and the client.

Naturally, the reputable attorney as the reputable accountant will be bound
by, and lie will rigorously observe, all the requirements of the law. We advo-
cate that the provision should be eliminated as un-American, unfair, and un-
necessary. Are not the needs of tile tax administrator sufficiently met by the
statutory reluirement that foreign corporations, through their directors, officers,
and American shareholders supply periodic Information?

(I) (.\itY-OVIa or BUSINEss 1.ossFs

The provisions of former revenue laws permitting net business losses to be
carried forward should be restored and such losses should be allowed to be
carried over for at least 3 years.

(J) CONSOLIDATF.D RirURNS OF CORPORATIONS

The House bill continues the provisions in the existing law with respect to
consolidated returns of affiliated railroad corporations. however, neither
the House bill nor the existing law contain any shnilar provisions for other
corporations such as were contained in some of the former laws. We recoi-
muend that the consolidated return provisions be made to apply to all corpora-
tions. This recognizes tile realities of corporate practice aid avoids the
taxation of fictitious income of a group of affiliated cor)orations considered as
a unit. Corporations for various reasons find it necessary to have subsidiaries.
Often it Is to comply with State laws. In such cases, the effect is exactly the
same as If one corporation had different departments or branches. No one has
ever suggested that each department of a corporation pay an inome tax, with-
out regard to the losses of another department of the same corporation. It
is Just as illogical to tax one subsidiary of a group of affiliated corporations
without regard to the losses of the other corporations In the group.

It I., submitted that administration of the revenue act would be simplified by
adoption of this recommendation.

(K) TIME FOR PILING FEDFRAL INCOMP-TAX RETURNS

Under section 53 of the proposed bill income-tax returns are required to be
filed, as heretofore, within 21/ months following the close of the taxable year.
The Commissione ' is empowered, by tile same section, to grant reasonable
extensions of time.

Experience has shown that many taxpayers, especially corporations, cannot
gather the necessary data for the preparation of returns within the time speci.
fied by law. The technical complexities of our present income-tax structure
make it imperative for many taxpayers to secure professional aid, despite
which fact it is frequently Impossible for returns to be prepared by duo date.

As a result, a large number of taxpayers are forced each year to obtain
extensions of either 1 or 2 months within which to file their returns. This is a
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source of expense, Inconvenience, and uncertainty to both taxpayers and tie

Treasury Department.
This difficulty may be removed by amending section 53 (a) (1) of the

proposed bill to read as follows:
"(1) General rule: Returns made on the basis of tie calendar year shall be

mnde on or before the 1st day of May following the close of tih calendar year.

Returns made on the basis of a fiscal year shall be made on or before tile first

day of the fifth month following the close of the fiscal year."
In respect to Installment payments, section 56 could at the same tine be

amended to provide for the payment of one-half of the total tax on or before
the first day of the fifth month following the close of the taxable year and one-
fourth on the fifteenth day of the ninth and twelfth months. This would not
lessen tile government'ss revenue In any fiscal year and at the sanle time it
woull iot be Inequitable to taxpayers.

CONNT'ION WITH (1) EXPENSM4 INCIIRIEI IN TilE MANAGEMIFNj1 OF JNOOlg-
IPROMU(INO I1ROI'ERIW

Section 23 (a) of tile proposed bill and the corresponding section of the
present and prior laws provile for the deduction of nil the ordinary and neces-
sary expenses paid or Incurred during the taxable year in carrying on any
trade or business. This provision should cover the deduetion of expenses ll
or incurred in9 the maniagemeit of Incole-prodllucing prollwrty, even though such(1
hiconle does 1ot arise from the tallyer's tiltlide or blisiness. InI solle instilces,
the Burell has disallowed expenses such as invest nilent counsel fees, clistodhgll
fees, slife-deposlt fees, rental and professional fecs, and h11as thus unduly
narrowing interpretation of thill section of the law.

The failure to allow such deductions Is contrary to sound accounting concepts
and the reasonable intent of the law, and results, I iln any cases, iII the taxation
of gross, inlstead of net income. Accordingly, it Is rco(lnml9enlded that section
23 (a) be amplifed to expressly permitit ti(l deduction of all ordinary and neces-
sary expenses ptill or incurred durhlg the taxale year In tile management of
Incomlme-produclng property.

(M) IIIIDATION OF REIlSONAI, JIOJ1)INO COMPANIESS

In the Revenue Act of 1937 (see. 205) provision was made for the complete
liquidation of foreign personal holding comlupmiles. One of the purposes of the
provision was to encourage the dissolution of such entities, undoubtedly InI the
knowledge that the assets distributed to American stockholders would tend to
result ill future taxable Income.

A soilewitit similar provision Is found in section 115 (c) of the Revenue Act
of 1930 which relates to tie colmplet(A lihuilatiol of all corporations. That
provision Ies not been chnlilged by tle 1937 aet except insofar as foreign personal
holding comlpnies nre concerned. The provisions of time 1936 and 1937 nets are
continued in s ction 115 (c) of the House bill.

It Is well ! known that many domestic personal holling companies were organ-
ized before income taxation became an important clement In business planning.
At any rate, there was nothing censurable ill the formation of these corporations,
nor in their continued existence. Because sonic of these corporations were
undoubtedly employed as tax-avoidance media, Congress has sought to cope with
tie problem. Under existing law, personal holding companies can continue in
existence, but for practical purposes their normal functioning is prevented.
To sonic extent, probably slight, the inactivity of personal holding companies
does affect the security markets. In1 view of tile attitude of Congress toward
-ihese enterprises, it seems desirable to 'encourage their early dissolution. Two
alternative suggestions are offered:

(A) That these companies, surely the domesticc one, and possibly also the
foreign ones, le permitted to dissolve without ihmedlate tax to their stock-
holders, and with substitution of the stockholders' investment basis of the
stock of the distributing company for tile property received upon dissolution
or

(B) For a very limited period of tile, option of either of two treatments of
property distributed In liquidation:
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(a) That to the extent that the market value of the distribution at the time
of its distribution exceeds the recipient stockholders' basis, such excess, limited
to the recipient's pro-rata share of the distributing corporation's earnings, shall
be taxable to the recipient as all ordinary dividend. This suggested treatment
is similar to the prescribed treatment of certain reorganization distributions
(Illustration) :

Stockholders' basis -------------------------------------------------- $10, 000
Market value of distribution ---------------------------------------- 18,000
Tro-rata share of distributing corporation's earnings ---------------- 5, 000
'Taxable as an ordinary dividend ------------------------------------- 5, 000

Tile balance of $3,000 should be treated as under (A), above. The stock-
holder's basis, then, under the comparable rule, would be increased by the
.amount of gain recognized, namely, $5,000. The basis for the property received
dn distribution in tie instant case would then become $15,000.

(b) That the excess of the market value of the distribution over the stock-
holder's tax basis should be treated as a capital gain and subject to a flat
capital-gains tax as hereinbefore recommended.

Respectfully submitted.
JOSEPH J. KTFIN,

Chairman, Commitlee on Taxation,
Neiw York State Society of (Tert(fied Publlo Accountante.

The CHAIRMAN. Is Mr. Bowen in the room?

STATEMENT OF E. R. BOWEN, GENERAL SECRETARY OF THE
COOPERATIVE LEAGUE, NEW YORK

The CHAIRMAN. I understand you want to discuss an amendment
to section 101, excepting therefrom cooperative groups.

Mr. BowEN. Yes, sir.
The CHAIRMAN All right, Mr. Bowen, you have your brief there?
Mr. BowFN. I have a very short statement for the committee.
The CHAIRMAN. Very well, Mr. Bowen.
Mr. Bow.;N. What I have to say has to do with clause 12, of sec-

tion 101 Oil page 81, if you care to turn to it in connection with the
statement which I wish to make.

The CHAIRIAN. It is page 94 in the print before the members of
the committee.

Mr. BowNvF. I see. I have the House bill oil it.
The CHAIRMAN. All right.
Mr. BOWEN. The statement I wish to make is a very brief one.

For many years revenue acts have rightly incorporated te principle
of exempting cooperative purchasing associations from income taxa-
tion, since they are nonprofit organizations.

However, when earlier revenue acts were drawn the cooperative
movement was largely confined to farmers. Accordingly, in describ-
ing the cooperative groups to which exemptions were granted the
phraseologgy was worded to include only "farmers, fruit growers, or
like associations organlized and operate on a cooperative basis."

Now, urban residents, as well as farmers, are rapidly organizing
cooperative purchasing organizations. They are logically and fairly
entitled to the same exemptions as are granted to farm cooperative
,purchasing associations.

Such cooperative purchasing associations are generally described
-as "consumers' cooperative associations." We therefore offer for
.your consideration and approval an additional clause to be added to



REVENUE ACT OF 198 411
section 101 covering consumers' cooperative associations. Your ap-
proval of this clause villa apply the same principles of justice to
urban cooperative purchasing associations as are now applied to farm
cooperative purchasing associations.

The omission of urban cooperative purchasing associations when
clause 12 of section 101 was drawn was presume iy due to the smallnumber of such associations which were then in existiee. In the

last few years, however, large number of urban cooperative pur-
c 0uasing associations have been organized which are fairly entitled
to eutial consideration with farm cooperative purchasing associations.

our ap roval is coquested by the idoitors of the Cooperative
League, which includes oi its membership farm and urban wholesale
and retail cooperative purchasing associations in the United States.

TO BE ADDED TO SECTON 10 1 OF H. R. 9 08 2

Fx. 101 (19). Consumers' cooperative associations organized and operated
by ultimate consumers, including central cooeratc e lredasing associations
owned and operated by such consu ers' cooperative associations, for the pur-
pose of purchasing food, goods, or services for members or others and turn-
Ing over such food, goods, or services to them at actual cost, lus necessary
expenses. l,]xemptlon shall not be denied any such association because it haEF
capital stock, If the dividend rate of such stock Is fixed at not to exceed the
legal rate of Interest In the State of incorporation or 8 percent per annumn,

whichever is greater, on the value of the consideration for whih th stock wee
Issued, and If substantially all such stock (other than nonvoting preferred
stock, the owners of which are not entitled or permitted to participate, directly
or Indirectly, in the savings of the association, upon dissolution or otherwise,
beyond the fixed dividends) Is owned by consumers or by consumers cooperative
associations who purchase their food, goods, or services through the associa-
tion; nor shall exemption be denied any such association because there is
accumulated and maintained by it a reserve required by State law or a reason-
able reserve for any necessary purpose. Such an association may purchase
food, goods, or services for nonmembers in an anmount the value of which does
not exceed the value of the food, goods, or services purchased for members.
Business (lone for the United States or any of Its agencies shall be disregarded
In determining the right to exemption under this paragraph:

Only cooperative association organized In good faith, with no inteut to evade
the tax Illosed under this title, and Ineorporated under the cooperative laws
of the State of their domicile way be grnited, exemption, provided that this
requirement shall not be applied to true cooperative associations located in
States having no cooperative laws 1nder which such cooperative associations
could be properly incorporated and operated.

Senator CONNAILY. What do they principally deal in? You say
cooperative purchasers. What do they do-buy groceries?

Mr. BOWEN. Groceries and gasoline mostly, insurance to a certain
degree. But largely household supplies and a certain amount of de-
veol)nient in petroleum products. These cooperative associations are
generally described by the phrase "consumer cooperative associa-
tions."

Senator 'CAPPER. Has this proposal ever been made before to
Congress?

Mr. BOWEzN. Not so far as I know, Senator Capper. I have been
connected with the movement as secretary of the Cooperative Ieaguo
for 4 years, and if it has been it was prior to that time.

The CHAmIMAN. Was it made to the House committeeI
Mr. BOWEN. It was not made to the House committee, Senator.



I think probably that the omission of the urban groups at the
time this clause was drawn was largely due to the fact that there
were few such groups in existence at that time.

Now, in the past few years, as I have said, these urban cooperative
groups are organizing, and while we do not have all accurate census
as yet, I think it is perfectly right to say in every State in the Union;
in other words, there is no State now where urban groups are not
organizing purchasing cooperative associations. I represent, may
I say, the Cooperative League, national association of the purchas-
ing cooperative movement.

We have in our league now a large number of wholesale and retail
groups, both farm and urban, with a membership front 800,000 to
1,000,000, which is presumably about half the number in the United
States, estimated at about 2,000,000. Of course, that means heads of
families. So that, affected altogether, the whole number represents
millions.

T1he clause we are speaking about is numbered 19, andl we will sup-
ply copies to the Senate Finance Committee. It is drawn similar
to clause 12. 'We have simply phrased a clause to give the same ex-
emptions to Urban groups as given to farm cooperative groups5, with.
no intention of making any new proposal.

Senator BRowN. Your theory being that no profit was made by the
cooperative association, it does not affect the membership in taxes?

Mr. BOWEN. Absolutely. In other words a cooperative was right-
fully classified in the previous revenue acts as a nonprofit orgamza-
tion, but unfortunately our urban groups are being taxed because
they are not specifically exempted.

Senator CAPPER. Is not there this difference: That these farmer
cooperatives are also producers of farm products and that a large
part of their business has to do with production-

Mr. BOWEN. The facts are, Senator, and you are very farilliar with
cooperatives, because there are a large number in your State, that the
cooperative purchasing done by the farmers is growing now very
-apidly, and bids fair to eventually equal the marketing or perhaps

exceed it, so that there is no difference whatsoever in the application
of this to urban groups as compared to farm groups.

The CHAIrMAN. Senator Capper, you understand this, do you,
thoroughly? You understand this thought he has urged?

Senator CAP2ER. Yes; I think so.
The CHAIRMAN. You have a pretty good representative on the

Finance Committee.
Mr. BOWEN. Yes; not only one, but every Senator on the com-

mittee, I think, will be likewise.
The CHAIMAN. He will be the most persistent. Thank you, very

much. Do you want to elaborate any further your views?
Mr. BOWEN. No, sir. I will do what the other witnesses have not

done and stick lose to the time allotted.
The CHAIRMAN. All right. Thank you, sir.
Senator Pope, did you have something that you wanted to present

to the committeeI
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STATEMENT OF HON. JAMES P. POPE, UNITED STATES SENATOR
FROM THE STATE OF IDAHO

Senator POPE. Mr. Chairman, on yesterday I had printed in the
Record, which will be found in today's Congressional Record, some
proposed amendments which levy what we call tariff equalization
fees on the first manufacturing of certain farm commodities.

I had printed also a statement by those who drafted these amend-
ments, representatives of the Department of Agriculture and the
Department of Internal Revenue. Instead of placing a processing
tax upon cotton, corn, wheat, tobacco, and rice, we have placed
on the processed material certain graduated taxes. So that on the
lower grades of cotton yarn for instance, the tax will be very low,
but as it would go up into the finer grades it will be higher. 'How-
ever, these taxes, as coml)ared with the old processing taxes, are
small. They would amount. to about half of what the original taxes
were.

I have discussed the matter with a number of farm leaders, the
Farm Bureau Federation, Farmers' Union representatives, and a
number of textile men, and very generally they much prefer this
type of a tax to the processing tax.

Now, I desire to have the committee consider the amendment-
The C1HAMMAN (interposing). Has thi Conunittee on, Agriculture

given any consideration to it
Senator POPE. The Committee on Agriculture is now discussir- the

matter. I just left that committee. It is in session. They have
made no recommendations. This matter has not beei, presented to
them for recommendation. But they are talking about the maLer.
I know some of the members are not only interested but they are in
favor of it. But the committee as a whole has not acted on the matter.
I did desire to have this committee give it consideration and to have
on it hearings or explanations as to whatever the committee may
desire.

Senator CAPPRM. Have these so-called processing taxes ever been in
a general tax bill heretofore? They have always been in a special
bill; is not that right?

Senator PoPx. Yes; the processing taxes heretofore were, of course,
in the Agricultural Adjustment Ac itself.

Senator CAPPER. Yes.
Senator PoPE. But not in a general revenue bill.
The CHAIRMAN. I do not know, Senator Pope, how the committee

feels. It is a matter which the committee has to take up and consider.
We were very anxious to expedite the consideration of this bill. This
week we have put in more than the 8 hours permitted under the
law, and, of course, we had some witnesses here yesterday that
wanted to discuss this proposition.

If it is opened tip at this time in the Senate for the first time, we
have got to let those people be heard and discuss their views. I think
it is fair that every side be heard on the proposition. I was personally
very much hopeful that this legislation would start in the House and
would come over after consideration by the Ways and Means Com-
mittee and the Agriculture Committee because I think this is a matter
which ought to be worked out by both committees, and then when it
came to the Senate I was in hopes that the Agricultural Committee
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would first consider it and then give it to us, because it viqs a tax
feature involved, and naturally we wotld have to handle that feature,
but the Committee on Finance would like to get the opinions of the
experts on farming on the Agriculture Committee, and we were anx-
ious to close hearings this week if we could. I find we cannot. We
hope to close them Monday. But if the committee should decide to
take up this. phase of the proposition-and I had heard you offered
the amendment yesterday-the committee will have to go into execu-
tive session and fix a time to hear everybody, and determine whether
they are going to take it up in the Senate or not.

Senator PorE. Mr. Chairman, the committee might adopt-I would
be very glad to abide by any procedure. I thought if the committee
desireT a carefully prepared statement explaining the amendmnent,
its purposes, the amount of money it would raise, and what effect it
would have on the consumers, and all those questions, I would be
very glad to file a statement giving the information for the committee
right now.

The CHAIRMAN. So far we have got this tentative understanding-
that after we have finished this hearing we have witnesses from every-
where, and we have got the calendar all arranged, then our com-
mittee will have an executive hearing and consider your request, and
the amendment, and let them pass oi the proposition as to whether
they want to open it up to go into this phase of your matter or
whether it is their judgment to start over in the House in a separate
bill.

Senator PoPE. Very well, Mr. Chairman.
The CHAIRMAN. Do you not think that is the best way? Then

,we will notify you if it is their judgment that we are going to hear
witnesses. May I state to the gentlemen and the ladies to consider
those things in the bill in the committee at this time.

Senator PopE. Very well.
The CTAIMRAN. Mr. MeKinney. I am going to hear just two more

who are present and that will be about all we can do this morning.
We will hear Mr. Oliver after this witness. I understand these are
brief.

All right, Mr. McKinney.

STATEMENT OF H. S. MoKINNEY, REPRESENTING THE REIN-
SURANCE CORPORATION OF NEW YORK

Mr. MoKINNEY. Mr. Chairman, I represent the Reinsurance Cor-
poration of New York. Ihe matter to which I wish to refer relates
to section 402 (b), page 265 of House bill 9682, as applied to fire-
insurance companies, especially fire-reinsurance companies.

All we ask is that fire-insurance companies be granted the same
statutory rights and consideration as that granted to life-insurance
companies and casualty insurance companies. Section 402 (b) of
the House bill provides that-

(b) Exceptions: The term "personal holding company" does not include a
corporation exempt from taxation under section 101, a bank as denied in
section 104, a life-insurance company, a surety company, * * *.

The amendment which we ask is to insert after the words "a surety
company", on line 7, page 265, of the House bill, the words "a fire-
insurance company."

414 REVENUE ACT OF. 1938
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This amendment will not only afford an equitable and fair status
tory treatment of surety and fire insurance cornanies alike, but it
will result, as far as fire reinsurance is concerned, in substantial in-
crease in taxable revenues for the United States g overnment. This
is due to the fact that at present a great volume of reinsurance
premiumls, estimated to be considerably in excess of $5.0000,000 an-nually, now goes from this country to England and other foreign
countries. None of these reinsuranlce premiums going abroad pay

any income tax to tie United States Governent. the company
which I represent has over 3,000 stockholders and is 100 percent
American owned. It is seeking to build ul) in this country a home
market for this excess tire ,einsurance business and thus retain at
home the premiums and profits which are now being paid to foreign
reinsurancers. If this business can be built up here, then the in-
come taxes on its profits will be paid to the United States Treasury,
whereas, now no tax is paid here on these reinsurance premiums.

The predecessor to the Reinsurance Corporation was organized
in 1929 with about 7,000 stockholders, principally druggists. Dur-
ing the'depression about 3,900 of these small-business men took ad-
vantage of the privilege to withdraw and cash in their stock holdings
at the net asset value per share and this left a few large-stock holders
with a big percentage of the remaining stock. The result was that
prior to the organization of the Reinsurance Corporation the pre-
decessor company fell into the classification of a personal holding
company, not because a few men incorporated to avoid taxes, but
because a few men with substantial holdings allowed the small-
stock holder who needed the money to "cash in" for the full value
of his shares.

The Reinsurance Corporation of Now York is not and never
has been an "incorporated pocketbook" or a set-up for avoiding
income taxes. If that had been the purpose or desire let us clearly
point out that under the existing law this could have been very
easily accomplished, and could even now be done, by simply going
into'the surety insurance, life insurance, or banking business.

The Reinsurance Corporation of New York is an active insurance
company engaged in building up in this country a real American
market for reinsurance. We have taken the necessary steps to qualify
in all the States of the Union where such (qualification is necessary.

The development of a broad American market for reinsurance of
the types now being placed abroad req uires the maintenance of ade-
quate reserves against the risks assumed. The business is catastrophic
in nature. It is, therefore, imperative, if the excess reinsurance pusi-
ness is to be built up in this country, that fire-insurance companies
like the Reinsurance Corporation of New York be exempted from the
• personal holding company provision in the same inanner as surety
or casualty companies. The statutory reason for granting to surety-
insurance companies and life-insurance companies the right to ae-
cumulate surpluses, as required by sound business practice, is to
protect those purchasing insurance. It applies with equal force to
fire-insurance companies, and especially excess reinsurance companies
wlich insure risks as of a catastrophic nature.

The excess fire-reinsurance business should, we believe, be particu-
larly' interesting to Congress, conscious of the importance of in-

415



creasing the national revenue. We are leading the way in develop-
ing an American market that has in the past resulted in vast sums

oing to foreign markets and thus escaping all American taxes.
Such premiums going abroad are, as stated above estimated to exceed
$50,000,000 annually.

Tihnt is all, Mr. Chairman.
The CHAIRMAw. Thank you very much, Mr. McKiney.
Mr. Oliver; Mr. J. W. Oliver, representing the New York Mer-

chants' Association. All right, Mr. Oliver.

STATEMENT OF 3. W. OLIVER, REPRESENTING THE NEW YORK
MERCHANTS' ASSOCIATION, NEW YORK

Mr. OtivF. Senator, I was listed yesterday as rel)resenting The
Linen Thread Co., Inc., and today as representing the merchants'
association, and that is due to a little confusion which arose wherein
I requested to be heard in the name of The Linen Thread Co., Inc.,
and then the merchants' association decided that you were so
crowded for time that they would ask me to speak in their behalf.

The ChTAIRAN. Very well, sir.
Mr. OLINT. I won't take but a limited time to discuss what I

might call the high spots and touch upon a few things that I believe
most witnesses have overlooked,

First is the effective date of this new bill. It is similar to the last
two or three revenue acts, and I agree that when you pass a revenue
act it is far more simple to allow for the first fiscal after to con-
tinue over the old act before they start to be taxed under the new
act. However, in 1926 you granted relief and made that effective
from the entire prior calendar year. Other than that, all other acts
until 1934 have required for the first year, on a fiscal-year basis to
file under different lars, i. e., each fraction of the year being taxed
under the appropriate tax law.

The CHATM3AN. What is your request on that?
Mr. OLIvFn. My request, sir, is to make the relief available im-

mediately to the fiscal-year corporation as well as the calendar-year
corporation.

The reason I say that is that it is primarily relief that this bill
purports to give. I think I have quoted the'Senators correctly in
reference to tlle fact that you admit that this is for relief. I believe
I understood correctly you to say that you did not want to bring in
anything other than corrective provisions.

he IIAIRMAN. If you ask for it to apply to the fiscal-year cor-
porations and make it retroactive from January 1, 1938, how much
loss of revenue do you estimate?

Mr. O wV.R. I have no means of getting at that. I asked for it
and they did not have it available.

The CHIArMA~r. That would be very material.
Mr. Ouv n. No. But I would be very glad to supply such infor-

mation as a supplement if the Senator thinks it is desirable.
I can understand and I can anticipate a question to the effect as

to our corporation, which is 9 months later, that we, at the inception
of this act, were not taxed under the 1936 act until the year begin-
ning after September 30, 1936. Let me state that since this is to cure
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inequities, rather than to change the entire taxing system, that it
would be like two men who were convicted of a crine, which is
mentioned in my brief.

(The brief referred to is as follows:)
I am chairman of the tax committee of the American Management Associa-

tion, a member of the tax committee of the New York Merchants' Association,
an active member of the National Tax Association, and secretary of the Linen
Thread Co., Inc. In my appearance before your committee I shall present my
personal views-my reference to the various tax committees being only for the
purpose of establishing that I feel competent to express some views that may
be helpful to the Senate Finance Committee. In expressing those views, I am
taking full responsibility for my statement as the organizations with which I
am associated, except the New York Merchnnts' Association, have not specifically
authorized me to speak on their behalf. The Merchants' Association has desig-
noted me as their spokesman to appear and officially represent them In advoeat-
Ing complete repeal of the undistributed-earnings tax and the repeal or further
modification of the capital-gains tax.

It is my purpose to deal primarily with only a few phases of the problem
before you. I shall endeavor to present suggestions for the consideration of the
Senate Finance Committee and to make observations relating to some argu-
ments that have been made In favor of the bill. I shall try to avoid a repetition
of sound arguments that have already been presented.

The headings that I shall discuss are as follows:
1. Effective date of the 1038 Revenue Act;
2. Lack of understanding of ordinary accounting terminology on the part of

the legislator, businessman, and the layman;
3. DistInction between a book surplus and a surplus available for distribution;
4. The term "business" as such implies no ability to pay taxes;
5. "Financial anemia" resulting from the capital-gains tax;
0. The necessity for the new tax law to provide tax-free dissolution of

personal holding companies.

ITEM NO. 1. ZEFVcvE DATE Or THE 1938 REVENUE ACT

With the exception of certain excise taxes and the withholding of income
taxes at source, both of which must be dealt with currently, the remainder of
the proposed changes in the new revenue bill are applicable only to taxable years
beginning after December 31, 1937. From the report of the subcommittee of the
Committee on Ways andl Means, and the full report of that committee as well
as the published reports of most of the members of the Finance Committee who
have made statements to the press, it is evident that the prime purpose for any
change whatsoever in the Revenue Act is to afford relief or correct Inequities
that crept Into prior laws.

The bill does not purport to be one seeking additional revenue or for the
adoption of an entirely different medium of taxation. As a consequence, I am
led to believe that had Congress considered the existing revenue measure as
being entirely fair to taxpayers, irrespective of the amount of revenue It would
produce, no changes whatsoever would have been recommended. The point I
wish to emphasize here is that whenever Congress realizes that an unjust or
uneconomic tax measure has been passed, It is the duty of Congress to amend it
at the earliest possible date.

The 1020 act, granting a reduction in rates (relief) was retroactively effective
from January 1, 1925. Prior to 1934 all other acts were effective from the first
day of the calendar year In which they were passed. The 1934 and subsequent
aets have been effective only for taxable years beginning on or after the first
day of the calendar year of enactment. Until 1934, corporations on a fiscal-year
basis, for the first year after n tax law was passed, were faced with the
problem of preparing the tax return under the provisions of two different tax
laws. Of course, this has been somewhat cumbersome on the part of the
taxpayer as well as a troublesome administrative feature. Until the proposed
1938 act, I have found no fault with a simplified procedure that avoided the
filing of a tax return under two different laws. With the present one, however,
since It is predicated almost entirely, If not entirely, upon giving relief and
eliminating Inequities, I submit that It Is only fair to call your attention to the
fact that for a vast number of corporations, you are failing to provide at this
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time the amount of relief that should be granted or the amount that the public
Is led to believe Is being granted.

I think it would be a waste of your time for me to emphasize how the average
businessman feels about certain provisions such as the undistributed-earnings
tax and the capital-gains tax as now exist, but it is only fair that I express to
you my feeling about the attitude of the average businessman when he suddenly
finds, by reading the first sentence of the proposed revenue act (the last
sentence that the average tax student does read) that the relief afforded does
not apply to corporations or individuals reporting on a fiscal year basis until
.after the end of the first taxable year after the calendar year or enactment.

I have made some attempts to learn what l)roportion of the large Industrial
companies report on a basis of fiscal, rather than calendar, taxable year. The
latest report I have available shows that i the year 1933 over ,53,000 corporations
report on fiscal year basis, and the net Income of 17,000 of these amounted to
$479,000,000, and the tax paid thereon amounted to over $67,000,000. Since that
time, due to activities of the American Institute of Accountants and others in
advocating the adoption of the normal business year, significant changes have
been made from calendar to fiscal years. Even since the passage of the 1930
Revenue Act, something like 10,000 large corporations have adopted what is
generally known as the natural business year.

In view of this I recommend strongly that, irrespective of additional work
required on the part of the taxpayer and the Government, all corporations be
Allowed to enjoy the benefits provided in the new act from January 1, 1938.
My own company Is on a fiscal year ending September 30. In view of this,
unless the effective (late of the new law is changed, we will be compelled to pay
a penalty tax on undistributed income--if we have any to distribute-at the
end of our current year, even though conditions may be such as to require
our directors, iln the Interest of the business, the continuity of wages, salaries,
and so forth, to declare no dividends, I respectfully submit that this places
us distinctly at a disadvantage with a competitor who happens to be reporting
on a calendar year basis.

At this point I anticipate the question as to whether or not our company
enjoyed a freedom from this penalty tax for 9 months after the 1930 Revenue
Act was passed, and my answer Is in the affirmative. However, we did pay out
approximately what we had earned in the fiscal year 1936, because conditions
were such as seemed to Justify that action-the prospects were bright. At the
close of 1937 we were faced with an entirely different situation. Almost the
entire year had been an unusually good one, and we had had satisfactory earn-
ings in spite of the market situation which caused a significant write-down In
inventories, when we were faced with the problem of paying out all of our
earnings or otherwise pay a penalty tax. The conditions at the (lose of the
year-September 30-were already such as normally to warn us that future
prospects were not bright, but the facing of a penalty tax if we d( what sub-
-sequent months have proved we should have done, caused us to pay out practi-
cally all that which we earned. We did pay a small undistributed-earnings
tax of $2,700. Incidentally this small amount was also a penalty for our
stupidity in failing to guess the exact amount of our taxable earnings before
xve closed our books.

Now, as to why we should obtain relief immediately when we enjoyed a
little freedom at the inception of the act, I respectfully submit that we are
entitled to such relief as is afforded other corporations on the grounds that
Congress now acknowledges that the provisions of the 1936 Revenue Act were
unjust. To say that we, in order to make tip for the 9 months' "freedom"
that we experienced at the inception of the act, should now be penalized is
like saying that a person unjustly imprisoned should be kept it prison as long
as another prisoner likewise unjustly imprisoned at an earlier date for the
same offense, while subsequent evidence has proved both to be InnocTnt. As
an example, let Uis say that two men are jointly charged with having com-
mitted a crime, The seeming guilt of one is proved and his sentence imposed
several months before the other. Both, however, are supposedly guilty of the
same crime. Two years later new evidence is uncovered showing that both
were innocent. Is it fair to say that the man who was last sentenced must
serve a time equal to that already served by the other before being released
from prison, or, in the name of Justice, must not both prisoners be released
at the earliest possible date? Gentlemen, I think that is a fair analogy to make.
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I have with me some material representing notable examples of American

companies keeping their accounts on a natural fiscal-year basis, which I will
gladly file if you desire.

Another feature about the effective date of this law relates specifically to
section 27 (b) (2), providing for a net operating loss of the preceding year as
a deduction in determining the undistributed-earnings tax as finally amended
by the Ilouse bill. Under the strict wording of this section, the first deductible
loss of the preceding taxable year is a los that has been realized in a year
subsequent to the effective (late of this act--consequently a company having a
loss in the calendar year 1937 but a taxable profit in the calendar year 1938
could not deduct tihe loss of the preceding year. Furthermore, as explained
above, if the company happens to be on a fiscal-year basis, it could enjoy no
heneilt of this net loss carry-over before its fiscal year 1M. I am hopofuO
that the Senate will abolish altogether the undistrihuted-earnings tax and thus
make the application of section 27 (a) (2) unnecessary unless It is willing to
allow a net loss carry-over as in some of the former tax laws, to apply as a
deduction from normal taxable income. However, if a net loss carry-over is
to be given under either of tlese conditions, it is to be hoped that tile Senate
will consider it their duty to make such relief provisions effective Immediately.

Gentlemen, I do not believe that the average businessmnan or, for that mat-
ter, most students of taxation who have read the various reports emanating
from the Ways and Means Committee realize that a very significant portion
of tile benelit granted is not In fact immediately available to each and all
business corporations. I cannot at this point resist the temptation to call your
attentiion to tit! fact that too many honest businessmen of this country are now-
imbued with the feeling that Congress as well as the taxing authorities taker
undue advantage of them. For that reason, it is highly desirable that this,
Congress avoid the possibility of any features of the new revenue act being.
misconstrued as "political" or "congressional" trickery. At this point, I respect-
fully call your attention to an editorial in the New York Times of March I&
which I would quote had I the authority to do so, which calls attention to the
necessity of the removal of obvious inequities. It refers to the "heads-I-win,
tails-you-lose" policy of the Government in its taxing procedure and especially
to the absolute necessity of the Govcrmnent depending upon Its taxpayers to be.
scxrupulously fair, and looks to the Government itself to set an example of
"scrui)ulous fairness." Certainly, if taxpayers are allowed reason to believe,
that the lawmakers have treated them unfairly, we cannot hope for their
cooperation in reporting true tax liability and assisting tile Government to,
the extent that is necessary if administration is to be fair, economical, and
efficient.

ITEM NO. 2. TACK OF UNDERSTANDINO OF ORDINARY ACCOUNTINO TERMINOLOGY ON
THE PART OF TilH LEOISLATOP, BUSINMESMAN, AND THE LAYMAN

In discussing the Revenue Act of 1930, as amended by the proposals in the
House bill, we must keep in mind that the public was misled in 1930 and con-
tinues to be misled by a misunderstanding of the words "depreciation reserve."
In 1930 the proponents of the tax bill in explaining why corporations, even
though subjected to the proposed rate of time undistributed-earnings tax, were
being generously dealt with, emphasized the act that most all corporations
accumulate large depreciation reserves and these are plowed back into the
business, free of tax. There can be no more absurd argument in favor of a
tax than this. Depreciation is Just as much all element of cost In determining
profits as the raw material consumed in manufacturing a product It stands
on tihe books as a reserve purely from the standpoint of accounting convenience.
Should a cotton processor credit tile account of cotton consumed In each month's
operation to a reserve, he would have on his books an accumulated reserve as
an offset against the cost of raw material. The net value of raw material in
his inventory could only be determined by subtracting from the raw material.
cost account the reserve on the credit side of the ledger. No one could say that
such a reserve is a generous allowance on the part of the Government having.
been plowed back into the business, tax free, unless they are advocating a tax.
on gross Income rather than on operating net income.

The Tremsury Department officials appearing before the, Wnys and Means
Committee and the Senate Finance Committee Ia 1936 frequently pointed to the-
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fact that large corporations had been plowing back depreciation reserves and
that the proposed law would not Interfere with such accumulations. On page
8 of the subcommittee's report to the Wnys and Means Committee advocating
the present changes, most of which have been Incorporated In the bill passed by
the House, some misleading statements about depreciation allowances are again
set forth. It points specifically to the fact that depreciation deductions for the
prior year amounted to more than 20 percent of the net income before such
deductions and that the depreciation allowed was 1/j billion dollars in the case
of 145,000 corporations. It goes on to state that "in the average case, a sub-
stantial portion of these depreciation reserves are, as a practical matter, avail-
able for plant expansion and improvements." Nothing could be more mislead-
Ing. The accumulated depreciation reserves are only available for replacement
of the original depreciable assets on the assumption that they can be replaced
ft no greater cost than the original cost; even then only to the extent not dis-
sipated by losses after deduction of depreciation, Certainly, therefore, they
cannot 1e considered available for expansion or improvements.

Under Treasury Decision 4422 (and the companion mimeograph 4170), the
deduction for depreciation is, by that specific regulation, limited to that which
can be proved as a fact. Not only must one prove that the rate is correct, but
one must prove that the original cost to which this rate applies Is likewise
correct.

Our company has, throughout Its entire history, provided what It considered
to be a conservative estimate for depreciation except in years when the Depart-
ment has ruled that rates have been too high In which case we would deduct
the full allowance granted us by the Department. During this period of time
we have had to abandon several Individual plants due to rearrangement of our
manufacturing facilities and after removing all items of movable machinery
and equipment that could be used to advantage elsewhere, we disposed of the
remaining net depreciated assets. During the last 10 years we have been
forced to take very substantial losses on the disposal of residual values which
indicates clearly that the depreciation allowed as a deduction does not take
sufficient cognizance of obsolescence. In most instances we have failed to
realize as much as one-fourth of the residual value. In only one instance have
we disposed of an abandoned plant at a profit, and this was due largely to an
increment In the land value rather than a realizable gain on the depreciahlh
assets. Over a period of years, we, as we believe to be the case with most
other manufacturers, have found it necessary to install more modern equip.
ment; and even if the replaced item were 100 percent depreciated, the reserve
provided is never equal to the required amount for the replacement.

It is my belief that the continual modernization of plant facilities in this
country which has tended to decrease costs has had more to do with tMi high
standard of living In this country than any other factor. A tax law designed
to discourage tho accumulation of amounts required to keep up such modern.
ztlon is bound to react against the consuming public and make our country
static rather than dynamic.

ITEM NO. 3. DISTINCTION BETWEEN A BOOK SURPLUS AND A SURPLUS AVAILABLE FOR
DISTRIBUTION

Another feature that has to a great extent been misunderstood both by
businessman and legislator is the distinction between a book surplus and a real
surplus available for dividend distribution. Under the 1918 Revenue Act, which
placed a wartime excess-profits tax on all earnings over and above a definite
percentage of the Invested capital, this "invested capital" was defined as being
either an original investment or earnings that had been reinvested in the
business. So far as invested capital is concerned, there Is no difference in
company A that started 20 years ago with a million dollars' capital and has
built its busInes4 up to $2,000,000, and company B that starts today with
$2,000,000 paid-in capital. Assuming that both these companies have all their
money, except the limited amount required for current expenses, invested in
plant, inventories, and so forth, neither of them would then have any money
from which to pay dividends.

From a standpoint of giving employment and creating industrial activity,
-from which must flow all profits from which taxes are paid, both these com-
panies are identical. Unfortunately, however, the legislator, unless lie under-
.stands accounting, in looking at the balance sheet of company A would see that
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It has a million-dollar surplus and would think It proper to pay a substantial
amount of dividends. Tile company with the $2,000,000 palidin capital, with no
surplus from a legal standpoint, would not be able to pay a dividend. The
eonpany with $1,000,000 paid-in capital and $1,000,000 accumulated earnings
reinvested in the business would, from a legal standpoint, be in a position to
pay In dividend, but to do so It would have to borrow the money. Practically
speaking, neither company would have any available surplus to pay dividends,
and no legislation should be so designed as to influence company A to borrow
money to pay a dividend. The present proposed law assumes to give credit to
the corporation which finds Itself legally unable to pay a dividend when it
should give like credit to both these companies. Ilowever, even if you attempt
to give credit to both these companies, you must abandon all Ideas of a penalty
tax on undistributed earnings, because of the impossibility of determining
proper exceptions-nothilng should interfere with tile directors exercising busi-
ness Judgment iln the determination of a dividend policy.

I contend that any corporation which willfully retains "practical surplus" as
distinguished from a "legal surplus" beyond Its needs should be punished, Ond
I have no objection to the present provision in the act which is designed to
lullisil tl:ose who willfully withhold surplus for tile purpose of avoiding taxes
on stockholders, being so broadened as to take care of any corporation that
withholds more than is necessary, Irrespectively of the motive for so doing.

In my opening remarks I stressed the desirability of having the provisions
of this act become Immediately applicable so as to grant relief and offer all
inducement to business. Since business activity provides the principal market
for the farmers' produce and employment for the Nation, I respectfully submit
that in the Interest of the people as a whole, business Is entitled to as much as,
If not more, inducement than Is given to agricuiture-thus I respectfully urge
You to disregard, if necessary, the effect o1 total revenue or the possibility of
balancing the Budget, and refund to every corporation tile full amount of un-
distributed-earningm taxes thit have been pIid. Nothing would inspire busi-
ness of this country more tilan to have Congress take such a bold action. In
my opinion, that would stimulate business activity to such tit) extent that we
light very shortly again see signs of a real recovery wllch eventually will
provide the necessary revenues from various sources to meet the cost of gov-
ernment. I realize that it bas been repeatedly said tlat this revenue act must
produce al)proxhinately the revenue originally esthnated oil tile basis of tile
House proposals. I think, however, that small differences, even running Into
the hundreds of millions of dollars, resulting from anl arithmetical application
to the business lUncertainties alead of i1s, are of no signliflcance at a time when
Congress has perhaps Its last opportunity to prevent a complete collapse.

ITEM NO. 4. TIlE TERM BUSINESSS" AS SUCH IMPLIES NO ABILITY TO PAY TAXES

Coming to tile most Important part of my argument, I respectfully submit that
business as such has no ability whatsoever to pay taxes-any cost of govern-
ment flhst charged to business must be shifted either to the consumer, the wage
earner, or the stockholder. A great deal of emphasis Is laid upon the ability
to pay, Ili determining Federal tax laws. I realize that ability to pay is a
factor-wlether or not It Is the most Important factor Is a debatable point.
But to the extent that It Is an important factor, than any tax assessed against
lousiness as such must necessarily defeat the principle of ability to pay. It is
seldom that two stockholders in a corporation have equal ability to pay, but
any tax that is taken out before the dividends are received is equally borne
by these two stockholders. If tile tax Is shifted to tile wage earner-by causing
the corporation to pay less wages than It otherwise would-then perhaps It
'is fairly uniform, but here It must be admitted that the tax Is, In its final effect,
assessed against those least ablo to bear It. If the tax Is shifted In the price
to tile consumer, there again you have the widest possible variation in ability
to pay. I believe that the less tax that Is directed against business in the first
Instance, the higher living standards will be In tills country and the greater the
industrial activity, and In the long run, the Treasury Department will be able
to collect Its required reveziue with greater ease than if it continues to tax
business which can be done perhaps with the greatest political expediency.
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ITEM NO. 5. FINANCIAL ANEMIA RESULTING FROM THE CAPITAL^-AINS TAX

The term "financial anemia" is not original with me, but I think it Is a most
accurate description of the economic malady existing today definitely resulting
from the high tax on capital gains and the failure to allow as deductions, capital
losses. I feel that the arguments so far presented, especially the booklet ell-
titled "The No. 1 Job Killer"-a copy of which has been given to each member
of the committee-are sound arguments and are overwhelmingly on the side of
complete repeal. However, I would have no quarrel with Congre." should it
feel, at this moment, that complete repeal is out of the question, but couli see
its way clear to establislhig a capital gains taxing procedure approximately
the same as existed under the 1021 Revenue Act.

Those who favor a tax law primarily for the purpose of redistributing wealth
rather than raising revenue may.honestly think that the present capital-gains
tax is deslrable. I believe, however, that ianny of those who tire profoundly
of the opinion that wealth should be redistributed are blind to the effect of this
method on industry and the people as a whole.

However, there are some so pessimistic as to believe we are heading for
disastrous monetary Inflation. I also believe there are some who favor reten.
tion of the capital-gains tax so that when money becomes practically worthless,
the taxing authorities will, as a result of the present law, which would collect
a tax on artificial gains, have a real means of confiscating wealth. Perhaps
they believe there Is no way out except through a wild orgy of spending, with
the resultant Inflation, and that to remove tile capital-gains tax at this time
would be playing into the hands of those who hold equities.

It is my opinion that the surest way to avoid this disastrous occurrence is
to take steps at this ioloment to Inspire investors with the incentive to put their
money to work emlploying people and producing the required Income which
would enable us to reduce the depression indebtedness.

ITEM NO. 0. THE NECFSSITY FOR TIlE NEW TAX LAW TO PROVIDE TAX-FRES. l)ISSOLU.

TION OF PERSONAL IOLDING COMPANIES

I take no exception to those in Congress who are anxious to prevent tax
avoidance through the device of the personal holding company. I do realize,
however, that there are many personal holding companies now in existence
which had their inception long before heavy surtaxes were a matter of prime
consideration. I realize also that many of these companies, whether formed for
the purpose of tax avoidance or otherwise, which tire now paying out all they
receive each year In order to avoid any penalty tax, should be woufil up and
would be wound up except for the additional tax Involved in dissolution. I,
therefore, recommend that the 1938 Revenue Act allow tax-free dissolution of
personal holding companies within a limited period of time after the act is
passed. Here again I fell impelled to urge you to demonstrate to all classes of
taxpayers your willingness to free them of all unnecessary hardships.

roNe.ITSIONM

In conclusion, I respectfully submit that the effective date of the new law
be made uniform on all taxpayers in order to remove inequities promptly.

I contend that the arguments hitherto advanced in favor of the undistributed-
earnings tax have been based upon accounting fallacies and that the undistrib-
uted-earnings tax should be repealed in its entirety. Furthermore, I suggest
that this committee demonstrate its willingness to show a spirit of fairness to
the taxpayers of the country by recognIziwng that the undistributed-earnings
tax was unjustly imposed and that every dollar of this tax which has been
collected by the Federal Government be refunded.

I urge Congress jo take recognition of the fact flint any tax levied on business
defeats the prlltal of ability to pay. I advocate the complete repeal or the
modification of the capital-gains tax in order to cure the country of the rfaanciai
anemia from which it is currently suffering.

Finally, I recommend thilt the new law provide for the tax-free dissolution
of personal holding companies for a limited period after the passage of this act.
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The CHAIRMAN. Thank you very much, Mr. Oliver.
Mr. Marsh, as I understand it, wishes to file a brief, and wanted

to leave. Is that right, Mr. Marsh?

STATEMENT OF BENJAMIN C. MARSH, REPRESENTING THE
PEOPLE'S LOBBY, WASHINGTON, D. C.

Mr. MfAISIT. I have to go uI) to New York for 2 or 3 days and I
wish to tile two Or three statements with you.

The CHIIIMAN. Very well.
Mr. M~unsmI. My amie is benjamin Marsh, scretary of the Peol)le's

Lobby, with offices hel.
A basic reason for the present depression is that we tried to borrow

our way out of the last one, instead of (hel)h)ating the wreckers of
America and paying our way in the war against poverty, which has
been lost so far on every front.

Prof. Harold M. Gloves, of Wisconsin University, has correctly
stated-

If the BrItish schedule of income and Inheritance taxes were applled to our
American situation, it would )roduce front two to three tilties w;5 niehi liteoiie.
as we now collect through oar Federal and Slate Income and Inheritance taxes
combined.

We could and should raise at least $3,000,000,000 a year more from
t he% sources, and at least $1,000,000,000 more by taxing land values,
and repeal that amount of consumpltion taxes.

Unless Congres does this, it is guilty of criminal betrayal of theAmlericanl people , anti all the talk about taking tile lprofits out of war
is bombastic hyp~ocrisy.

Southern Se na1tors seem ll Iuch niore interested in unloading their
or their friends' farm lands and marble del)osits on the (overnient
and getting a subsidy out of tile Fe(leral 'lreasaury for their farm
products.

Congress should retain the unldistributed-profits tax, with leeway
for small concerns, repeal all Federal consumption taxes, and increase
tile normal tax rate and surtax rate, as suggested by Senator Ia
Follette.

It can comal)el States and cities to end their pickpocket tax system
and tax hind speculators instead of their viet)mm-thromgh FWderal
subventions and Fe(leral aid.

Dividend and interest payments in 1937 were $9,293,000,000, com-
pared with $7,016,000,000 in 1933, an increase of $2,277,000,000.

Entrepeneurial withdrawals and net rents and royalties were
$13,187,000,000 in 1937, as coinl)ared with $8,590,000,000 in 1933, an
increase of $4,597,000,000.

ihe prol)erty income increased $6.874,000,000 in these 4 years-but
the increase in'unemployment since September last year is almost half
of the number reeml)loyed during the 41/ years of reformlesm recovery.

In 1935 about 11/, percent of the families got one-quarter of the
property inconie and one-eighth of the total national income.

54885-38-28
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In 1984 cash of reporting corporations was $19,960,857,00, and tax-
exempt bonds held amounted to $19,083,771,000. Both are probably
much larger now.

I am going to give you some striking figures on the per capita in.
come of Mississippi. Mississippi has the lowest per capita income in
the United States, Senator Harrison.

The CHAMMAN. I realize that.
Mr. MARSH. And I wish to file these statements.
(The matter referred to is as follows:)

Per capital income
(A study of per capita income In 1937 and 193, recently published by the National Industrial Conference

Board, emphasizes the misleading nature of "averages")

13 1938 Change 1937 193 Chan"

Pcrce Percet
United States ............ 522 408 +5 South Atlantic ........... 8,88 875 +3
New England .......... 817 92 -4 East South Central. 201 260 4
Middle Atlantic ......... 694 683 -51 West South Central:..... 383 332East North Central 500 545 +8 Mountain.......... .547 498 +10
West North Central ..... 431 423 +2 Pacific ............ .8 840 +2

Ranges within the groups which include nine States in the South Atlantic
and three in the Pacific category were marked in 1937 from maximum to
minimum.

New England: Connecticut, $760; Vermont, $433.
Middle Atlantic: New York, $806; Pennsylvania, $581.
East North Central: Illinois, $626; Indiana, $524.
West North Central: Minnesota, $513; North Dakota, $305.
South Atlantic: District of Columbia, $1,406; Delaware, $816; South Caro-

lina, $268.
East South Central: Kentucky, $284; Mississippi. $204.
West South Central: Texas, $406; Arkansas, $214.
Mountain: Nevada, $812; New Mexico, $455.
Pacific: California, $718; Oregon, $483.
These are of course averages for all classes, city and farm, in each State,

Including millionaires.
All of the eight States averaging in 1937 a per capita income of $299 and

under were southern-North Carolina, South Carolina, Georgia, Alabama,
Mississippi, Arkansas, Tennessee, and Kentucky.
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(Mr. Marsh also submitted the following table:)
2'lte national inoome, a marketing guide-State-by-State breakdown ahowa where

the income went on a State and per capital basis in 1937 and 1938

IFrom Business Weeki

States by regional groups

New England .................

Maine ....................
New Hampshire ..........
Vermont ..................
Massachusetts ............
Rhode Island .............
Connecticut ...............

Middle Atlantic ................

New York .................
New Jersey ...............
Pennsylvania .......... %...

East North Central ............

Ohio .......................
Indiana ....................
Illinois .....................
Michigan ..................
Wisconsin ..................

West North Central ............

Minnesota .................
Iowa .......................

Mssourl ...................
North Dakota ..............
South Dakota ..............
Nebraska ..................
Kansas .....................

South Atlantic .................

Delaware ..................
Maryland ..................
District of Columbia .......
Virginia ....................
West Virginia ..............
North Carolina ............
South Carolina .........
Georgia ....................
Florida .....................

East South Central ............

Kentucky ..................
Tennemee ..................
Alabama ...................
Mississippi .................

West South Central ............

Arkansas ...................
Louisiana ..................
Oklahoma .................
Texas ......................

Mountain ......................

Wontana ..............
C o ...................Wyoming ..................
Colrad .......... .... .....

New Mexico ...............
Arizona ....................
Utah ....................
Novada................

Income (000,000 omitted) Per capita intme

Rank Rank

1937 193 Perent 1937 1938 Percent
chn7 137 IOangU chan ge1937 1938 190 193

$,304 $,078 +4. $817 $592 +4 ...........

-400 +3 -7 457 +2 27 25
* 251 239 +5 40 39 492 470 +5 23 23

166 189 +4 47 47 433 418 +4 30 30
2,710 2,846 +2 8 6 612 6 +2 12 9

453 ,428 +6 34 8 1 5. 28+ 8 8
*1,324 1,215 +9 14 14 700 701 +8 a 8

19.0 4 I,187 +6 ...... ...... 94 + ...... .....

10,40 10112 - 1 1 88 782 t3 4 2
2,712 2,498 9 7 8 824 577 +8 11 10
8,912 5,648 +7 2 2 581 847 +8 17 14

1,255 14,011 +9 ...... ...... 6 8 .. .........

3,890 3,641 [7 5 5 578 842 +7 18 16
1,820 1,078 9 10 10 824 484 +8 20 22
4,9M6 4,488 +11 3 3 828 589 +10 10 11
2,841 2,005S +9 8 7 688 845 +8 10 18
1,789 1,623 +9 11 12 005 85 8 13 13

5,960 8,825 +2 ...... ...... 431 423 +2 .......

1,380 1.305 +4 13 13 513 498 +4- 22 21
1,088 1,058 +3 18 18 426 416 +2 32 32
1,705 1,88 +2 12 11 427 422 +1 81 28

215 11 +2 434 42 308 300 +2 41 41
215 220 -2 43 1 40 311 318 -2 40 39
531 a8 -1 31 30 404 409 -1 33 34
827 804 +3 22 22 444 426 +4 29 27

8,702 6,407 +5 ............ 388 375 3 ...........

213 193 +10 45 45 81 748 +1o 2 3
999 901 +11 17 1834 (95 838 +1 1$ 17

8 0 -2 29 29 1,046 1,076 -3 1 1
8 M 4 1 17 333 345 2 38 38

729 093 8 2 28 391 379 --3 38 35
1,033 98 --7 16 18 296 29 --6 43 44

603 488 +-3 32 32 288 281 +-3 46 46
918 901 +2 19 1814 297 294 -+1 42 42
898 877 +3 28 28 418 412 -4-.1 33 33

, 2,788 +1 ............ 261 260 +.4 .

854 829 +3 21 21 284 288 -1 44 43
816 791 +3 23 23 273 276 -1 45 45
719 681 +6 27 27 248 238 +4 47 47
413 466 -11 3 34 204 232 -12 49 48

4, 68 4,249 +7 ...... ...... 53 6 ...... .....

439 462 - 5 35 214 228 -6 48 49
80a 770 +4 25 24 378 383 44 37 37
810 769 +5 24 25 318' 304 + 40

2,50 2,247 +12 9 9 40 387 +11 34 38

2,075 1,863 +11 ............ 47 496 +10 ...........

324
234
151
19

192
287
247
82

208
203I
160
833
183
208
2173

+9 38
+18 42

+1 48
+5 30
+5 48

18 41
112 49

48
31
48
43
41
49

601
478
M4

822
456
897
478
812

581
419
844
660
434
812
417

+7
+13

+38

14 12
26 29
9 7

21 20
28 26
7 19

20 31
$1 4
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The national income, a marketing guido-State-by-State breakdown sheow where,
the income went on a State and per capita' basis it 1937 and 1088-Con.

Income (000,000 omitted) Per-capita inoome

States by regional groups Rank Rank13 Percent- 13713Peet______
1937 IOU change - - 1937 1933 change

1937 1936 1937 1938

Pacific ......................... $5,816 $5,629 +3 ...... $658 $546 +2 ............

Washington ............... 904 859 +5 20 20 &45 523 +4 19 18
Oron................... 496 477 +4 33 33 483 469 +3 24 24
California ............... 4,416 4.292 +3 4 4 718 708 1 0

United States ................ 67,534 63,984 +6 1 ............ 52-2 498 +5. .......

Data: National Industrial Conference Board; U. S. Bureau of the Census.

Mr. MASiH. I wish to also file a map, but I do not believe you call
reproduce that map [indicating].

The CHAIRMAN. No; we cannot do that.
Mr. MARSH. Then I will keep it, because it is very significant,

although it is only on one page.
The CIHAIMAN. All right.
Mr. MARSI. I thank you for your courtesy; may God have mercy

on you if you do not follow as to our recommendations.
The CHAIRMAN. I hope God will have mercy on us anyhow.
Mr. MARSH. I am not sure you are entitled to it.
The CHAIRMAN. Mr. Burnett, State commissioner of the Depart-

ment of Alcoholic Beverage Control of the State of New Jersey. I
understand you cannot be here Monday?

STATEMENT OF D. FREDERICK BURNETT, NEWARK, N. J., COM-
MISSIONER OF THE DEPARTMENT OF ALCOHOLIC BEVERAGE
CONTROL OF THE STATE OF NEW JERSEY

Mr. BURNmn. No sir.
The CHAIRMAN. *e are going to take up this liquor question then.

Can you just give us now your ideas briefly ?
Mr. BURNETr. Yes.
The CHAIRMAN. And then give us a brief on your ideas of the thing?
Mr. BuRNrr. Senator, I am looldng at this thing through your

eyes. I represent no interests at all except the State. My duty, like
yours, is to raise revenue, and to keep the liquor industry under
control.

I want to mention briefly a few figures only for the sake of driving
home a point.

Senator BRowN. Tell me, are you in substantially the same position
as we are in Michigan?

Mr. BTJIINE. No. You are under a different system.
Senator BRow:N. We are under a different system?
Mr. BURNEIT. We are under the licensing system.
Senator BRowN. You do not handle retai s
Mr. BuNmrrr. Most of the States are following the licensing system.
Senator BROWN. I see.
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Mr.* ButNx-r. I am only speaking now from the standpoint of rais-inj revenue.

think by an increase of the tax you will defeat your own purpose
and I want to show you why.

The cost of alcohol to produce, according to the Fleishman Co. of
New York is 182 cents per gallon; that is 20 cents per gallon. The
Federal tax on that is $2 a gallon. The State of New Jersey adds a
tax of $1 a gallon. The result is you have a $3 tax on a 20.cent article.
That is 1 500-percent tax on the cost of production. If you add an
additional 25-cent tax you are really adding all additional 125-per-
.cent tax on the cost of production, which will make it 1,625 percent.
In those figures are the reason we have bootlegging, because when
you add to $3.20, which is your cost of production plus your present
tax, $1.27 for the manufacturers, let us say, the distillers', wholesalers',
and retailers' profit, you get us to $4.47 of cost as the minimum cost
of legitimate alcohol, whereas the bootlegger will sell you all you want
at a figure which will vary from $1.40 to $2.50 a gallon.

The CHAIRMAN. Do you have much bootlegging in New Jersey?
Mr. BuRNL-'Tr. A tremendous amount, sir, despite our efforts.
To talk about bootlegging being out of the picture is not true.

Of course, substantial progress has been made. I am afraid this
bill is not only going to lose revenue but create a social disturbance,
and this is the reason, because of the inordinate profit which is to
be made by bootlegging. If all that we had to do was to deal with
the criminal class it would not be difficult, but it is as to people that
sell and the places where they sell. Time and again they go to a
State licensee to whom they can sell and refill bottles over and over
again with the same label. That retailer can sell so much cheaper
with the refills with illicit liquor than he can on the legitimate that,
of course, he will do it on the illicit liquor, which escapes taxation
-entirely.

Now, through strict enforcement we have driven up the revenue
in Neow Jersey from $4,000,000 the first year until by successive
steps the State revenue alone on that $1 a gallon is $9,00,000 in the
calendar year just closed. That meant $18,000,000 for the Federal.
You are dealing with a tax. You are putting a tax on from the
Federal angle. and most every one of the States also taxes the same
commodity. If the Federal Government increases its tax, then by
the same token the States may increase their tax, and the result of
it is you have got more and more of a dangling prize for the boot-
legger to manufacture and more and more of a temptation for the
retailer.

Perhaps you may think the retailer will shoulder the added impost.
The point of it'is the tax is not such that it is permissible on a

•25-cent drink to bring it do 'iY into the charge for a drink, and it is so
small that 1 cent a drink would absorb the whole cost; but you could
not put out a cocktail or a drink of State liquor for 26 cents as
against 25. nor could you put out a 42-cent drink of bonded liquor
as against 40 cents. It'usually goes up in nickels.

Now, we have a national conference of State liquor administrators,
and in that conference there are some 15 or 18 States. I knew
nothing about this until the House passed the bill, and thereupon
we polled the members of the different States, and I find that Rhode
Island is in favor of the increase in tax. Vermont is uninterested.
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But the following States are all opposed to it-and I am speaking
for those States as well as the State of New Jersey, to wit: Cali-
fornia Alabama, Mississippi, Minnesota, New Jersey, Texas, and
West Virginia. The reason why Rhode Island is against it is be-
cause they say by raising the tax it -will be a temperance measure.
That is simply fooling themselves, because when the legitimate licen-
see cannot sell, the result is you are going to have tie speak-easy.
That brings all the evils of prohibition back. You say, "What is the
difference between the speak-easy and the Icens saloon?" All the
difference in the world.

If I want to go into a licensed establishment today, and I see
a closet, I say, "Open it up." And they have to. That is the law.
That is the condition under which they get their privilege. But
into a speak-easy I cannot go today, and I have to get down on my
hands and knees before some justice of the peace and petition him
for a writ or a search warrant to accomplish my purpose; I have
to get down on my hands and knees until I get housemaid's knee
until such time as he can telephone and tip them off as to the speak-
easy. That is the trouble prohibition was up against.

Now, your Federal law today, even under ( ir Constitution, there
is no way the Federal people can supervise those retail outlets. They
have no authority to go and take a speak-easy as long as they pay
the tax. The whole jurisdiction of the Federal law is based upon
interstate commerce and taxation, and consequently the Federal people
cannot touch that. The result of it is that you simply drive out of
the legitimate business the licensees into the speak-easy, which is sim-
ply going to have the whole trouble of prohibition over again, and the
result is you will have less revenue.

Consequently, I advise to strike that and that you do not increase
it. Some day I would like to see you decrease that tax. I am not
sure that the time has yet arrived to decrease it.

The State of New Jersey memorialized Congress 2 years ago to
reduce and promised Congress if they reduced the tax that the State
of New Jersey would follow suit and reduce at least that revenue.

Senator BULKLEY. Can we interpret this statement in favor of an
argument to reduce the tax?

Mr. BURNEr. Yes, sir. I believe strongly in reducing the tax.
Senator BvLKrIM. Can we get more revenue by reducing the tax?
Mr. BUIRNMT. I believe you can get increased revenue.
Senator BULrMY. What would be your suggestion?
Mr. BURNETr. Take away the temptation to bootleg liquor.
Senator BuLwx-i. I understand. But I want to know how far

would you go.
Mr. BURNm, r. It would take a statistician to answer that, but I am

in favor of it.
Senator BULIAY. You do think that the tax ought to be reduced f
Mr. BuRN.rrr. Yes, sir. I believe you would get more revenue, sir.
The CHAIRMAN. Thank you very mitch.
There are two gentlemen here who say that they want to leave. One

is Mr. Glass and one is Mr. Hall, who say they cannot be here Mon-
day, and I understand they only want 5 minutes each. Is that right,
gentlemen? And you wish to put your brief in the record?
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All right Mr. Glass. And when we get through with these two
gentlemen the committee will adjourn until 9:30Monday morning,
and those witnesses who are on the calendar today will be heard Mon-
day morning.

STATEMENT OF I. R. GLASS, TANNERS' COUNCIL OF AMERICA

Mr. GrAss. My name is I. R. Glass, and I represent the Tanners'
Council of America. I shall only take a few minutes of your time,
gentlemen.

Senator CONNALLY. Go ahead.
Mr. GrAss. As the economist for the Tanners' Council of America

the national trade association of the leather industry, I am concerned
here with primarily one aspect of the present and proposed revenue
laws. That is, the inequity of the present required regulations for
the determination of taxable income.

If tanners were required to pay income tax upon earned and real-
ized income, I should have nothing to say upon this score. The fact
is, however, that tanners may be, and frequently are, required to pay
tax upon income which is not realized, upon income which in the
vernacular of the trade is called "paper profits." That situation
arises from two factors. In the first place, there are certain charact-
eristics of the tanning industry, and several others similarly situated,
which distinguish them from the majority of manufacturing indus-tries.

In the tanning industry, the processing period is extremely long.
It takes many months to produce leather; in some cases the finished
leather cannot be removed from the final stage of the process before
8 or 9 months. In the second place, tanning is an industry which
requires a constant inventory of raw and in process material. The
industry cannot exist without such an inventory which is its stock
in trade just as much as vats, drums and other physical equipment.
In short., inventories may be likened to fixed assets comparable to
plant, buildings, or other assets. The importance of inventories in
the tanning of leather may be gathered from the fact that the inven-
tory maintained ranges up to 60 or 70 percent of total assets at all
times.

The other factor which produces the inequitable condition I refer
to is the present regulations of the Bureau of Internal Revenue for
the determination of taxable income. These regulations may apply
and may be proper for many manufacturing industries. They are
not proper and not correct for the tanning industry and for other
industries in which inventories play such all important role and
where turnover may be extremely slow. Present regulations for de-
termining taxable income actually distort and present. an incorrect
picture in the tanning industry.

May I offer a simple illustration I Let us assume a tanner begins
his fiscal year with ui inventory consisting of one hide valued at $1.
He cannot do without the hide as the minimum inventory essential to
his business. He cannot dispose of that quantity, for if he does
dispose of it, without immediately replacing it by an equivalent
quantity, lie must go out of business. It would mean an interruption
of the processing period, and sooner or later the tanner would have
no leather to sell. Consequently, lie is bound to maintain that mini-
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mum inventory, just as any other manufacturer must maintain
machinery and other fixed assets. To carry the illustration further,
let us assume the price of hides advanced during the year. At the
end of the fiscal year the tanner may have a hide worth $2 instead of
$1 as at the beginning of the year. According to the regulations of
the Bureau of Internal Revenue, the tanner must include in his tax-
able income a fictitious paper profit of $1, a profit which the tanner
can never realize because he must maintain the same physical in-
ventory with which he began the year. In this analogy the paper
profit would be the appreciation in value of the single hide with
which he started the fiscal year. At the end of the year the tanner
finds, and this was the case in 1935 and 1936, that a very great pro-
portion of his income represents book profits that lie can neither
distribute nor pay taxes with. Such profits must disappear when
the market declines and the banks would be very loathe indeed to
loan money on profits which might be dissipated as soon as prices
turn downward. That happened in 1937. The paper profits of the
preceding year were offset by the inventory losses which occurred
then.

This whole matter has been, I think, presented to your committee
very thoroughly by other witnesses, and I merely want to stress one
phase of the question.

In the tanning industry the only criterion of true income is, we
maintain, determined by applying latest or replacement costs to cur-
rent sales. Tanners always do business on today's market. They
sell leather and buy hides on a day-by-day market. If a piece of
leather sells at 20 cents, they must buy hides to cover sales at an
adequate price. They are in business to obtain a converting profit,
which can only be obtained by what the trade terms "replacement
prices." Such prices represent the tanners' latest or replacement
costs, and these are the only adequate measure of realized or realiz-
able income.

Senator CONNALLY. Could not this be rectified by a modification of
the regulation, or do you think it would take an act?

Mr. GLASS. It could sir
May I state, to ampify, that in 1936 it was brought to the atten-

tion of your committee.
Senator CONNALLY. I recall we had it up in the last tax.
Mr. GLAss. It was brought before your committee, and your com-

mittee recognized the logic of the situation. The committee recom-
mended that the matter be taken up with the Commissioner for possi-
ble modification of the regulations. We have interviewed various
officials in the Bureau and in the Department, and it is my opinion
that they have not been able to offer any cogent objections to the
remedy which we wish to propose. And the matter, I believe, has
also been discussed with Mr. Parker, and I think lie recognizes the
seriousness of file problem as well as the cogency of the solution that
is proposed.

Senator CONNALLY. Have you got a brief to file?
Mr. GLASS. I should like to file one.
Senator CONNALLY. All right. You may do so.
We will now hear Mr. Hal1.
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STATEMENT OF IOHN S. HALL

Mr. ][ALL. My name is John S. Hall. I am the general counsel
and represent the Flavoring Extract Manufacturers' Association of
the United States, the National Association of Manufacturers of Fruit
and Flavoring Syrups, and the National Mafnufacturers of Soda
Water Flavors.

The Flavoring Extract Manufacturers' Association of the United
States is coml)osed of practically all of the large manufacturers of
flavoring extracts and/or flavors producing insoluble extracts and/or
flavors as (list inguished from the soluble extracts; these products are
used mostly for culinary purposes, for flavoring cakes, custards, and
ordinary flavoring purposes in the home.

The National Association of Malnufacturers of Fruit and Flavor-
ing Syrups is an association whose members supply soda fountains
as distinguished from the bottling trade, with soluble soda-foun-
tain extracts and/or flavors, finished or fountain sirups, and crushed
fruits. Said products are used for further manufacturing purposes
by the dairy, ice-cream, confectionery, soda-fountain, and still-
beverarre industries.

The'Rational Manufacturers of Soda Water Flavors is an associa-
tion whose members likewise produce soluble extracts and/or flavors
for the bottling industry. These products are used for further inanu-
facturing by tlie carbonated beverage industry.

The coniined activities of the membership of said associations
cover practically the whole field of flavoring extracts outside of
medicinal extracts and are used for culinary and further manufac-
turing purposes.

The flavoring products industry uses approximately 5,000,000
gallons of alcohol in the uhanufacture of vanilla, lemon, almond,
orange, and some 20 to 30 other flavors, all of which are used entirely
to flavor food products such as bakery goods, confectionery, ice
cream, and nonalcoholic beverages.

The Food and Drugs Administration in the enforcement of the
Federal Food and Drug Act of 1906 has promulgated regulations
recognizing two separate and distinct classifications of flavoring
products: (1) Extracts (which implies an alcoholic product), and
(2) nonalcoholic flavoring products (which implies that the vehicle
'or holding the flavor in suspension is not alcoholic but such products

must contain the same percentage of flavoring ingredients as are
required for extracts).

The average vanilla extract contains approximately 35 percent
alcohol. The citrus group-that is orange and lemon--contains ap-
proximately 90 percent a fcohol. Therefore, it will be readily appre-
ciated that alcohol is the biggest item of cost in raw materials used
in the manufacture of extracts. The increase in tax from $2 to
$2.25 represents an increase in costs of 47 cents a wine-gallon.
The approximate market value of alcohol in bond is 40 cents a wine-
gallon. The tax on a wine-gallon of alcohol under the increased
tax is approximately 4.271/2 cents, which represents a tax of 101/2
times the value of this most important raw ingredient entering into
the manufacture of these common household necessities.

Pure vanilla extract for culinary purposes is sold, in grocery
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stores, generally in 2-ounce bottles and 1.ounce bottles, at 10 cents an
ounce bottle, 2 ounces for 19 cents, and so forth. There is no way
that the manufacturer can pass this added tax on to the consumer.
Likewise, the same principle exists in reference to lemon and orange
extracts.

In reference to members of our industry selling their products for
further manufacturing purposes-that is bulk flavoring extracts--
there is tho possibility that the additional costs can be passed along
unless written contracts have been entered into in which case the
manufacturer will be forced to absorb the tax. The increase in cost
of any commodity results in curtailment of its use.

Now then, I desire to call your attention to the severest compe-
tition that pure-extract manufacturers are confronted with; that is,
competition coming from nonalcoholic flavoring manufacturers who
produce inferior flavors which are sold on price and price alone.
Nonalcoholic flavors are usually prepared by small manufacturers
who have no machinery or equipment, no invested capital. They are
sometimes produced in unsanitary surroundings and usually sold
locally and generally by house-to-house canvassers. Little, if any,
alcohol is used in making them, as they are usually synthetics dis-
solved in water and glycerin. Every gallon of these products sold
displaces the sale of pure products containing alcohol, with corre-
sponding loss in income to the Government. As this competition is
based solely on price, it has had a startling increase during the past
few years.

Since the repeal of the National Prohibition Act practically all of
the States have passed drastic liquor-control laws. Some States re-
quire payment of a gallonage tax on distilled spirits intended for
beverage and nonbeverage purposes. Others require payment of an
annual license fee. I do not believe in the event a differential is made
in the tax on the use of distilled spirits for beverage and nonbeverage
purposes, any diversion would take place. The penalties as are now
provided for under the revenue act estop such possibilities.

I do not believe that Congress, in the consideration of revenue
measures or regulatory control over the manufacture and sale of
distilled spirits, ever intended to burden interested industries with dis-
criminatory taxes which in substance prohibit the use of certain raw
materials in finished products universally used and consumed by the
housewife or intended for further mann facturing purposes. It is
my opinion that policies such as are invoked by otier countries to
encourage the use of raw materials grown and developed within said
.cotintry likewise ought to be adopted here, particularly by our legis-
lative bodies.

In conclusion, in behalf of the associations I represent, it is recom-
mended that H. R. 9682 (the Revenue Act of 1938), section 712, "Tax
on distilled spirits," subparagraph (e), page 308, lines 1 to 4, inclu.
sive, be amendd to read as follows:

(e) The amendments made by this section shall not apply to brandy "or to
ethyl alcohol used in flavoring extracts," and the rates of tax applicable to
such brandy "or to ethyl alcohol used in flavoring extracts" shall be the rates
applicable without regard to such amendments.

Senator CONNALLY. As to your flavoring extracts, you had a large
business during prohibition?
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Mr. HALL. No. We were all legitimate, Senator.
Senator CONNALLY. I know; but you sold them, and if a fellow

bought them afterward you could not regulate what he did, and did
not theydrink up a lot of flavoring extracts during prohibition?

Mr. HALL I have been down here at hearings where that was
claimed that that was done, Senator, but I have never seen it done
and don't believe it.

Senator CONNALLY. Has your business fallen off or increased
since prohibition?

Mr. HALL. No. It is still about the same. We are still using about
5,000,000 or 6,000,000 gallons of ethyl alcohol in the flavoring-
products industry.

Senator CONNALLY. All right, sir. Have you a statement you want
to file in addition?

Mr. HALL Yes; I will prepare such a statement and file it.
Senator CONNALLY. All right, sir. We will be very glad to have it.

I desire to place in the record a brief submitted by Dr. Cloyd Heck
Marvin, president of George Washington Universitv, on behalf of
the special committee of the American Council on Education.

STAIMLNT SUBMITTED TO THE SENATE COMMIT ON FINANCE AND THE HOUSE COM.
MWIEE ON WAYS AND MEANS BY TH11 SPECIAL COMMITTEE OF THE AMMIOAN

COUNCIL ON EDUCATION

This-memorandum is submitted on behalf of a large group of educational alid
charitable Institutions, comprising most of the privately administered colleges,
universities, hospitals, and libraries of this country. A list of tie institutions on
whose behalf this statement Is made Is filed with It (appendix A). These Insti-
tutions, dedicated to the service of mankind and not engaged directly or In-
directly in carrying on their activities for profit, understand the necessity of the
administration's program for the development of public revenue. The purpose
of this memorandum is not In any respect to place these Institutions In opposition
to the objects of the revenue bill, but to point out as earnestly as possible to the
committee that the exception for which the privately administered public insti-
tutions are asking has the support not only of the historic conception of public
policy but will help maintain the system of public education which has been
serving this Nation, and thus relieve the Federal Government from carrying an
additional burden.

We need not mention to your body that privately administered and publicly
administered Institutions of higher learning have been considered a part of our
public-school system. This is attested to by the fact that for many centuries
it has been believed that public policy was best served by exempting from
general levies Institutions which were engaged exclusively In religious, educa-
tional, and charitable activities, In order that they might be better enabled to
pursue their humanitarian purposes. From a broad point of view, they have
always been regarded as arms of government. In the lost analysis the problem
has always been one, and always must be one, of evaluating social methods
for Insofar as Government activity diminishes the resources of educational and
charitable organizations, it diminishes their capacity for service to their several
communities and Increases the burdens which must fall'upon the Government.
. This was never more true than at the present time. With the readjustment

of the Government's financial program, there have been many Items which
have affected directly and indirectly the support of such institutions.

As a part of the provision in section 23, subdivision (q) of H. R. 9682 which
is the subject of this statement, the report of the subcommittee on taxation to
the Ways and Means Committee of the House of Representatives says: "If a
charitable contribution is made In property rather than In money, the donor is
permitted to deduct the present value of the property from his gross Income,
and Is not limited to the cost of the property to him. It is, therefore, to the
donor's advantage to make contributions in securities or other kinds of property,
which have appreciated In value, since In this way he avoids the tax upon
the unrealized capital gains. There is no gain to the charity In this procedure.
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It is, therefore, recommended (recommendation No. 37) that in the case of
contributions in kind, allowance of the deduction should be limited to the basis
of the property in the hands of the donor or the air market value of the
property at the time of the contribution or gift, whichever is the lower."

The statement, "There is no gain to the charity in this procedure", that is to
say in permitting the deduction of the present value of the property from the
donor's gross income, is certainly misleading. If the donor's deduction is
limited to the adjusted basis of the property in his hands as the fair market
value, "Whichever is the lower", then obviously there is withdrawn a major
incentive to make the contemplated gift or contribution.

As has been said above, gifts are needed by the institutions presenting this
petition to meet public demands. The following table shows the progressive
decrease in gifts to privately administered public educational institutions of
higher learning since 1925, and, we repeat, at a time when in the last few years
their income from other sources has been substantially reduced and their need
of gifts correspondingly increased:

1925-26 ------------------------------------------------------- $70,119,672
1027-28 ----------------------------------------------- 46,812,052
19z9-30 ----------------------------------------------- 59,235,086
1931-32 ----------------------------------------------- 42,430,662
1334-34 ----------------------------------------------- 22, M.8, 099
1935-3 ----------------------------------------------- 33,538,827
1936-37 ------------------------------------------------- (1)
1 Not yet available, but a partial cheek-up indicates that the figure will be'substantially

lower than for 1935-.26.
It need not be presented to your honorable body that there never was a time

when the need for educational institutions, for hospitals, for medical research,
or for the care of the destitute was greater than today. To meet these needs
privately administered public institutions must look to investments which have
shrunk and to contributors whose contracted incomes make them less able than
ever before to respond to the appeals which are made to them. Hence, to have
the lines more closely drawn at this time, it seems to us, will work a great
hardship upon the institutions, and hence be detrimental to them by discouraging
gifts which they might have a reasonable right to expect to continue.

As has been mentioned above, there is a great need for the development of
educational facilities, in order to prepare the youth of our land for leadership in
citizenship and government, for leadership in the professional services, for lead-
ership in the arts, for leadership In engineering and mechanics, as well as the
applied arts, but. above all, for the leavening of life itself.

The United States Government has frankly recognized this need and sup-
ported land-grant colleges, vocational education, professional training of those
of its members in service, Howard University, and adult education. The most
recent figures available (Office of Education 1935-36) show it to have contrib-
uted $43,233,704 to such education. This is the equivalent of a return on an
endowment of more than a billion dollars. It seems to our membership that
even if Congress should continue to encourage contributions in property to
privately administered public institutions 1)y retaining the present rule with
regard to their valuation for purposes of deduction from gross income, it would"
not result in a gain to such institutions that would be at all commensurate
with the above-mentioned figure that is now being spent by the Government
and which would have to be augmented considerably if the privately admin-
istered institutions were not able to function in an effective manner because of
lack of resources.

We would have you know that, as institutions, we are trying to readjust our
programs as rapidly as possible to meet the financial conditions that confront
us. We are asking at this time for consideration to the end that we may have
the opportunity of making the adjustment without harming or destroying an
important arm of bur great system of public education.

It is respectfully submitted, therefore, that the last sentence of section 23 (o),
Immediately preceding the parenthetical reference to section 120 of the House
bill, be eliminated, and that the last paragraph of Section 23 (q) of the House
bill should likewise be eliminated, and the provisions of the present act, as con-
talned in section 23 (o) and section 23 (q) of the Revenue Act of 1930, should
be carried forward in tile proposed revenue bill of 1938.

It is believed that the continuation of the present law as set forth in the
Revenue Act of 1936 would require no change in section 113, relative to the
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adjusted basis of property. However, a change may be necessary in section
102 (c) (B) of the proposed bill, and similar changes may be necessary in
section 830 (a) (2) of the supplement P. Also, slight change may be necessary
in title lB.

Respectfully submitted.
CLOYD 11. MARVIN,

Chairman of the Committee.

APPENDIX A

MEMBERS OF THE COUNCJ--CONSTITUENT MEMBERS AND THIER DELEGATES, 1937-38

American Association of Colleges of Pharmacy: W. Paul Briggs, George Wash-
ington University, Washington, D. C.; Rufus A. Lyman, University of Ne-
braska, Lincoln, Nebr.; Wortley F. Rudd, Medical College of Virginia, Rich-
mond, Va.

American Association of Collegiate Schools of Business: S. J. Coon, University
of Washington, Seattle, Wash.; R. C. McCrea, Columbia University, New York
City; Frank T. Stockton, University of Kansas, Lawrence, Kans.

American Association of Dental Schools: 1H. M. Semans, Ohio State University,
Columbus, Ohio; Gerald D. Timmons, Indiana University School of Dentistry,
Indianapolis, Ind.; Charles R. Turner, University of Pennsylvania, Philadel-
phia, Pa.

American Association of Junior Colleges: Doak S. Campbell, George Peabody
College for Teachers, Nashville, Tenn.; Katharine M. Denworth, Bradford
Junior College, Bradford, Mass.; Nicholas Ricciardi, San Bernardino Valley
Junior College, San Bernardino, Calif.

American Association of School Administrators: Frank W. Ballot, superintend-
ent of schools, Washington, D. C.; S. D. Shankhead, 1201 Sixteenth Street
NW., Washington, D. C.; D. B. Weglein, superintendent of schools, Balti-
more, Md.

American Association of Teachers Colleges: E. C. Higbie, Wilson Teachers Col-
lege, Washington, D. C.; W. P. Morgan, Western Illinois State Teachers Col-
lege, Macomb, Ill.; M1. B. Townsend, president, State Normal School,
Newark, N. J.

American Association of University Professors: W. W. Cook, Northwestern Uni-
versity Law School, Chicago, 11; R. . Ilimstead, 744 Jackson Place NW.,
Washington, D. C.

American Association of University Women: Mrs. R. E. lHeineman, 311 State
Building, Los Angeles, Calif.; Kathryn Mellale, 1634 1 Street NW., Washing-
ton, D. C.; Margaret Morriss, Pembroke College, Providence, R. I.

American Jesuit Educational Association: William J. McGucken, S. J., St. Louis
University, St. Louis, Mo.; Daniel M. O'Connell, S. J., Loyola University,
Chicago, Ill.; Edward B. Rooney, S. J., 55 East Eighty-fourth Street, New
York City.

American Library Association: George F. Bowerman, Public Library, Washing-
ton, D. C.; Joseph L. Wheeler, Enoch Pratt Free Library, Baltimore, Md.;
Louis R. Wilson, Graduate Library School, University of Chicago, Chicago, I11.

Association of American Colleges: Samuel P. Capen, University of Buffalo, Buf-
falo, N. Y.; F. P. Graham, University of North Carolina, Chapel 1illl, N. C.;
Gilbert W. Mead, Washington College, Chestertown, Md.

Association of American Medical Colleges: Samuel P. Capen, University of Buf-
falo, Buffalo, N. Y.; Ross V. Patterson, 2126 Spruce Street, Philadelphia, Pa.;
Fred C. Zapffe, 5 South Wabash Avenue, Chicago, 111.

Association of Collegiate Schools of Nursing: Sister M. Olivia Gowan, Catholic
University of America, Washington, D. C.; Marion G. Howell, Western Reserve
University School of Nursing, Cleveland, Ohio; Isabel M. Stewart, Teachers
College, Columbia University, New York City.

Association of Land-Grant Colleges and Universities: 0. M. Leland, University
of Minnesota, Minneapolis, Minm.; J. M. Smith, Louisiana State University,
Raton Rouge, La.; A. C. Willard, University of Illinois, Urbana, I11.

Association of Urban Universities: Charles J. Deane, S. J., Fordham Te.P1er-
sity, New Yorlk City; Roscoe M. Ihrig, Carnegie Institute of Technology,
Pittsburgh, Pa.; Guy E. Snavely, 19 West Forty-fourth Street, New York
City.
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Council on Medical Education and Hospitals of the American Medical Associa-
tion: W. D. Cutter, 535 North Dearborn Street, Chicago, Ill.; Reginald Fitt,
721 Huntington Avenue, Boston, Mass.; Merritte W. Ireland, 1870 Wyoming
Avenue, Washington, D. C.

Council of Section of Legal Education and Admissions to the Bar of the Amer-
ican Bar Association: Alexander B. Andrews, 239 Fayetteville Street, Raleigh,
N. C.; James Grafton Rogers, Yale University, New Haven, Conn.; Will Sha-
froth, 1140 North Dearborn Street, Chicago, I1.

Dental Educational Council of America: Henry L. Banzhaf, 1217 West Wisconsin
Avenue, Milwaukee Wis.; William H. G. Logan, 55 East Washington, Street,
Chicago, Ill.; Albert L. Midgley, 1108 Union Trust Building, Providence, R. I.

Department of Secondary School Principals, National Education Association:
H. V. Church, 5835 Kimbark Avenue, Chicago, Ill.; Harrison C. Lyseth, State
supervisor of secondary education, Augusta, Maine; Willard N. Van Slyck,
principal, high school, Topeka, Kans.

Institute of International Education: Stephen P. Duggan, 2 West Forty-fifth
Street, New York City; Edgar J. Fisher, 2 West forty-fifth Street, New York
City; William F. Russell, Teachers College, ColumbYv University, New York
City.

National Association of Colleges and Departments of Eeueation: (Delegates not
yet appointed.) Dean 0. N. Kefauver, Stanford Uni' ersity, secretary.

Middle States Association of Colleges and Secondary Schools: H. G. Doyle,
George Washington University, Washington, D. C.; D. A. Robertson, Goucher
College, Baltimore, Md.; J. I. Tyson, Upper Darby High School, Upper Darby,
Pa.

National Association of State Universities: W. B. Bizzell, University of Okla-
homa, Norman, Okla.; F. P. Graham, University of North Carolina, Chapel
Hill, N. C.; Herman 0. James, Ohio University, Athens, Ohio.

National Catholic Educational Association: George Johnson, 1312 Massachusetts
Avenue NW., Washington, D. C.; P. J. McCormick, Catholic University of
America, Washington, D. C.; Francis L. Meade, C. M., Niagara University,
Niagara, N. Y.

National Education Association: Sidney B. Hall, state superintendent of public
instruction, Richmond, Va.: Joseph H. Saunders, superintendent of schools,
Newport News, Va.; George D. Strayer, Teachers College, Columbia Univer-
sity, New York City.

National University Extension Association: F. 0. Holt, University of Wisconsin,
Madison, Wis.; D..Walter Morton, Syracuse University, Syracuse, N. Y.

F. W. Shockley, University of Pittsburgh, Pittsburgh, Pa.
North Central Association of Colleges and Secondary Schools: G. H. Reavis,

State department of education, Columbus, Ohio; A. M. Schnitalla, S. J., St.
Louis University, St. Louis, Mo.; G. A. Works, University of Chicago, Chi-
cago, Ill.

Phi Delta Kappa: Paul M. Cook, 1180 East Sixty-third Street, Chicago, Ill.; N. L.
Engelhardt, Teachers College, Columbia University, New York City; W. W.
Patty, Indiana University, Bloomington, Ind.

Progressive Education Association: W. Carson Ryan, Jr., Carnegie Foundation
for the Advancement of Tenchlinrg, 522 Fifth Avenue, New York City; Eugene
R. Smith, Beaver County Day School, Chestnut Hill, Mass.; Laura Zirbes, Ohio
State University, Columbus, Ohio.

Society for the Promotion of Engineering Education: F. L. Bishop, University of
Pittsburgh, Pittsburgh, Pa.; Henry S. Jacoby, 3000 Tilden Street, Washington,
D. C.; W. E. Wickenden, Case School of Applied Science, Cleveland, Ohio.

Southern Association of Colleges and Secondary Schools: K. J. Hoke, College of
William and Mary, Williamsburg, Va.: Shelton Phelps, Winthrop College, Rock
Hill, S. C.; Guy E. Snavely, 19 West Forty-fourth Street, New York City.

(27) ASSOCIATE MIMUER

American Alumni Council.
American Association for the Advancement of Science.
American Association of Collegiate Registrars.
American Camping Association.
American Council of Learned Societies.
American Historical Association.
American Physical Education Association.
Commission on Relief of Belgium Educational Foundation.
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Delphian Society.
Modern Language Association of America.
National Advisory Council on Radio In Education.
National Association of Deans and Advisers of Men.
National Association of Deans of Women.
National Congress of Parents and Teachers.
National Council of Business Education.
National Council on Parent Education.
National Council of Teachers of English.
National League of Nursing Education.
National Research Council.
National Society of College Teachers of Education.
National Vocational Guidance Association.
Pennsylvania Board of Presidents.
Presbyterian Board of Christian Education.
United Chapters of Phi Beta Kappa.
Western Personnel Service.

NEW ASSOCIATE MUEMlan.

American College Personnel Association Girl Scouts, Inc.
Change of name: National Council of Y. M. C. A.

(301) INSTITUTIONAL MEMB.tn, UNIVM21SITIM AND ()IXIES

Alabama: Alabama College, Montevallo; University of Alaban, University;
Birmingham-Southern College, Birmingham; Hluntingdon College, Montgomery;
Tuskegee Normal and Industrial Institute, Tuskegee.

Arizona: University of Arizona, Tucson.
Arkansas: Arkansas State College, Jonesboro; Iendrix College. Conway.
California: Claremont Colleges, Claremont: University of California,, Berkeley;

College of the Pacific, Stockton; Dominican College, San Rafael; Fresno State
College, Fresno; Immaculate Heart College, Hollywood; Loyola University,
Los Angeles; Mills College, Oakland; University of Redlands, Rledlands; San
Francisco College for Women, San Francisco; University of San Francisco,
San Francisco; University of Southern California, Los Angeles; Stanford
University, Stanford University.

Colorado: Colorado College, Colorado Springs; Colorado State College of Edu
cation, Greeley; University of Denver, Denver.

Connecticut: Albertus Magnus College, New Haven; Connecticut College for
Women, New London; Junior College of Connecticut, Bridgeport; Connecticut
State College, Storrs; Wesleyan University, Middletown; Yale University,
New H9aven.

Delaware: Tower Hill School, Wilmington; University of Delaware, Newark.
District of Columbia: American University, Washington; Catholic University

of America, Washington; George Washington University, Washington;
Georgetown University, Washington; Howard University, Washington; Miner
Teachers College, Washington; Southern Education Foundation, Inc., Wash.
ington; Trinity College, Washington; Wilson Teachers College, Washington.

Florida: Florida Agricultural and Mechanical College, Tallahassee; Florida
State College for Women, Talahassee; University of Florida; Gainesville;
John 1B. Stetson University, De Land; Rollins College, Winter Park.

Georgia: Agnes Scott College, Decatur; Emory University, Emory University;
Georgia School of Technology, Atlanta; Georgia State College for Women,
Milledgoville; University of Georgia, Athens; Mercer University, Macon;
Shorter College, Rome.

Hawaii: University of Hawaii, Honolulu.
Illinois: Armour Institute of Technology, Chicago; Augustana College and

Theological Seminary, Rock Island; Carthage College, Carthage; Central
Y. M. C. A. College, Chicago; University of Chicago, Chicago; Chicago Mu-
sical College, Chicago: Monticello College, Godfrey; DePaul University,
Chicago; Elmhurst College, Elmhurst; Francis W. Parker School, Chicago;
University of Illinois, Urbana; Knox College, Galesburg; Lake Forest Col-
lege, Lake FOrest; Liewls Institute, Chicago; Loyola University, Chicago;
Northwestern University, Evanston; The Principla, Elsah; Rockford Col.
lege, Rockiord; Rosary College, River Forest; St. Francis Xavier College forWomen, Cl.cago; Wheaton College, Wheaton.
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Indiana: Ball State Teachers College, Muncie; DePauw University, Greencastle;
Franklin College of Indiana, Franklin; Indiana State Teachers College, Terre
Haute; Indiana University, Bloomington; University of Notre Dame, Notre
Dame; Purdue University, Lafayette; Rose Polytechnic Institute, Terre
Haute; St. Mary's College, Notre Dame; St. Mary-of-the-Woods College, St.
Mary-of-the-Woods.

Iowa: Coe College, Cedar Rapids; Drake University, Des Moines; Grinnell Col-
lege, Grinnell; Iowa State College of Agriculture and Mechanical Arts, Ames;
Iowa State Teachers College, Cedar Falls; State University of Iowa, Iowa
City; Luther College, Decorah; Ottumwa Heights College, Ottumwa.

Kansas: Kansas State Teachers College, Pittsburg; St. Mary College, Leaven.
worth; Southwestern College, Winfleld.

Kentucky: Kentucky State Teachers College, Western Bowling Green; Uni-
versity of Kentucky, Lexington; University of Louisville, Louisville.

Louisiana: Louisiana State University, Baton Rouge; Southwestern Louisiana
Institute, Lafayette; Tulane University, New Oricans.

Maine: Bowdoin College, Brunswick; Colby College, Waterville; Maine, Uni-
versity of Otono.

Maryland: Georgetown Preparatory School, Garrett Park; Goucher College,
Baltimore; Hood College, Frederick; Johns Hopkins University, Baltimore;
Maryland State Teachers College, Towson; University of Maryland, College
Park; Mount St. Mary's College, Emmitsburg; College of Notre Dame of
Maryland, Baltimore; St. Joseph's College, Emmitsburg; Washington Col-
lege, Chestertown; Western Maryland College, Westminster.

Massachusetts: Beaver Country Day School, Chestnut 11111; Boston College,
Chestnut Hill; Boston University, Boston; Bradford Junior College, Brad-
ford; Clark University, Worcester; Emmanuel College, Boston; Harvard
University, Cambridge; College of the Holy Cross, Worcester; International
Y. M. C. A. College, Springfield; Massachusetts Institute of Technology, Cam-
bridge; Massachusetts State College, Amherst; Mount Hlolyoke College, South
Hadley; Phillips Academy, Andover; Radcliffe College, Cambridge; Regis
College, Weston; Simmons College, Boston; Smith College, Northampton;
Wellesley College, Wellesley; Worcester Polytechnic Institute, Worcester.

Michigan: Albion College, Albion; Alna College, Alma; Detroit, University of,
Detroit; Marygrove College, Detroit; Merrill-Palmer School, Detroit: Mich-
igan State College, East Lansing; Michigan State Teachers College, Western,
Kalamazoo; Michigan, University of, Ann Arbor; Wayne University, Detroit.

Minnesota; Carleton College, Northfleld; Macalester College, St. Paul; Uni-
versity of Minnesota, Minneapolis; College of St. Catherine, St Paul; College
of St. Scholastica, Duluth; College of St. Teresa, Winona; College of St.
Thomas, St. Paul'; Virginia Junior College, Virginia.

Mississippi: Millsaps College, Jackson; Mississippi College, Clinton; Mi~sissippl
State College, State College; Mississippi State College for Women, Columbus.

Missouri: Central College, Fayette: Lincoln University, Jefferson City; Linden-
wood College for Women, St. Charles; Missouri State Teachers College,
Northeast, Kirksville; Missouri State Teachers College, Northwest, Marys-
ville; Missouri State Teachers College, Southwest, Springfield; Missouri,
University of, Columbia; Park College, Parkville: St. Louis University, St.
Louis; Stephens College, Columbia; Washington University, St. Louis; Web-
ster College, Webster Groves; Westminster College, Fulton; William Jewell
College, Liberty.

Montana: Montana State University, Missoula.
Nebraska: Creighton University, Omaha; Nebraska, University of, Lincoln;

Union College, Lincoln.
New Hampshire: Dartmouth College, Hanover; University of New Hampshire,

Durham.
New Jersey: Georgian Court College, Lakewood; Newark College of Engineer-

ing, Newark ;,New Jersey State Normal School, Newark; Princeton Uni-
versity, Princeton; Rutgers University, New Brunswick; College of St.
Elizabeth, Convent Station: Seton Hall College, South Orange.

New Mexico: Now Mexico, University of Albuquerque.
New York: Adelphi College, Garden City; Alfred University, Alfred; Brooklyn

College, Brooklyn; Buffalo, University of, Buffalo; Canislus College, Buffalo
Colgate University, Hamilton; College of St. Rose, Albany; 0olumbia Univer.
sity, New York; Cornell University, Ithaca; D'Youvllle College, Buffalo; Elmira
College, Elmira; Ethical Culture Schools, New York; Fordham University,
New York; Good Counsel College, White Plains; Hamilton College, Clinton;
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Houghton College, Houghton; Hunter College of the City of New York, New
York; Keuka College, Keuka Park;, Vanhattan College, New York; Mary-
mount College, Tarrytown-on-Hudson; College of Mount St. Vincent, New
York;.Nazareth College, Rochester; College of Now Rochelle, Now Rochelle;
College of the City of New York, New York; New York State College for
Teachers, Albany; New York State Normal School, Geneseo; New York
University, New York; Niagara University, Niagara Falls; Polytechnic
Institute of Brooklyn, Brooklyn; Rensselaer Polytechnic Institute, Troy;
Rochester Athenaeum and Mechanics Institute, Rochester; University of
Rochester, Rochester; Russell Sage College, Troy,; College of the Sacred
Heart, New York; St. John's University, Brooklyn; St. Joseph's College for
Women, Brooklyn; St. Lawrence University, Canton; Sarah Lawrence Col-
lege, Bronxville; Skidmore College, Saratoga Springs; Syracuse University,
Syracuse; Vassar College, Poughkeeplie; Wells College, Aurora.

North Carolina: Asheville Normal and Teachers College, Asheville; Bennett
College, Greensboro; Duke University, Durham; Johnson C. Smith University,
Charlotte; Lenoir-Rhyne College, Hickory; Meredith College, Raleigh; North
Carolina, Woman's College of the University of, Greensboro; North Carolina,
University of, Chapel Hill.

North Dakota: University of North Dakota, Grand Forks.
Ohio: University of Akron, Akron; Antioch College, Yellow Springs; Capital

University, Columbus; Case School of Applied Science, Cleveland; University
of Cincinnati, Cincinnati; Denison University, Granville; Heidelberg College,
Tiffin; John Carroll University, Cleveland; Marietta College, Marietta; Miami
University, Oxford; College of Mount St. Joseph-on-the-Ohio, Mount St.
Joseph; Mount Union College, Alliance; Muskingum College, New Concord;
Oberlin College, Oberlin; Ohio State University, Columbus; Ohio University,
Athens; Ohio Wesleyan University, Delaware; St. Mary of the Springs Col-
lege, East Columbus; University of Toledo, Toledo; Western College, Oxford;
Western Reserve University, Cleveland; College of Wooster, Wooster.

01-lahoma: Oklahoma Agricultural and Mechanical College, Stillwater; Okla-
homa State Teachers College, East Cetiral, Ada; Phillips University, Enid.

Oregon: Oregon State Agricultural College, Corvallis; University of Oregon,
Eugene.

Pennsylvania: Allegheny College, Meadville; Bucknell University, Lewisburg;
Carnegie Institute of Technology, Pittsburgh; Dickinson College, Carlisle;
Drexel Institute, Philadelphia; Duquesne University, Pittsburgh; Gettysburg
College, Gettysburg; Grove City College, Grove City; Immaculata College, Im.
maculata; Lebanon Valley College, Annville; Lehigh University, Bethlehem;
Marywood College, Scranton; Mercyhurst College, Brie; Misericordia College,
Dallas; Mount Mercy College, Pittsburgh; Mount St. Joseph College, Phil-
adelphia; Muhlenberg College, Allentown; Pennsylvania College for Women,
Pittsburgh; Pennsylvania State College, State College; Pennsylvania State
Teachers College, Indiana; Pennsylvania State Teachers College, West Chester;
University of Pennsylvania. Philadelphia; University of Pittsburgh, Pitts-
burgh; Rosemont College, Rosemont; St. Thomas College, Scranton; Seton
Hill College, Greensburg; Susquehanna University, Selinsgrove; Swarthmore
College, Swarthmorg; Temple University, Philadelphia; Thiel College, Green-
ville; Wilson Collegre, Chambersburg.

Rhode Island: Brown University, Providence; Rhode Island State College, Kings-
ton.

South Carolina: College of Charleston, Charleston; Converse College, Spartan-
burg: University of South Carolina, Columbia; Winthrop College, Rock Hill.

South Dakota: Yankton College, Yankton.
Tennessee: University of Chattanooga, Chattanooga; Fisk University, Nashville:

George Peabody College for Teachers, Nashville; Maryville College, Maryville;
Southern Junior College, Collegedale; Southwestern, Memphis; Tusculum Col-
lege, Greeneville; Vanderbilb University, Nashville.,

Texas: Baylor University, Waco; Incarnate Word College, San Antonio; Our
Lady of the Lake College, San Antonio; Rice Institute, Houston; Stephen F.
Austin State Teachers College, Nacogdoches; Texas State College for Women,
Denton; Texas State Normal and Industrial College, Prairie View; Texas State
Teachers College, North, Denton; Texas State Teachers College, West, Canyon;
Texas Technological College, Lubbock; University of Texas, Austin.

Utah: Brigham Young University, Provo.
Vermont: Bennington College, Bennington; Green Mountain Junior College,

Poultney; Middlebury College, Middlebury; University of Vermont Burlington.
54885-38----29
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Virginia: Hollins College, Hollins; Lynchburg. College; Iynchburg; Mary; Bald-
win College, Staunton; Sweet Briah College, Sweet Briar; Virginia Military
Institute, Lexington; Virginia Polytechnic Institute, Blacksburg; Virginia State
Teachers College, East Radford; University of Virginia, Charlottesville; Wash-
ington and Lee University,.I xlnjgton ;College of William and Mary, Williams-
burg.

Washington: College of Puget Sound, Tacoma.
West Virginia: Bethany College, Bethany; West Virginia State College, Institute;

West Virginia State Tfacher College, Fairmont; West, Virginia University,
Morgantown.

Wisconsin: Beloit College, Beloit ;: Carroll College, Waukesha I Lawrence College,
Appleton; Marquette University, Milwaukee; Milwaukee-Downer College, Mil-
waukee; Stout Institute, Menomonie, University of Wisconsin, Madison,

Wyoming: University of Wyoming, Laramie.

PUBJC-0O300L SYThMS

Indiana: Indianapolis public schools,
Iowa: Iowa State Department of Public Instruction.
Maryland: Baltimore Department ofr Education.
Massachusetts: Massachusetts, StateDepartment of Education.
Missouri: Missouri State Department of Education; St. Louis public schools.
New York: New York State Department of Education; -Rochester public schools.
Ohio: Akron, public schools.
Rhode Island: Providence, public schools.
'Tennessee: Tennessee State Department-of Education;
'Utah: Utah State Deprtment of Education.
Virginia: Virginia Statq 'Ioard of Education.

OECRETARIES OF ASSOCIATION MEMBB ORGANIFATIONS

American Camping Association: Mr, P. B. Samson, secretary, Lane Hall,
University of Michigan, Ann Arbor, 'Mich.

American Association of Collegiate Registrars: Mr. J. R. Robinson, secretary,
George Peabody College for Teachers, Nashville, Tenn.

American Council of Learned Societies: Mr. Waldo G. Leland, secretary, 907
Fifteenth Street NW., Washington, D. C.

American Historical Association: Prof. Dexter Perkins, secretary, University of
Rochester, Rochester, N. Y.

American Physical Education Association: Prof. E. D. Mitchess, secretary, box
362, University of Michigan, 'Ann Arbor, Mich,

Board of Christian! Education of the Presbyterian Church in the United States
of America: Dr. C. C. McCracken, 822 Witherspoon Building, Philadelphia, Pa.

Board of Presidents, State Teachers College of Commonwealth of Pennsylvania:
Mr. Henry Klonower, secretary, Department of Public Instruction, Harrisburg,
Pa.

C. R. B. Educational Foundation, Inc,: Mr. Perrin C, Galpin, secretary, 420
Lexington Avenue, New York, N. Y.

Delphian Society: Mr. F. A. Brown, secretary, 807 North Michigan Avenue,
Chicago, I11.

Girl Scouts, Inc.: Mrs. Paul Rlttenhouse, 14 West Forty-ninth Street, New York,
N.Y.

Modern Language, Association of America: Dr. Percy W. Long, secretary, New
York University, New York, N. Y.

National Advisory Oouncil on Radioin Education: 00 East Forty-second Street,
New York, N. Y4 (new -secretary to be appointed).

National Association of beans and Advisers of Men: Dean D. I. Gardner,
secr tary-treasurei, University of Akron, Akron, Ohio.

National Associaton of Deaos of Women: Miss Kathryn Heath, 1201 Sixteenth
Street NW., Washington, D. IC

National Congress of Parents and Teachers: Mr. W. H. Bristow, secretary,
1201 Sixteenth Street VW., Washington, D. C.

National Council of Business Education: Miss Helen Reynolds, secretary, Ohio
University, Athens, Ohio.

National Council of Parent Education: Mr. Ralph P. Bridgman, director, 60
East Forty-second Street, New York, N. Y.

National Council of Teachers of- English: Mr. W. Wilbur Hatfield, secretary-
treasurer, 211 West Sixty-eighth Street, Chicago, Ill.
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National Council of theY. M. ,A. : Mr. Owen 0. Pence, 347 Madison Avenue,

New York, N. Y. I I
National League of Nursing Education.: Miss Claribel A. Wheeler, executive

secretary, 50 West Fiftieth Street, New York, N. Y.
National Research Council: Mr. Paul Brockett, secretary, Twenty-first and

Constitution Avenue, Waslngton, D. 0.
Natiqnal Society of College Teachers of Education: Mr. Fowler D. Brooks,

secretary-treasurer, De-Pauw university, Greencastle, Ind.
National Vocational Guidance Assoclation: Mr. Fred 0. Smith, executive seere-

tary, University of Tennessee, Knoxville, Tenn.
United Chapters of Phi Beta Kappa: Mr. William A. Shimer, secretary, 145

West Fifty-fifth Street, New York, N. Y.
American Association for the Advancement of Science: Dr. Forest R. Moulton,

secretary, Smithsonian Institution, Washington, D. C.
American Alumni Council: Dr. Glen 0. Stewart, secretary, Michigan State

College, East Lansing, Mich.

SBOREPARIE- OF CONSTITUENT MEMBER ASSOCIATIONS

American Association of Colleges of Pbarmacy: Prof. Zada M. Cooper, secre-
tary-treasurer, State University of Iowa, Iowa City, Iowa.

American Association of Dental School: Dr. Gerald D.' Timmons, secretary-
treasurer, Indiana University, Indianapolis, Ind.

American Association of Junior Colleges: Dr. Doak S. Campbell, secretary,
George Peabody College for Teachers, Nashville, Tenn.

American Association of Teachers Colleges: Dr. Charles W. Hunt, secretary-
treasurer, State Normal School, Oneonta, N. Y.

American Association of University Women: Dr. Kathryn McHale, secretary,
1034 Eye Street NW., Washington, D. C.

American Association of University Professors: Dr. Ralph . Himestead, 744
Jackson Place, Washington, D. C.

American Jesuit Educational Association: Rev. Daniel M. O'Connell, S. J.,
secretary, Loyola University, Chicago, Ill.

American Library Association: Mr. Carl H. Milam, secretary, 520 North Michi-
gan Avenue, Chicago, Ill.

Association of American Colleges: Dr. Guy E. Snavely, secretary, 19 West
Forty-fourth Street, New York City.

Association of American Medical Colleges: Dr. Fred 0. Zapffe, secretary, 5
South Wabash Avenue, Chicago, Ill.

Association of Collegiate Schools of Nursing: Miss Agnes Gelinas, secretary,
Stanford University, Stanford University, Calif.

Association of Land-Grant Colleges: Mr. Thomas Cooper, secretary, Experiment
Station, University of Kentucky, Lexington, Ky.

Association of Urban Universities: Dr. Roscoe M. Ihrig, secretary, Carnegie
Institute of Technology, Pittsburgh, Pa.

Council on Medical Education and Hospitals of the American Medical Associa-
tion: Dr. William D. Cutter, 535 North Dearborn Street, Chicago, Ill.

Council of Section of Legal Education and Admissions to the Bar of the Ameri-
can Bar Association: Mr. Alexander B. Andrews, secretary, 239 Fayetteville
Street, Raleigh, N. 0.

Dental Educational Council of America: Dr. Albert L. Midgley, secretary,
1108 Union Trust Building, Providence, R. I.

Department of Secondary School Principals of the N. E. A.: Mr. H. V. Church,
executive secretary, 5835 Kimbark Avenue, Chicago, Ill.

American Association of School Administrators (formerly department of super-
intendence, N. E. A.) : Mr. S. D. Shankland, executive secretary, 1201 Sixteenth
Street NW., Washington, D. C.

Middle States Association of Colleges and Secondary Schools: Prof. George W.
Mc0lelland, secretary, University of Pennsylvania, Philadelphia, Pa.

National Association of Colleges and Departments of Education: Dean Grayson
N. Kefauver secretary Stanford University, Stanford University, Calif.

National A.4sociation of Atate Universities: President Herman G. James, secre-
tary, Ohio University, Athens, Ohio.

National Catholic Educational Association: Rev. George Johnson, secretary,
general, 1312 Massachusetts Avenue NW., Washington, D. C.

National Education Association: Mr. Willard D. Givens, secretary, 1201 Six-
teenth Street NW., Washington, D. 0.
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Progressive Education Association: Mr. Frederick L. Redefer, executive secre-
tary, 310 Wes.t Ninetieth Street, New York, N. Y.

Society for the Promotion of Engineering Education: Dean F. L. Bishop, secre-
tary, University of Pittsburgh, Pittsburgh, Pa.

Southern Association of Colleges and Secondar~r Schools: President Shelton
Phelps, secretary, Winthrop College, Rock Hill, 1i, C.

Institute of International Education: Dr. S. P. Puggan, director, 2 West Forty-
fifth Street, New York, N. Y.

Phi Delta Kappa: Dr. Paul M. Cook, executive secretary, 1180 East Sixty-third
Street Chicago, Ill.

National University Extension Association: Mr. W. S. Blittner, secretary,
Indiana University, Bloomington, Ind.

North Central Association of Colleges and Secondary Schools: Dr. A. W.
Clevenger. secretary, University of Illinois (209 Administration Building,
East), Urbana, Ill.

American Association of Collegiate Schools of Business: Dr. Charles C. Fichtner,
secretary, University of Arkansas, Fayetteville, Ark.
Now, the committee will stand recessed until 9:30 Monday morning.
(Whereupon, at 12:55 p. m., a recess was taken until Monday,

March 21, 1938, at 9.30 a. m.)
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MONDAY, MARCH 21, 1938

UNITED STATES SENATE,
COMMITTEE ON FINANCE

Washington, b. C.
The committee met, pursuant to recess, at 9:30 a. m. in the Finance

Committee room, Senate Office Building, Senator Pat Harrison
(chairman) presiding.

The CIIAIRMAN. The committee will be in order. Congressman
O'Toole wanted to be heard briefly in order tht he minht attend
a committee meeting. All right, Congressman,

STATEMENT OF HON. DONALD L. O'TOOLE, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF NEW YORK

Mr. O'ToOLE. Mr. Chairman and gentlemen of the committee,
I appear here in opposition to the so-called Thompson amendment.
The Thompson amendment places an excise tax of 6 cents a pound on
imported meats. I would like you to understand that I do not appear
here in the interests of foreign pork exporters, but I stand here in the
name of 325,000 people of the city of New York who make their living
in the handling of foreign commerce. Likewise, there are other
hundreds of thousands, perhaps millions, throughout the United
States that are engaged in similar occupations. In my own city, not
only is the (shipping industry affected, but also the longshoremen,
draymen, motor transfer companies, and their employees, storage
warehouses, commission brokers, custom brokers, and thousands of
clerical employees, or organizations of that type.

Foreign commerce is a necessary part of civilization. No nation is
self-sustaining. It is incumbent that nations trade with each other,
one providing what the other lacks, and as a consequence, there must
be a balance. One nation cannot do all the selling, there must be a
medium of exchange in return other than money. During this depres-
sion the agriculturist, whether he was farmer or pork raiser, received
financial assistance from the Government, but our city workers

particularly those who were engaged in the transportation and
handling of imports and exports, had to work out their own salvation
without assistance from any source. The curtailment of foreign
trade would work hardships upon millions of our workers and would
add hundreds of thousands to the already overburdened relief rolls of
the Nation and respective States.

The imported meats are not in direct competition with the domestic
meats for the reason that the added costs due to duty, shipping,
handling, other transportation, and clerical work, create such a high
price for the imported meat that it may well be put in the luxury class.
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To cite the difference, the domestic boiled canned ham is being sold
in Callahan's, in New York City, today for 42 cents a pound and the
imported canned ham, selling at the same place, is priced at 54 cents a
pound. This is a difference of 12 cents per pound, and there has been
a greater variance at other times during the pastyear. The housewife
purchasing meat, which is the principal article ofa meal, will certainly
not pay 12 cents a pound more for an article, which averages 12 pounds,
thereby adding $1.44 to her daily budget, if she can obtain a domestic
product which is that much cheaper. This pork is purely a luxury.

The past year has seen the American pork raiser receive the highest
price for his product that he has obtained since the days of the World
War in 1917-18.

In 1937 the United States exported to other countries 200,210,608
poHnds 6f pork product, while it imported but 74,830,480 pounds of
similar product. The total amount of domestic pork sold in the
United States during 1937, according to the figures supplied by the
Department of Agriculture, amounted to 6,650,000,000 pounds plus
1,400,000,000 pounds of lard, while the total amount of imported
pork coming into the United States in 1937 was but 74,000,000
pounds, or a fraction of 1 percent of the total amount of pork con-
sumption. I

But we must not stop here. It was in 1930 that these pork products
first started to come into this country in any degree of volume. At
that time, according to the figures supplied by the Department of
Commerce, Poland imported from the United States but $81,000
worth of cotton. Prom 1930 to date,'as a Tesult of her ability to
send pork products to thelunited States, she has been able to increase
her cotton purchases, until last year wlen shO purchased $11,986,000
worth of that staple, -an increase of 1,470 percent of a single article
since 1*30. Al' other exports to these pork-sending countries have
shown large gains, and we have gradually built up a market in these
countries ' for our cotton, farm machinery, automobiles, accessories,
and many other articles of American manufacture.' It will 'only be
natural for these foreign countries to, in turn, place retaliatory taxes
on theproduet that we are sending to* their shores.

If this allowed to happen American shipping, manufacturing, and
even agriculture, will'be unable to dispose of hundreds of millions of
dollars"i worth of their products that would have no market in the
United States, and would be'a contributing cause to the knocking
down of prices, due to the, fact that they would create such a great
surplus at home.

fn conclusion, gentlemen, 'it is most important to bear in mind that
the balance of trade between thes6 nations and the United States has
been unfavorable to' the exporting European nations as a class.

I thank you for your courtesy and 'I Hope that you will realize tht
the Thompson amendment wioi do much more harm 'to American in-
dustry anda.iculture thahi it will d6 good, so that I ask that the com-.
mittee give this matti fhill consideration.

The CHAIRMAN. Thank you. Mr. Dirksen.
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STATEMENT, OF HON. EVERETT IM. DIRKSEN, A REPRESENTATIVE
IN 0ONGRES, FROM'THE'STATE OF ILLINOIS

Mr. DIRKsEN. My interest in the proposed increase of 25 cents a
gallon in the Federal tax upon distilled, spirits arises out of the fact
that I have the honor to represent a district in which distilling is a
predominant industry. The pending bill contains a provision for an
increase of 25 cents per gallon in the tax on distilled liquors. I want
to address myself to that very briefly, and to express myself in oppo-
sition, the opposition of our people and the opposition of our industry.
So that there can be no misapprehension in. the minds of the com-
mittee as to my interest in the matter may I say that I represent
what is commonly called a whisky district where the manufacture of
distilled spirits is a predominant industry.

Senator BROWN. Peoria is the largest town?
Mr. DIRKSEN. Peoria is the largest, town in the district. We think,

of course, of distilled spirits as something more than distilled spirits
First of all, it is a livelihood for thousands of people; secondly, it is an
outlet for coal, grain, bottles, stamps, labels, ands great ninny other
things. So e have that economic interest.

First of all, let me, say, it appears to me that the tax on distilled
spirits at the present time, under existing law, is amply high. Distilled
spirits today pay the most tremendous taxes of any American product.
The Federal Governient-alone imposes. direct.taxes which amount to
as much as $7.14 per case. Six dollars of this amount consists of the
$2 per gallon Internal, Revenue tax; Ninety cents a case is made up
of: the Federal rectifying tax:of, 30 cents a gallon. Twenty-four cents
a case, or 1 cent a bottle, is collected for strip stamps,,andthat is onlynr
the beginning. Federal occupational taxes should.be considered.',

Senator KING. It was $1 a'gallon before the war?
* Mr. DIRK6EN. $1.10. It was at One time 50 cents a gallon. That

is a long time ago, beyond ;ouri'eneration. .There are State taxes upon
gallonage which range as high as $2.20. Many Commonwealths have
occupational taxes, and the municipalities impose license fees of all
degrees. : Before the various tax collectors. have finished, from 76
cents to $1.05 in every quart represents direct taxation upon distilled
spirits. In addition,:all other regular business, property, and income
taxes must also bepaid by this industry.! . I . I

Now then, here is an aspect that is possibly forgotten in connection
with this tax. The tax represents a direct investment that has to be
made in advance. Before liquor can go into a bonded warehouse the
nioney has to be laid. on the line, so to speak, so that the mere finalic-
ing of the tax burden is one of the most pressing problems confronting
every individual in the liquor industry. There is approximately
.$90;00000 of' capital. constantly invested in direct taxes. , That is
a. tremendous amount, if you please, and in- that case the burden is
onthe6 distillers, with respect to the tax ondistilled spirits. Taxation
is 'the foundation and not the 4uperstrueture in, determining. the
ultimate costs of distilled spirits. A tax increase is just as certain to
be, reflected in the ultimate product as the grain which entered, into
it., There is no business wizardry by means of -which any distiller,
rectiflori whiolesaler, or retailer can make the tax disappear.
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Now, then, this tax cannot be absorbed by the industry. I would
like for some of those who say that the distiller can absorb a tax in-
crease such as is proposed, to tell me where this might be done. In
my judgment, it could not be absorbed without putting a great many
of the distillers out of business.

Senator KING. May I interrupt?
Mr. DIRKSEN. Yes, Senator.
Senator KING. I have had a largenumber of letters from.druggists

and from proprietary medicine establishments protesting against the
tax, contending that it would injure them in their business. Have
you any comment to make on that?

Mr. 1D)IKSEN. I haven't examined into that particularly. That, so
far as my interest is concerned, would be a collateral matter. I
should be able, however, to adduce that information that comes to
my attention and probably submit it for the purposes of the record.

I have stated that the present tax burden is from 76 cents to $1.05
a qkuart, and business statistics show that 70 percent of all distilled
spirits sales are on merchandise priced at under $2 a quart. You
can buy a good deal of it cheaper than that. The margin of profit
that the distillers have on whisky of this kind at the present time, on
the basis of present sales, is about 2 cents a quart, or about 1 cent a
pint.

The CHAIRMAN. How old is it before you can sell it?
Mr. DIRK5EN. We have whisky in the warehouse long enough to

qualify as being bottled in bond.
The CHAIRMAN. Do you think that the tax on liquor that has been

in bond for 2 years should be higher than on whisky that is in bond
longer than 2 years?

Mr. DiRKSuEN. I.have heard that argument advanced, to make it
progressive or contingent upon the age of the liquor. I have not
given a great deal of thought to it, as a matter of fact. I heard about
it recently. I do not know that the difficulties of enforcement would
be, for one thing. I do not know what the difficulties would be in
having to differentiate between the different ages of whisky that may
go on the market. I think it may offer a considerable administrative
difficulty.

Senator KING. May I add to it, it seems to me that after carrying
whisky for so many years in bond, or in storage, with the interest on
investment, and so forth, that it would be a penalty if you made a
higher tax upon that i uor than the cheaper hquor.

Mr. DIRKSEN. I woud not be a bit surprised.
The CHAIRMAN. The object was not to make it as much on the old

stuff as on the new stuff, in order that people might get better liquor
at a cheaper price.

Mr. DIRK EN. Those who seek a higher quality, on the theory that
they can afford to pay for it, probably would not object to a higher
tax. Frankly.I do not know what difficulties that proposal will offer.
It may offer some, and it should be investigated, surely, before the
committee undertakes to make a recommendation of that kind.

I want to dwell for a moment on this matter of the possibility of the
industry absorbing this tax. The cost of raw.rat~rias,,labor,'trans-
portation, capital investment and necessary administrative expenses
cannot come out of thin air. hey, too, must be paid in dollars. The
result is that today the distiller has a profit margin of about 2 cents a
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quart in his product retailing below $2. In the case of many distillers
tie entire output falls in that price class. The effect of the 25-cent
tax burden proposed in this bill, if absorbed, would be to place him in
bankruptcy. You say 25 cents a gallon, 6Y4 cents a quart or 3% cents
a pint, that it looks as if no consumer of spirits would kick particularly
on that.

Senator HERRING. Do you know what it will yield?
Mr. DIRKSEN. You mean the present tax?
Senator HERRING. Yes.
Mr. DIRKBEN. There have been different estimates, I suppose, that

run all the way from $19,000,000 to $35,000,000.
Senator HERRING. I had a statement that it would run about

$39,000,000, and the profit to the distillers is less than $29,000,000;
therefore it could not be absorbed.

Mr. DIRKSEN. The total profits of the distillers in 1937, probably
the best year they ever had, just about equalled $35,000,000, but
in view of the various collateral developments talking place in the coun-
try, and in view of the recent freight increase by the Interstate Com-
merce Commission, it would equal just about the whole profit in the
industry in 1937. If the tax is going to equal that amount, manifestly
that answers the argument as to whether or not it can be absorbed by
the industry. Even on merchandise selling above $2 a quart, 75 cents
a case, if 'absorbed, would usually mean the difference between profit
and loss. I do not believe that any Member of Conress is today
interested in bankrupting any business, large or small.

As evidenced by business to date, the present year will not be any-
thing like as good as 1937 for the distilled spirits industry. Its mem-
bers know, for instance, that they will have to pay up to 10-percent
increase in freight rates on their raw materials and their finished prod-
uct. They know already that regardless of the tax, the volume of
sales has decreased.

There is another side of this financial picture which I believe you
should examine. Virtually all whisky is held for varying lengths of
time. During the period of storage it is a liability rather than an
asset unless it has collateral value. I am informed that the distillers
of the United States have between 75 and 85 million dollars in bank.
loans. The addition of 25 cents a gallon Federal tax will immediately
depress the collateral value of every gallon upon which banks have
advanced funds. With business conditions as they are now, where
are the distillers to get the money which the banks nay demand to
protect their loans? The doors of capital markets are tightly closed.

If the gallonage tax is imposed, as it now stands, you may expect a
period of disruption which will completely demoralize the distilled-
spirits industry. The effective date in the bill, July 1, 1938, will be
preceded. by an avalanche of withdrawals from bonded warehouses.
Every distiller will convert every dollar he possesses into stocks. The
entire industry on through the, rectifiers, wholesalers, and retailers
will be glutted with an over-supply of every form of distilled spirits.
There will be price demoralization and price wars. Many of the.
smaller units will be wiped out.
• If the Congress hoses to impose a floor tax in order to prevent con-

ditions such as I have just mentioned, there will be a situation fully as
grave. There is at all times about 4 months' supply of distilled spirits
between the bonded warehouse and the ultimate consumer. Statis-

447



tics show that it is almost equally divided between stocks in the hands
of distillers, rectifiers, wholesalers, and retailers. At the present rate
of consumption, distillers have on hand at their plants, warehouse,
and in transit an average of 10,000,000 gallons of distilled spirits at
all times. Wholesalers and rectifiers are in the possession of. approxi-
mately 9,500,000 gallons at all times, and retailers constantly have on
their shelves another 9,500,000 gallons. A floor tax would mean that
each of these component parts of the industry would immediately
owe the Federal Government 25 cents for every gallon so held. Do
the members of this committee kiow of any industry which could to-
day lay on the line $7,000,000? Remember, please, that this necessity
for the additional capital would not be confined to large companies or
wealthy businessmen.

The small distiller and rectifier, the little jobber and the tiny
retailer would all be up against an equally tough problem. Any. such
strain as this tax increase if made applicable to floor stock, would
force scores of small dstiliers and rectifiers entirely out of business.
It would ruin hundreds of wholesalers and many thousands of retailers.
Translate the problem into that of a package retailer with a stock of
approximately,$5,000--and this is the average for the United States-*
where would little merchants of that type turn to find, even collec-
tively, $2,375,000? Yet; that is what they would owe the Govern
ment on 9,500,000 gallons of floor stock. I say it is going to cause no:
end of difficulty. it is justlike. jumping out of the frying pan 'into
the fire. .
-. read with much interest tho other day a statement by' the chair-

man' of this committee that he hoped to take the- brakes 'off business
and free capital 'through the means of this bill. The effect of the
additional tax' on distilled' 'spirits would do directly the! opposite.,
The capital requirements- of the distilled-spirits industry would be
increased. Capital would be confined and frozen prior to any profit.
I consider the principle embodied in. the proposal I am discussing to
be in' direct conflict with any move designed to; give business moro
freedom and so bring about a turn in the depressed condition from
which all business is now suffering. Can we make any progress if we
depress with the one hand even while we attempt to lift up with the
other?

Senator, may I say, in the discussion we had over on the other side
a great deal.was said about the high liquor taxes in Great Britain. It.
is true that they do have a much higher tax over there than we do:
have over here, but may I cite to you some of the figures that I managed
to get together. From 1921 to 1936, the last year for which figures are
available, revenue wrs reduced from approximately $355,000,000
to $177,500,000. Further, the conditions in the two countries are not
comparable. England has never, suffered under prohibition. , There
is no illicit-spirits problem there in the sense that We have known it.
They did not have the bootlegger over there, and that is what we have
got to contend 'With. Decreased legal consumption in Great Britain
does not mean a diversion of the reduced consumption into illicit
channels as it does in the United States. In this country illicit spirits
always absorb the market which legal liquors cease to occupy. If, for
instance, a tax deters consumption of legal whisky they are going to,
buy bootleg whisky.
.I was rather interested this morning in running over the Washington.

dailies the notice that police had arrested two people and seized 207
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quarts of liquor. The 207 quarts of liquor seized would bring a rev-
enue of $123.17. If you add this 25 cents it would increase from
$123.17 to $136.10. The thing you have got to determine is this,
whether in seeking to collect the extra $12.94 by virtue of 25 cents a
gallon tax on spirits you are going to take a chance on losing $123.17
that the Government would ordinarily make if tis were tax-paid
liquor rather than illicit liquor. We cannot overlook that fact.

I would like now, if I may, to examine the records of the United
States Treasury in order to determine whether an increase in distilled
spirits taxation will result in increased revenue as contended by pro-
ponents of the proposal we are discussing. The nearest comparable
increase I can find is that of the years 1894 and 1895. In the former
year the tax on distilled spirits was 90 cents. It was increased at
that time to $1.10, or 20 cents a gallon. The immediate effect was
an 11,886,000 gallon decrease in legitimate liquor consumption and a
$5,074 000 decrease in revenue. In 1894, Internal Revenue collections
from distilled spirits amounted to $79,913,000. The following year
they dropped to $74,839,000. On the same basis, the estimated loss
to the Federal Government through the pending increase would be
$6,496,000 in a year.

Conversely, Treasury records tell us that when the Federal tax was
reduced from $2 to 50 cents a gallon in 1869, the income of $14,000,000
from legal liquors under the high rate was boosted to $33,000,000
under -the much lower rate.
. The failure of higher taxation as a revenue producer is due, of course

to the fact that consumption of legal -liquor is affected by the retail
price increases which necessarily follow the upward curve of taxes.
High taxes divert the demand from the legal to the illegal source of
supply. On each gallon diverted the Government will lose $2 instead
of gaining 25 cents. Those who manufacture and sell distilled spirits
have not escaped the recession which has fallen on business generally
during the- past months. Many of them, particularly the smaller
units, are in distress. Decreased consumer demand will knock them
out of the commercial arena.

This means unemployment, loss of revenue through occupational
taxes and license fees, empty stores and all of the other accompani-
ments of a prostrate business.

The effects of such a slump cannot be confined to the distilled spirits
industry alone. Scores of other industries provide material or services
to distillers and rectifiers. They, too, will suffer. The farmer, the
glass industry, the coopers, the railroads and the newspapers will feel
immediately and severely any curtailment in the production and sale
of legal distil)oQ! spirits. Just how wide this wave may be, it is impos-
sible to state, but I would like to call your attention to the fact that
in the fiscal year 1937, according to Treasury figures, corn, rye, malt,
and other grains with a market value of more than $61,000,000, were
purchased -by those engaged in the manufacture of distilled spirits.
In the same period the value of the white oaks stumpage which the
farmer sold to be made into barrels was valued at approximately
$12,500,000. It is hardly necessary for me to point out to you that the
grain purchases were of a far greater value than even the dollars
involved indicate,.,for distillers grains are purchased on the market
where they do much to maintain and stabilize prices.
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I do not believe that Congress in taxing what it mistakingly believes
to be an easy source realized that it was placing one more burden upon
the farmer, nor with the realization of that fact will approve this
proposed tax.

I trust that the members of this committee and of the Congress
will give some thought also to the enforcement problem which any
tax increase may create. Official Treasury figtires show that there is
still work to be dotie in eliminating the manufacture and sale of illicit
whisky. Although more than 4,000 fewer stills were seized in the
calendar year 1937, than in 1936, seizures were still being made at the
rate of 235 a week last year. Hundreds of thousands of gallons of
non-tax-paid distilled spirits were seized and millions of gallons of mash
were desti,'yed.

I got myself a couple of investigators last year and went around
Washington for about 8 or 9 hours. We went all over into every sec-
tion of town. You would be surprised at the amount of bootleg whisky
that is going through Washington today. You have got the illicit
distiller to deal with today, and the higher this tax goes the greater the
incentive to undertake the hazard of violating the tax law and we would
again have our prohibition ills in this country. Figure it out for your-
selves. On the basis of $9 a case to $12 a case for both Federal and
State taxes the bootlegger says to himself, "Can we operate on the
basis of that hazard?" The answer is, that it is a clear incentive for
the bootlegging business. To arrive at a prophecy, if this tax goes in
I am satisfied it is going to stimulate bootlegging. It is probable that
the revenue lost will offset what you expect to get in the form of this
tax. Let us not fool ourselves.' The illicit still operator and boot-
legger already has approximately $1 a quart in his favor as compared
to the legal businessman. If we increase the margin within which he
has to work, the Alcohol Tax Unit of the Treasury will either have to
spend more on enforcement or deprive the Treasury of revenue. Why
withhold from the left hand what the right hand is doing, for if we
provide for a doubtful increase in revenue and at the same time add
to administrative expense, we are doing just that.

I believe I have shown that no element I have discussed so far in
this bad bargain can hope to gain by it. There remains one very
important factor, the ultimate consumer. He is, after all, the one
who will pay the bill. Some gentlemen on the floor of the House
said glibly that a 25-cent a gallon increase meant 6% cents additional
cost per quart. That is very poor economics. It must be remem-
bered that the additional 25 cents becomes a part of the cost of the
whisky the moment it is withdrawn from bond, and what was intended
to bo only two bits becomes at least twice that much as it goes along
the normal channels of business. It grows a little by way of interest
charges while the distiller holds the whisky. It adds a few pennies
when it is calculated in the business mark-up of the wholesaler. It
is increased again when the retailer adds his cost of doing business and
profit to the product. It may expand still more through an ultimate
sales tax. What started at 6% cents a quart is double that much by
the time you or any other consumer mix yourself a highball.

I have given you what I believe to be an accurate and truthful
version of what the proposed 25-cent tax will do. No other com-
modity is now so heavily taxed. You may call it a luxury if you
wish, but if you follow the theory that this amendment sets forth,
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you will make it a luxury which only the rich can buy legally, you
will have throttled both an industry and a source of revenue entirely.

Mr. Chairmaft, I will file this statement with the committee. I
just want to emphasize this one fact all over again, that I think this
is going to be a deterrent tax.

Now then, let me wind up with these figures. You can buy whisky
anywhere in this country for about 90 cents a pint. That is a popular
price for blended whisky. I have taken the trouble to find out just
exactly what the profit break-down on 1 pint of 90 proof whisky is.
Here is what happens: The Federal Government gets 274 cents.
When they talk about the burden of factory taxes, security taxes,
and so forth here is what they will pay, when we agegate it. The
average of the State taxes will be 12% cents a pint. That is in the
form of gallonage taxes. ' The distribution cost is 384 cents. That
includes the mark-up of the wholesaler of 12% percent, and a 30 per-
cent mark-up for the retailer. Now then, the distiller's cost, freight
cost, bottles, grain, manufacturing, advertising, and so forth, will be
10% cents, and the profit will be 1 cent per pint. Now, then, it seems
to me that is about as eloquent as any figure that anybody can adduce
to this committee to show that on that rather slender margin the
industry cannot absorb this proposed tax. It has got to be passed
along. If you do pass it along it will probably grow twice as high
before the liquor gets to the ultimate consumer. Therefore it is not
going to curtail the consumption of bootleg liquor in this country but
increase it.

Speaking for the people in this industry, the people in my district,
for the people engaged in the liquor industry, who work there, who
find employment there, who find an outlet for their product there, I
say I am opposed to this tax, and I sincerely hope, in the wisdom of
this committee, it will not let the tax prevail in the bill as it will be
finally reported.

(The table referred to is as follows:)

Profit break-down on I pint of 90-proof whisky retailing at 90 cent.

Federal tax: chusg
One-eighth of $1.80 (per gallon) -------------------------------- 22. 5
One-eighth of 30 cents (rectifying) ------------------------------ 3. 75
Stamp tax --------------------------------------------------- 1

State tax: One-eighth of $1 (average State gallonage tax) ------------- 12. 5
Other taxes: Federal and State occupational and license --------------. 25

Total taxes ------------------------------------------------- 40

Distributors' costs:
Wholesale mark-up (12J4 percent) ----------------- ------ 11.25
Retailers' mark-up (30 percent) ------------------------- 27

Total distributors' costs .------------------------------------ 3& 25

Cost of whisky and merchandising:
One-eighth of 1937 cost per gallon (50-60 cents) --------------- 7
Capital investment --------------------------------------. 75
Advertising_.. ----------------------------------------- 1
Transportation -----------------------------------------------. 26
Selling cost ----------------------------------------------- . 5
Administrative expense ------------------------------------ 1

Total cost of whisky and merchandising ----------------------- 10. 75
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Profit break-down on I pint of 90-proof whisky retailing at 90 cents-Continued

Profit to distiller ------------------------------------------ 1

Total ----------------------------------------------------- 90

CeNt
Federal ----------------------------------------------- 27. 25
State -------------------------------------------------- 12.75
Distribution ------------------------------------------- 38. 25
Cost -------------------------------------------------- 10. 75
Profit ------------------------------------------------- 1

Total ------------------------------------------- 90
(Subsequently Mr. Dirksen submitted the following letter:)

CONGRESS OF THE UNTED STATES,
HOUSE OF IhEPHESENTATIVES,

o. PWashington, D. C., March Ri, 1988.Bon. PAT HARRISON,

United States Senate, Washington, D. C.
DEAR SENATOR: By way of amplification of my remarks before the Finance

Committee this morning, let me submit the break-down which I alluded to this
morning.

Where does it go--The 90 cents you pay for a pint of whisky

Uncle Sam takes .................................................
For internal revenue tax, rectifying tax and stamp tax.

The States take ---------------------------------------------------
The average of gallonage and occupational taxes.

Those who distribute to the trade take .............................
This embraces a 12 percent mark-up for the wholesaler and 30 per-

cent for the retailer.
The cost of the whisky is -------------------------------------

This includes 7 cents for actual cost of production on a basis of 50 to 60
cents ' per gallon, Y cents for capital investment, 1 cent for adver-
tising Y4 cent for transportation, n-cent sales cost, 1 cent for ad-
ministrative cost.

Profit to the distiller -----------------------------------------------

Cnt
27%

12%

38%

104

1

Consumer price -------------------------------------------- 90
Very truly yours,

The CHAIRMAN. Mr. Osgood.
EVERETT M. DIRKSEN.

STATEMENT OF ROY C. OSGOOD, CHICAGO, ILL., REPRESENTING
THE UNITED STATES CHAMBER OF COMMERCE

Mr. O)WOOD. Mr. Chairman and gentlemen of the committee, my
name is Roy C. Osgood. I am vice-president of the First National
Bank of Chicago and in charge of its trust department activities. I
appear here, however, as a member of the committee on Federal
finance, Chamber of Commerce of the United States. Because of my
contacts with the problems of estate and gift taxes in the admimstra-
tion of wills and trusts, I shall conffine my remarks to the provisions
of the proposed revenue bill that relate to these taxes.

Federal estate taxes have been increased heavily in recent years.
-Combined with the State death duties the taxes upon estates of
moderate size have been increased nearly sevenfold sifice 1931. The
severity of these taxes coupled with the high income taxes and the
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onerous capital-gains provisions have retarded the flow of capital into
employment and wealth-producing enterprise.

The decision of an individual to invest capital in now business
undertakings, or in the enlargement or expansion of an existing
enter prise, depends in a large measure on whether or not his estate
would have sufficient liquid assets to pay the Federal and State
inheritance,,taxes due at the time of his death without disruption.or
heavy sacrifice. 'High estate and inheritance taxes, coupled with the
other taxes mentioned, now certainly deter individuals of means from
making investments in other than seasoned and readily marketable
securities and develop a preference for tax exempts.

Senator GERRY. Mr. Osgood, niay I ask you a question there?
Mr. OSGOOD. Surely, Senator. .:,, '. ' . F
Senator GERRY. Have you found, in your investigation, that with

these very high estate taxes that we are now discussing, going concerns
had to borrow large sums for their Taw materials, and then if one of the
large stockholders dies had his estate probably to sell out?

Mr. OSGOOD. I think the latter is more particularly true, Senator
Gerry. We found in our own experience a number of cases of fairly
large going concerns where the founder of the business, particularly
the larger stockholder; dies that it is often necessary to go into .the
market and syndicate or sell securities to the corporation in order to
pay the combined State and Federal taxes, which means, of course, the
dissipation of ownership.

Senator GERRY. For example, where a business is built up, say by
two brothers, or three brothers, and the business has grown from a
small one to a very large one, and they are getting to be old men and
they realize they have got to face these taxes, is not the logical thing
to do to sell out the business and put the.money into some other
corporation where they can liquidate more quickly?

Mr. OSGOOD. YPs, there is. Of course,, that is particularly true
for a number of reasons. First, the corporation may have been
owned by several individuals, it-may-have started in a partnership
fashion, although in corporation form, and as it has grown and gotten
older they are faced with two problems. First,.to find the real market
value of the particular securities. If the securities are not listed in aiy
particular stock exchange, then the computation for Federal estate and
State inheritance-tax purposes becomes very difficult. So they want
to get their securities 'into what is -known as marketable form. Now
in order to list on most of the exchanges it means that practically 33
percent of the corporation's securities have to be in public hands.
That is just about an average rule., That means that the dissipation
of control in that case leaves the controlling stockholders practically
.66 percent of the situation.

The second thing is, of course, that having parted with that portion
.of- the control, they want to keep their. securities in such -form .that
they can pay a tax upon the remainder of the estate in their hands,
which means they may go to the liquid and. marketable, securities,
and. to 'that extent the control is dissipated. '• : •-.

Senator GERRY. Then you get to the other proposition, where
they want to buy raw material for the purpose 'of carrying on the

.business, or enlarging it, increasingthe value of the business, and they
feel there might be a large estate tax possibly coming due by the

.death of one of the few large -old stockholders, so that it- will not be
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possible to hold the control, or sell, their stock to the corporation and
keep their estate liquid, the corporation having used up the credit by

(! borrowing.
Mr. OsGoon. Yes, that is very true, and very often, when the-situa-

tion gets to that point, they urge that the larger stockholders insure
theirlives for the benefit of the corporation and that way put cash into
the corporation's treasury to pay off the borrowings that would be
caused by that kind of a situation.

Senator GEORGE. Are you merely suggesting a change in the rates or
suggesting a new clause?

Mr. OSGOOD. This short presentation will only take 5 minutes,
Senator. If it develops that I have not answered your question I
will be glad to go into it further.

Senator BROWN. Before you leave that subject, Mr. Osgood, we
discussed it with the committee considerably, I have asked the expert
of the committee to prepare an amendment along this line for the
purpose of overcoming the hardships, as far as we can, of requiring an
owner of a large estate to pay this tax within 18 months. Of course,
under the present rule if undue hardship appears the Commissioner
may extent it as much as 8 years.

Mr. OsGoo. Yes; but of course with an interest penalty.
Senator BROWN. Six percent. My proposition was that we extend

that period for 15 years, make the test a little less difficult than
expressed in the words "undue hardship," and that we fix a rate of
interest at something around one-half of. I percent above the current
rate which the Government is borrowing. Do you think that would be
a desirable condition?

Mr. OsGoo. Of course, it would be a great help. That presents
another problem immediately, that is the closing of the administration
of the estate in the State court. Probably you would have to keep
your estate open until the tax is finally paid. Suppose a trust estate
were following the term of an executorship-you understand what I
mean by that-that is, if there were an executor and a trustee, then
the trustee, under some kind of stipulation with the Government,
might assume that long-term debt for the purpose of paying the debt
and thereby close the administration.

Senator BROWN. You can arrange the situation where the security
would be given the Government. The difficulty of going to bankers
and getting any reasonable rate on a reasonably secured loan of, sa,
to put an extreme case, 70 percent of the amount of the estate, -is
appalling to me.

Mr. OsGooo. It is not only that, but, of course, no commercial
banker would be permitted, by the comptroller's office, to make a
long-term loan of that character. That would mean he would have
togo to some investment firm and get it underwritten, prob:01ly.

Senator BROWN. And usually be required to give up control of the
corporation.

Mr. OsGooD. Oh, yes.
Senator Brown. If he happened to be: a large stockholder in the

corporation. - I. I
Mr. OSGOOD. I think that is trtue; yes.,
Senator BROWN. You think the amendment I spoke of is desirable,

do you?
Mr. OSG OD: I think the long-term 'extension at a very much

lower rate of interest would be exceedingly fair. How long that
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might be as a practical mator, I do not know. You must take into
account the closing of the estate in the State courts.

Senator TOWNSEND. Some State laws require that the estate be
closed in 12 months.

Mr. OsGooD. Yes, sir; most of the laws do require, in effect, that
the estate be closed in 12 months. As a matter of practice, before
the first Federal estate tax came into force, or before some State
laws went into effect, the general experience was that estates were
closed in 18 months. It now very often happens if there is litigation
over values, as you know it takes probably anywAere from 18 months
to 3 years sometimes to close the estate. Of course, that is inherent
whatever therate-of the-tax is. I do not think there are any new
difficulties presented by the changes in the act.

Senator BROWN. I have in mind what the difference will be in
the income tax extended over a period of time much longer than
now obtains.

Mr. OSGOOD. I think it was in 1924, at the request of the Treasury
Department and a number of the Governors of the States, that a
special commission was appointed of which I happened to be a
member and of which Mr. Graves, the tax commissioner of New York,
who is here in the room, was a member, and I think we reached the
general principle that an estate tax ought not to absorb much more
than 2 to 3 years annual income. Of course, with the greater reces-
sions in the last 6 or 7 years it is no longer possible to rationalize on
the income side of the picture, with the increase in the amount of the
taxes.

Senator GERRY. Mr. Osgood, there is another question that arises.
I think the Senator from Michigan brought it out. Your income tax
is a net tax, while your estate tax is a gross tax. It is really a capital
tax.

Mr. OsGooD. Yes; it is a capital tax, because it would not be, as a
general rule, paid out of any 1 year or 2 or 3 years' income.

The high estate and inheritance levies have other important eco-
nomic and social effects. They cause dissipation of accumulated
savings, that is capital, in the current operations of Government. At
the same time, they tend to concentrate the ownership or control of
many businesses in the hands of larger corporations, often those with
headquarters outside of the community. This is particularly true of
the smaller business when the owner, who usually has all of his assets
tied up in such business, dies.

If greater employment of capital is to be fostered there should be
an amelioration rather than any increased harshness in the application
of the estate taxes.

The bill proposes some desirable changes. The mere computation
of the Federal estate taxes would be simplified and the priority given
to the credit for death duties paid to a State is to be commended.

'It would allow, however, only $40,000 exemption against either the
gift tax or the estate tax or bQth combined. It would reduce the

* annual gift tax exemption from $5,000t $3,000. The first of these
two changes would be Wffeetive as of January 1, 1938, as regards the
estates of decedents dying after the passage of the bill; the second

,would. apply 1 year later. Their effects warrant careful analysis.
:For example, if a taxpayer exhausts his gift ax exemption during

his lifetime and dies leaving any estate, however small, even $1,
a Federal estate-tax return must be filed, the history of gifts

54885-38----30
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during the years subsequent to 1937 reviewed, and a tax paid. The
number of taxable estates of insignificant size and nuisance operations
and their cost, would be greatly increased. The actual cost of pre-
paring and auditing such returns, on the part of both the Government
and the taxpayer, would be greater than the revenue derived, and in
effect would mean an added tax burden.

Under the bill, if the gift-tax exemption has been fully used, the
estate-tax exemption is denied. This would have the effect of greatly
increasing the taxes on modest estates. On an estate of $50,000, for
example, the tax would be increased 1,400 percent; on an estate of
$140,000, over 70 percent.

A taxpayer engaged in hazardous enterprise, such as is characteristic
of most business today, must guess when he makes a gift whether he
is likely to leave nothing when he dies and thus should claim the. gift-
tax. exemption now, or whether he is likely to have in excess of $40,000
at the time of his death and thus would pay less Federal estate taxes
by delaying his exemption until then. Such guesswork should not be
forced by any tax law.

* The reduction in the annual gift-tax exemption from $5,000 to $3,000
would subject gifts in excess of $3,000 to higher brackets than at
present and make many gifts now exempt subject to taxation.

The lower the annual gift-tax exemption, the more the Federal
Government must interfere with family affairs. If through a year a
man allows his wife $10,000 for household expenses and she, through
economies, saves $4,000 of it ($1,000 over the proposed $3,000 exemp-
tion) and keeps it for her own, has her husband made a taxable gift of
$1,000 to her? How many husbands can account to the Government
for the money given to their wives for household expenses? Can they
prove it was actually for support and maintenance and not for the
personal benefit of their wives? This problem is present in all such
cases regardless of the gift-tax exemption, but the smaller the exemp-
tion the more acute the problem. Certainly the present $5,000
exemption obviates the necessity for the Government- auditing as
many household accounts.

There has been an effective decrease in the exemption without any
Congressional action. This reduction in exemptions is accounted for
by the tremendous decrease in the earning power of capital. In 5
years the gross yield obtainable on a range of well-selected invest-
ments has dropped from 5 to 3M percent, without taking account of
local taxes which must be paid and which may reduce the-yield to less
than 3 percent. This change in investment return means that the
exemptions now allowed are only about one-half as effective as those
originally intended. The bill proposes to further reduce them by
one-half as regards the gift and estate exemptions and by two-fifths
as regards the annual gift allowance.

Thus the bill would add to the problem of a person of moderate
means who i endeavoring to make reasonably adequate provision
according- to the needs of his family.
. There probably would be 'common agreement that there should be
exempted from tax an amount of capital sufficient at the very least
to provide an income for the support of a widow and one child.
Probably there would be agreement upon a greater exemption in the
case of two or more children. It is to be noted that a wido* 'with
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a minor child is entitled under the income-tax law to a $2,900 exemp-
tion ($2,500 as head of family and $400 for the child). One hundred
thousand dollars is barely sufficient to provide an annual income of
$3,000. Even a total exemption of $80,000 under present Federal
estate-tax law (for estate and gift purposes) does not exempt sufficient
capital to provide $3,000 of income under existing conditions. The
logic of the situation urges that the exemptions should be increased
rather than decreased. --

I think a combination of exemptions of $100,000 is just about the
minimum that ought to be granted under the whole theory of exemp-
tions.

The proposed credit of 16% percent should be considered from the
viewpoints of its effects upon the revenues of the State governments
and the probability that it will result in increases in the already high
death duties of many of the States. Time is not afforded to present
an analysis of this situation. In brief; the conclusion is that in the
interest of State revenues, in protection of estates, and in encourage-
ment of investment and enterprise, the 16%-percent credit should be
increased if the present law is changed in this particular as suggested
in the House bill. The degree of simplification resulting from a
mere consolidation of schedules of the rates in present law is not
sufficient justification for producing new disturbing effects. A
pertinent table is appended. -

(The table referred to is as follows:)
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We recommend that-
1. There be no decrease in the total exemptions allowed in gift

and estate taxes.
2. There be no reduction in the annual gift-tax exemption.
3. The proposed credit of 16X percent should be enlarged. There

is much to be said for a larger credit on the basis that death duties
should be left to the States almost entirely, if not wholly so.

Thank you very much.
The CHAIRMAN. Mr. Alvord.

STATEMENT OF ELLSWORTH C. ALVORD, WASHINGTON, D. C.,
REPRESENTING THE UNITED STATES CHAMBER OF COM-
MERCE

The CHAIRMAN. Your name iv Ellsworth C. Alvord, and you repre-
sent the United States Chamber of Commerce?

Mr. ALVORD. Yes, sir.
The CHAIRMAN. All right, Mr. Alvord. You have a brief, have

you not?
Mr. ALVORD. I would like permission to file a brief, Mr. Chairman.
The CHAIRMAN. All right.
Mr. ALT ORD. Mr. Chairman, and gentlemen of the committee, I

am going to depart, if I may, from what I have done in the prat in
appearing before your committee. I do not think it is necessary for
me to repeat my views with respect to the undistributed-profits tax
and the high tax on capital gains and high tax on individuals. They
are all a matter of record andreadily available. I have looked forward
to the problem confronting you; it has seemed to me that perhaps the
issue is one of estimates. ... .

I take it that there is no disagreement upon the primary objective
of the Congress at the present time with respect to taxes. That
primary objective, I am confident, is that those features of our tax
laws which substantially affect business adversely shouldbe eliminated.

I take it that the ultimate objective of the Congress, which involves
more than a consideration of tax laws, is first that the person now
unemployed whether or not on Government relief rolls, mustbe given
private employment and transferred to private pay rolls.

Second, that the increase in unemployment, which has progressed
at an alarming rate over the last 15 months, must be stopped~ and

Third, that we must get back on the road to real recovery. With
this in viev I suggest a tax program for your consideration.

Senator CONNALLY. Mr. Alvord, you start out by bragging of the
House hill; you say it is a wonderful bill.

Mr. ALVORD Yes, sir.
Senator CONNALLY. Will you speak about such?
Mr. ALvORD. Yes, sir.
Senator CONNALLY. All right.
Mr. ALVORD. I think the House has done an admirable job, a much

better job than I would suppose possible under the circumstances
under which they were working, but that does not mean, Senator,
that you cannot do a better job.

Senator TOWNSEND. You want to make some changes in- the House
bill, do you?
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Mr. ALVORD. Yes, sir; I think a better job is very possible.
First, I would advocate a flat 15-percent tax on corporate incomes.
Senator CONNALLY. That will not got the revenue.
Mr. ALVORD. I am Coming to that, Senator.
Senator CONNALLY. That is what we all have got to come to.
Mr. ALVORD. That is exactly why I prefaced my remarks as I did.

That is why I am going to discuss estimates with you today instead
of policy. I am quite convinced that every member of the com-
mittee will agree on policy.

Senator CONNALLY. I am not trying to heckle you.
Mr. ALVORD. I appreciate that, Senator. I next suggest a 12%

percent flat rate on capital gains, or, preferably despite its compli-
cations, a maximum rate of 15 percent scaled down over a holding
period of 10 years, 1 percent a year to 5 percent; and, third, a maximun
individual surtax of 40 percent.

Before I discuss actual estimates, actual yield under such a program,
I would like to place two very important matters before you for your
consideration. The first is the yield under the present law, or under
the House bill, and the second is the increase in your appropriations
in the event that the ultimate objective, the stopping of thedepression
is not attained. The figures which I shall give you gentlemen will
prove: to you conclusively, I am sure, that you stand to lose a billion
dollars in revenue if business continues at the present rate and does
not have the pick-up which I think the Treasury estimated in the
annual Budget submitted in January, of this year.

Next, I think you realized unquestionably that we will have in-
creased appropriations up to $3,000,000,000 for. relief if factory em-
ployment continues to decline at about. the same rate as it is now.
So that youhave on one side of about 4 billions of dollars-to face. On
the other side' I think--I am -not absolutely sure, but I think,-that
the highest estimate which the Treasury will give you. under the pro-
gram I suggest will be-a loss- in revenue of $300,000,000. I think the.
risk of !osmig $300,000,000 to save $4,000,000,000 is worth taking,
particularly if I. can prove to you that the risk is -not substantial.
I think I can prove to you that, as a matter of fact, instead of losing
$300,000,000 you are going to gain, and you are going to gain sub-
stantially under the program I suggest.
. Let me take up first the matter of capital gains. I give you in
table 1, which I filed with my statement, the capital gains realized
from 1925 through 1936, and the various rates of tax applicable. You
will find that for the 4 years 1926, 1927, 1928, and 1929, your annual
revenues from capital gains at a 12-percent rate were about $350,000,-
000. Under the existing law, with rates going up from the 12% and

uoing up appreciably by reason of high individual surtaxes, you will
nd that you received in 1935 about $85,000,000. I do not have the

1936 figures. The 1936 figures will be higher than $85,000,000,
probably $185,000,000, but still why below the $350,000,000 average.

Senator CONNALLY. Counting' the percentage of those years the tax
compared with the average of 1926 and 1927, did it not?

Mr. ALVORD. Until 1934 you had a flat 12X-percent rate. In.1934,
you recall, you changed your system completely and put in a schedule
of declining percentages based on the period of. holding, so'that the
rate actually applicable would depend upon the -particular bracket
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of the individual, ranging from the recognition of a gain of 100 percent
to the recognition of a gain of only 30 percent, if he held the asset for
more than 10 years. For example, if the taxpayer were in the 50-
percent bracket and held his assets for 10 years, his effective rate on

is gain would be 15 percent. So that your rates are very greatly
in excess of the 12%-percent flat rate.

Senator CONNALLY. What I was interested to know was that from
1926 to 1934, under the same rate they declined from $225,000,000 to
$17,000,000.

Mr. ALVORD. Yes, sir.
Senator CONNALLY. So the rate had nothing to do with that.
Mr. ALVORD. I might just as well throw that at you now.
Senator CONNALLY. That is what I want you to do.
Mr. ALVORD. The reason for that is this, Senator; You cannot get

money from gains if you have no gains.
Senator CONNALLY. Exactly.
Mr. ALVORD. So that your job, it seems to me, is to establish a

system under which you will have gains.
Senator CONNALLY. That is true. If this shows us how to do that

I am for it.
Mr. ALVORD. I think this will help very substantially, Senator.

That is why I am spend'ing time on it. You must have a tax rate
under which taxpayers wil take those gains. The figures which I
give you show that notwithstanding the market levels of 1936 were at
about the same level as they were in 1927 and 1928, the gains actually
taken were very substantially less, and therefore your tax was very sub-
stantially less. I will not go into the details of the figures, unless you,
wish. They are here. The real point I want to impress upon you is
that there is a law which I do not think Congress can amend or
repeal, and that is the law of diminishing returns. There is a rate
which will produce maximum revenues. If you get above that rate,
and I do not care how high above you go, you are bound .to get de-
creasing revenues.

The application of that law of diminishing returns is particularly
clear in the case of corporations. Let me bring my corporation
estimates in at this time.

There is nothing difficult or mysterious or complicated about esti-
mates of revenues. In fact it is a very simple mathematical computa-
tion. I suggest if the Treasury and I differ with respect to prospective
revenues it will be on one thing and not on mathematics. The one
thing to which I refer is the estimate of future business. Now, I
do not have all the current records which the Treasury has, and I do
not claim that my figures possess the accuracy which theirs should,
possess, but I do point out the following: The Federal Reserve Board
has an index of Industrial Production. If you take the Federal
Reserve Board index down through the years and take your revenues
for the corresponding yeurs you will find a definite correlation. The
proportion exists with remarkable regularity and consistency.

Suppose your corporate net income for all corporations for a
particular year is 5 billions of dollars. It is very simple mathematics
to see that a 1 percent rate will yield $50,000,000. Each 1-percent
increase in the rate will yield on a 5-billion-dollar base, $50,000,000.,
If we have a corporate rate of 10 percent, with a 5-billion-dollar base,
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ou get $500,000,000, and if you have a rate of 10 percent and a 10-
illion corporation base you get a billion dollars. You get with your'

10-percent rate on a 10-billion-dollar base precisely what you would
got with a 20-percent rate on a 5-billion-dollar base. So that, purely
from a finan*al point of view, those are the figures that you arrive at.

I agree wholeheartedly with the President of the United States
when he says we have got to increase incomes up to 80, 90 or 100
billions of dollars. That is where the national income must ie if we
are going to support a Budget of 7 billions of dollars of expenditures.
In his annual message to you in January he said to you there is no
possibility of balancing our Budget except through increase in national
income, and part of that, gentlemen, is an increase in your corporate
income base.

Now, just for the purpose of illustration, if you take a look at
table II, which I give you, you find in the years 1925 and 1927 we
have a Federal Reserve Board index of industrial production of almost
exactly what we had in 1936. In 1925 it was 104, in 1927 it was 106
and in 1936 it was 105. Compare your corporate yields and you will
find almost no difference-$1,170,000,000 in 1925; $1,130,000,000 in
1927; and $1,113,000,000 in 1936, with 13- and 13%-percent rates
applicable in 1925 and 1927, respectively, and high complicated
normal and surtax provisions applicable in 1936.

Based on present levels of business you will note that the Federal
Reserve Board index beginning in May of 1937, where it was 118, and
117 in August, has declined to 79 last month. All you have to do
is tol., your ratio of the decline in the Federal Reserve Board index,
apply it to your corporate-tax base in prior years, and youi can make
almost an exact mathematical computation of your corporate income-
tax base for the present year.

Then what you should do is to sit down and say, "Where is business
going? Are we going on down or are we going to stay where we are,
or are we going up?"
I I have made no effort to discuss with you the effect upon business
of your present tax system and the present financial policies of the
Government. Others much more competent and able than I have
done that. Your Committee on Unemployment has heard probably
the best industrial leaders, bankers, and labor leaders in the country.
Their record is filled. Unfortunately it has not been printed.

Certainly I can give you no better authority than Mr. Bernard
Baruch who appeared about 3 weeks ago before that committee and
gave what I consider one of the best and clearest statements of the
effect of tax policies upon business. I think Mr. Baru-h gave no
specific tax program, but the program which I suggest to you is
certainly directly along the lines of the policies which he was discussing.

The difference between the 15-percent rate and 17-percent rate is not
very substantial. You have as a tax based about $3,840,000,000
based on your present Federal Reserve Board index.

The way to make money, gentlemen, is to get the other people mak-
ing money so that your "kitty" will pick it up.

Senator GERRY. Mr. Alvord have you any statistics showing the
number of now corporations that have been formed in comparison
with former years?

Mr. ALVORD. No, sir, I do not. I have seen them somewhere. I
think-one of the corresponding tables, which-I saw at about'the same
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time; was on the issue of corporate securities, which will give you a
very clear picture of the present situation.

Senator GERRY. I saw some statistics a little while ago, I cannot
recall just where, but there has been a terrific dropping off..
. Mr. ALVORD. Unquestionably there has been, but Ido not have
the statistics here. I would be glad to locate them for you if I may.

Senator GEORGE. Mr. Alvord. Did I understand you to say in
the beginning, with reference to this capital-gains tax, that you pre-
ferred the sliding scale based on the period of holding?

Mr. ALVORD. I would prefer, as a matter of fairness, the scale of 15
to 5, but bear in mind that it has a good many complications.

Senator GEORGE. How does the period of income affect the revenue,
or does it? Is there a tendency on the part of the taxpayer to defer
the conversion or the change of his assets into a later period so as to got
a lower tax?

Mr. ALVORD. If you have a high rate, as you have now, under the
existing law, Senator; yes, sir, without any question. But if you
start at a lower rate, such as 15 percent, I think there would be no
postponement at all. I think then businessmen, investors, could
determine whether they want to buy or sell, whether they want to
invest, not by reason of tax liabilities, but by reason of the soundness
of the particular investment. They are going to give some regard
to the economics of the matter rather than almost entirely to tax
liabilities,. or probable tax liabilities. I ! , :

The CHAIRMAN. What is your idea? That we deduct the capital
losses from -the capital gains? 4
. Mr. ALVOMt'. As matter of',Jolicy, Senator, I see no reason for a
limitation, upon the deductibility of, capital! losses. I think they
ought to be deducted against ordinary income. Now, that is a matter
of permanent policy:. I have two qualifications for that.

,First, I do' not think you can; afford to do it under'your revenue
requirements at the present time, because it will cost you a lot of
money. It will cost you a tremendous amount principally by reason
of the terrific' decline in security values over the last, 6 months, but
I do think that if you are going to have limitationsupon the deduc-
tibility of capital losses so you can only offset your capital 'losses
against capital. gains, then, as a matter of plain fairness, you ought
to provide for' a, carry-over of your excess of' losses in 1 year against
capital gains in either of the 2 succeeding years. I would allow a
carry-over for '5 years,, because capital gains are a long-time propose
tion. Net capital gains. are properly an average of gains and losses
over a long period of time, and I do not think thatability to pay is
reflected in capital gains over a short period of time. I think you

ought to have a. balance of gains and losses over at least a 5-year
period.
SThe CHAIRMAN. Let me ask you, you appeared before this committee
a lot of times when you were legislative export for the committees'.
Have your viws changed any? ' I

Mr. ALVORD. Not in the slightest, sir, except as time, I hope,
improves them.'

Does that answeryourquestion on ' capital gains, Senator George?
Senator GEORGE. Yes.
Mr: Atvono. The same pinciple applies,'with, respect 'to' business

losses. I-think :you ought-: to' have a 2.year' carry-over of 'business
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losses. The 12 months' period for determining income, or ability to
pay, is entirely arbitrary and much too short. Some businesses will
have a reasonably regular annual turnover, a fairly steady annual
income, other businesses, such as textiles, Senator, if they have one
good year in four, they consider themselves lucky. If you tax their
entire income in that one good year and do not consider at all the
losses of the other 3 years, what you are doing is, in effect, multiply-
ing their tax by four.

A similar point is involved in one of the provisions of the present
bill, one of the technical provisions which says that a loss sustained
from securities becoming worthless shall be treated as a capital loss.
Let us look at that a minute. That is section 23 (g) (2) and section 23
(k) (2), I think. Suppose, under the bill, we limit capital losses to
capital gains. Here is a corporation, or an individual who invests a
little too unwisely. You can draw a line fairly well on that type of
fellow. The small fellow who does not have access to the best advice
re(lominates. Now the corporation in which he has an interest goes
ankrupt and his entire equity is wiped out. You say in the bill.

"Deduct that loss only against capital gains of the same kind.'
Well, gentlemen, he has no such capital gains. What you are doing is
denying absolutely the deduction of that loss, and, as I have told you
before, wlen you do that you are imposing a tax upon losses, not a
tax upon income.

I think the fair thing to do is to leave losses on worthless securities
exactly where they are under the present law. -

Senator GERRY. They have changed that in this bill, haven't they?
Mr. AL'VOnD. Yes, sir. 'I 'was just discussing it.- For the pur-

pose of further illustration, go back to my-table on revenue yields and
you will find those revenue yields consistently tied'in with industrial
iictivity, even though all the tremendous holes in the revenue laws
were not plugged in the prior years. All of these opportunities for
evasion with which you haire struggled fo the last 3 years apparently
existed, and yet you got your revenues.
. I suppose this limitation of the loss on worthless-securities is con-
sidered one of the holes which must be plugged. Still, I would have a
great deal of difficulty explaining to the small man who bought the
security that he had no loss when his corporation went into bank-
ruptcy and his security became worthless.

I might make the same remark about the provision in the bill with
respect to losses upon obsolescence. That, I think, is very important.
If the bill is based on the theory that they are changing the law then
it should not be adopted. But I do not so conceive it. The provision
as I read it, is merely declaratorsV of the present law.

Here is your problem: I have a machine which I used for 5 or 6
years. It becomes obsolete; a better machine comes along. I take it
out of the line of production and put in the new machine. Under all
previous laws of our income tax system we'have always said, "Deduct
the loss on obsolescence when you scrap your machine." Your loss
technically is the difference between, the cost of the machine in the
first place and the depreciation you have been allowed on it while
you, were using it. The. loss. was always considered an ordinary
loss, allowable on scrapping the machine. Now, you sell the ma-
cbino for crap 2 or 3 hionths ot a year later; that was treated as income,
If it happened in the same year, what they did was merely decrease
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your los on obsolescence by the amount which you received on
the sale.

Senator LONERGAN. Pardon me. Does that apply to a pleasure
car or just a business car?

Mr. ALVORD. I am talking principally' about machinery used in
industry, Senator.

Senator LONERGAN. Yes, sir.
Mr. ATVORD. You do not allow either obsolescence or depreciation

on a pleasure car.
Now, under the bill there is a provision that says this loss on ob-

solescence will be considered an ordinary loss. But it has always
been considered an ordinary loss. Unless you state specifically
that it is merely declaratory of the existing law, you might impose a
tremendous retroactive tax upon corporations which have taken
deductions for obsolescence and now find that they were improper
because they did not have offsetting capital gains of the same nature.
If obsolescence is not an ordinary business loss, I do not know what it is.

The CHAIRMAN. Mr. Alvord, getting back to your annual corpora-
tion rates you suggest 15 percent. Do you believe that an 18 percent
flat rate would obtain as much revenue?

Mr. ALvom. I would say just about the same amount as the
present bill.

The CHAIRMAN. About the same?
Mr. ALVORD. Just about the same amount, I would say, yes; sir.
The CHAIRMAN. That is without taking into consideration a pick-up

in business?
Mr. ALvORD. Whether you get a pick-up in business or not the 18

percent rate ought to give you about the same.
The CHAIRMAN. What do you suggest, if anything, with reference

to corporations that make less than $25,000 a year, where the capital-
ization is what is known as a small corporation?

Mr. ALvORD. I would continue the present provisions of the
present law and have graduated rates up to the $25,000.

The CHAIRMAN. On profits?
Mr. ALVORD. On income. We have always had that provision of

law. At one time we did it by way of exemption so that a smaller
income corporation would, in effect, pay much lesser rates. Gradu-
ated rates are a recognition of the same principle. So long as you do
not got the $25,000 too high I think it is a perfectly fair adjustment.

Senator GEORGE. Mr. Alvord, going back to capital gains and
losses for just one moment, would you separate your short term losses
from the long term losses?

Mr. ALVORD. Yes, I would.
Senator GEORGE. Would you carry on that principle?
Mr. ALVORD. Yes; and I think a 1-year period is ample for that

purpose.
Senator GEORGE. That is, your short terms would fall within the

1-year period "
Mr. RLVORD. Yes. I think that is necessary, Senator, in order not

to relieve the speculator of. taxation of his ordinary business profits.
Although it is an arbitrary term, a 1-year period is the best dividing
line I know. Investment transactions will be governed by the long-
term rates, and I think the 1-year period is the best way to draw that
line.
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Senator GEonoE. So you would separate your losses?
Mr. ALVORD. Yes.
Senator CONNALLY. Mr. Alvord, may I ask you a question on the

same matter that Senator Harrison asked, on this 18-percent rate?
You mean the 18-percent flat rate would bring about the same as the
16 flat rate plus the 40 percent on undistributed profits?

Mr. ALVORD. As I got the Senator's question, under the House bill
you have a flat 20-percent rate. It will be scaled down in proportion
to the dividends you distribute to 16I percent. The 18-percent
rate will give you about the average, probably the average. I think
it ought to produce about the same amount of revenue. But you
can make much more money by telling investors, by telling business,
by telling labor, all three, that the principle of the undistributed-
profits tax is abandoned completely and forever and they no longer
have to worry about the penalties.

From the point of view of increasing business activity, increasing
your corporate income basis, getting more revenue, you should not
go as laigh as 18 percent. I think that a flat rate--and I think 15
percent is high enough-will have a more beneficial effect on business,
and therefore produce more revenue than all the penalties that you
might impose. Does that answer your question, Senator?

Senator CONNALLY. I suppose it does, but I am asking you.
The CHAIRMAN. Is there anything else you want to discuss, Mr.

Alvord?
Mr. ALVORD. I want to mention one or two things. With the

abolition of the principle of the undistributed-profit tax, I assume also
that the increased tax, in some instances, on intercorporate dividends
will be oba.idoned. It was nut in the bill as a limitation on your
credit for dividends paid ana if the dividends-paid credit goes out
and a flat rate is restored, I assume you will go back to the ordinary
25-percent credit.

Senator CONNALLY. Suppose a corporation pays out practically
all of its dividends, or has under $25,000 income, what rate it will be
under the House bill, what flat rate-16%, you say?

Mr. ALVORD. Sixteen and two-thirds.
Senator CONNALLY. It will pay a flat rate of 16%?
Mr. ALVORD. Yes.
Senator CONNALLY. Whether it pays up to 20 percent or not will

depend upon the amount they retained of undistributed profits?
Mr. ALVORD. That is *iht.
Senator CONNALLY. Andyou figure that up to 18 will about offset

what you get out of the expectancy of the 20 percent?
Mr. ALVORD. Well, about that, yes, air; and on the same basis of

business 'activity, but I think business activity will increase if you
get a reasonable flat-rate corporation tax. If you look at my table
II, you will find that a 15-percent rate imposed today will produce
as much as is estimated from the House bill, if you get but a 6-percent
increase in business.

Senator GEOnGE. Only 6 percent?
Mr. ALVORD. Six percent increase in business, yes, sir; it will pro-

duce almost exactly the same amount as the House bill.
Senator CONNALLY, Of course the 6-percent increase in business,

the estimate of the Hots bill-
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Mr. ALVORD (interruptink)NSenator, are, ,you going to get that
increase under the House bil or the present law?-/ , 1
I Senator CONNALLT. .1 d6 not, know:' I am. asking you. Will it
increase the tax on either one of the other plans, if it did?

Mr. ALVORD. Your job is to get increased revenue. The leaders of
this country-financial, industrial, and labor--tell you that the
present tax'laws have a substantial depressing effect on business.
I would follow their opinion and say, 'Let us get down to a real
movement to encourage business. Lot us get some employment
moving. Let us get people working actively, producing income.
The more employment the greater income, and the greater income the
more revenues"

Senator CONNALLY. Under your theory it would be more a question'of psycholog, , : ,, . .r. LVOD. I suppose no one in theworld would deny the existing

situation is largely a matter of psychology.. It is psychological in
the sense, that there isn't a man in the United States today who can
sit down with any degree of confidence and predict the future.

Senator VANDENBERO. Rh a revision, of taxes all that- is necessary?
Mr. ALvoD., No. ''But it,:is probably the only thing you can do.
The CHAiRMAN. Mr. Alvord, you:have discussed the high surtaxes,

your capital gains and your corporation tax,.
''Mr. ALVORD, Yes. ,

The CHAIRMAN. Which of these provisions, in yotir opinion,,are of
nostiniportaneo to encourage business, ifyou confine it now to one?
( Mr. AVOnD. I think the three tie in very closely together, Senator.
The effect is cumulative., If I had to grade them--and it is difficult,
because after all, you have got to acknowledge that each of them is
exceedingly important--I would probably put the abolition of; the
undistributed-profits tax'and 10-percentcorporate rate first.. 1 am
not sure whether that comes before capital gains or not; but I think
it does; Then I would put capital gains next- and the individual
surtaxes next. But all three should be remedied.

Senator VANDEt4BERG. Would you broaden the income-tax base?
Mr. ALVORD. I have always been of the opinion, Senator, that the

base should be broadened, -, My. answer to you at the present time is,
however, I just do not have the statistics available to know ,how far
I ,would, now broaden' it. At the* present time you :have. social-
security taxes. You a're collecting from these fellowswho have never
paid ificome taxes, seven-hundred-million-odd dollars this year! and
it will eventually be over a billion dollars., I do not know how much
those people can afford to pay., I think you can reduce itsomewhat
now, but before you reduce' the base very substantially I -thinklyou
should consider the. burden which "the- social-security tax is noW
imposing upon that entire group 'of people.,
-Senator Oimny. Mr. .Alvord, don'tyou make a distinction within

flat tax on' s corporation, differentiating from an undistributed-
pro'fits tax, because in the undistributed-profits tax the tax goes on
unless they distribute, while in a' flat tax the corporation pays the
ta-cwiether it distributes itin dividends or puts it into new iUnpirvo-
ments, and o6e of; the difficulties.you have in- the, undistributed-
piofli "taxis' theft, that, it is to make distributionto, stockholders
instead of putting the money into devel6 ment,, which means business
improvement and reduction in unemployment.
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Mr. AIUvoRD. That' ve, very true Senator, and I might point
out to Senator Connally what I mean by abolition of. the principle,
If you' impose 3% percent this year, Senator, what is there to assure
a busineAsman that you will not boost. that penalty to 42% percent4
as was proposed two years ago?

ILhtiveijust one more point; that is, with respect to pension trusts.
You are proposing in the law:to require a pension trust for the benefit
of employees, to be made irrevocable. The provisions of thepresent
laws from ,1921 on, were' put in for, the purpose' of encouraging pen.
sion trustd,,of getting funds set aside for the, benefit of employees. I
think the provision of the present law which says. that the trust may
be revocable is a perfectly sound provision and is adequately safe-
guarded by the Treasury regulations. The present bill says pension
trusts must be made irrevocable and that, I am confident, will' dis-
coifrage the ,creation of ,pension, trustee ; and,'to, that: extent hurt
employees.
:" Thank you very much.

Senator' BULKLEY. J nOt un'ota tha. Whyshould thepension trust discouW he corporation?
Mr. ALv6RD.,"' tor, consider yourself an dnil er fox a minute.

You are perfec$" willing to set up a trust fund coxllted according
to the best a~glablo. adttiarial' sc' i o'NA4:pay eorpeA##ion t your
employees ter they reah5 ye, g aNo youk
"Shall I nk that vab or i bevoqble?" -ou areinot at all
sure wha - he situaqidn will o 20 from p.ii When 'Our em-
ployco, W o is now'46, IQom'g yM do not

know, b~t what State penem9p"Wd 1overaent pension will' be
adequ You just ean antecpateallthe Vtings th might
happn-'hen, yo got up ayb ust4)*voca 0 there r. It

adequate ~ al itlhg thih

is ample if you p as 4. laNIdoeuI interpret t
if that rust fun ever th, t employer it will be xed to
him, ( Ive him lded-ut n who*6 fors it over. th

Senate BULU L I M AW to , t ipa dreygo two tl gst a
might b6 'evocabl iYou , re g b t makairi the W le thing

able that i t te extent w seems
to me a di rent thing, and t rt tyo can voke ystem for
-future time 4)0 large s ave aead paid in, s there any
difference tbe '.e?

Mr. ALvoRv.4hat difference, they tell me, is in t ouse bill butI do not see it, bemiso if any part o thecorpus cme can revert
'to, the' employer it wllleo excluded from sec 65

Seiat orBULKLEY. Its~e Me-.bu have a revocable trust
then even if the employee 'wol is lvke t9'dai'y it "Iith'ightbe
reached by creditors of the employers
" Mxb. AVOnlD. That istrue; and there have been some cases such as
that, but I think those cases are so few as not to cause,any particular
concern. As I read the bill, you 'raotic'ally have to make your trust
irrevocable because otherwise under certain oircunistances, even if it
goes to creditors it still 'is for the benefit of the employer by wiping
out the debt. Iiat of t e corpus, part of the ,neone p 44 r tPett
the employer. We would be ,better off by; leaving tlie law , as it is,
although I ,see no, objection 'to'-a provision adequately, meeting the
.creditor ,situation.
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Senator BULKLEY. I think I have your viewpoint. I do not care to
argue about it.

Mr. ALVORD. In conclusion, I think you can do a very substantial
job by remedying the many defects of the undistributed-profit tax re-
troactively. Everybody know back in 1936 that the law was far
from perfect; very far from perfect. It was admitted on the floor of
Congress, and admitted by the administration, and everyone was as-
sured that as defects, hardships, and unintended inequities appeared
they would be remedied, the inference being they would be remedied
retroactively. I think there are such amendments which you can
make retroactively.

The CHAIRMAN. In other words, put it back to the time it went into
effect.

Mr. ALVORD. Yes.
The CHAIRMAN. Well, don't give much hope to people on that

proposition.
Mr. ALVORD. I think it is still very sound, and it cannot cost you

much money. I can quote from your own language, Senator, in
telling you that.

The CHAIRMAN. I do not care to be quoted because I have been
wrong a lot of times.

(The brief submitted by Mr. Alvord is as follows:)

BRIEF OF ELLSWORTH C. ALVORD

INTRODUCTION

The revenue bill now pending before you is a commendable piece of work.
Those responsible for its passage by the House of Representatives are to be con-
gratulated. It is a most decided improvement over the present law. But It
doesn't go quite far enough, to attain the true objectives, as I conceive them.

OBJECTIVES

Insofar as our tax laws are concerned, the primary objective should be to
remove those features which are substantially contributing causes to the present
depression.The ultimate objectives should be-

(1) To stop the alarming increase in the ranks of the unemployed.
(2) To transfer to private pay rolls those now on relief rolls.
(3) To reverse present trends and to direct our country upon a course leading

to true recovery.
RECOMMENDATIONS

The following recommendations are offered:
(1) Impose a maximum 15-percent rate on corporate incomes, with lower

rates on Incomes of less than $25,000.
(2) Impose a maximum 12 J-percent rate on capital gains, or rates graduated

from 15 to 5 percent over a 10-year period.
(3) Impose a maximum individual surtax rate of 40 percent.
(4) Remove retroactively a few of the most glaring mistakes of the undis.

tributed-profits tax.
CONSEQUENCES

The immediate adoption of these recommendations will unquestionably give
assurance that:

(1) Our revenue laws are designed to produce revenue, upon recognized princi-
ples of taxation and upon the basis of maximum yield.( 2) The principles of the undistributed-profits tax have been abandoned.

3) Tinkering with our tax laws has stopped, and common sense has been
restored.

(4) We have taken the first, and a most Important, step toward a balanced
budget and financial stability.
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EFFECT UPON TIE REVENUES

I feel that every member of this committee would readily approve the recom-
mendations I have made, but for one question: What will be the effect upon the
revenues?

I am in full sympathy with the principle advocated by the Treasury-that
the revenue yield must not be diminished. I also approve unqualifiedly the
statement in the President's Budget message for 1939 that "the tax revenues
from practically every major source depend upon business conditions."

Before presenting an analysis of the revenue yield under the suggested program,
two matters should be considered:

(1) The revenue yield under the present law-or under the bill now pending
before you-if business conditions continue on the decline, or there is not the
improvement in 1938 which the Treasury predicted in making the Budget esti-
mates; and

(2) The increased appropriations which will be required for relief, if the tide
of unemployment is not turned back.

You will note that there is omitted from consideration, for present purposes,
the greater and more vital gains in our happiness and welfare if our objectives are
attained.

On the one hand, we are facing losses in revenue of at least $1,000,000,000 and
increased appropriations of as much as $3,000,000,000 a year for the next 2 or 3
or possibly 4 years. On the other hand, you are risking, under the program I
have recommended, the loss of $300,000,000, at most, upon the basis of the
Treasury's own estimates, if the program doesn't work.

Let us consider the effect upon the revenues resulting from the adoption of the
suggested program.

The yield of our tax system cannot be measured solely by the rates imposed.
The tax base is a fundamental factor. A tax base of $10,000,000,000 will produce
$1,000,000,000 at a 10-percent rate. But a 20-percent rate will produce no more
if the tax base is $5,000,000,000.

Likewise, a 10-percent rate imposed upon a $5,000,000,000 base will produce
only $500,000,000. But if imposed upon a $10,000,000,000 base, its yield is
doubled.

The law of diminishing returns applies with cruel vigor. There is a rate which
will produce maximum revenues. A higher rate produces a lesser amount. The
law of diminishing returns is beyond the control of Congress. It cannot be
repealed.

My estimates are based upon the following principles:
(1) The rates of the present law, as well as those of the pending bill, are beyond

the point of maximum productivity.
(2) The pending bill will not give the needed stimulus. I see no immediate

increase in our present tax base, and under the bill I fear a further decline.
(3) The adoption of our recommendations will reverse present trends, will

increase the tax base, and wil yield greater revenues.

CAPITAL GAINS

As to capital gains, there is ample evidence in the Treasury's own statistics
that a reasonable flat tax on capital gains will produce more revenue than the
present system. I have set out these statistics in tabular form. (See table I.)

I note only a few of the more significant facts:
(1) In 1936 estimated total gains were only $1,418,000,000 as against $2,379,-

000,000 in 1926 and $2,895,000,000 in 1927, although the stock market level was
about the same in each of these 3 years.

(2) In 1934 1935, and 1936 revenue from capital gains was relatively insignifi-
cant, despite the fact that stock averages almost doubled in the period. How-
ever in the 4-year period, 1926 to 1929, with a flat 12 j percent tax in effect,
totai revenues amounted to more than one and a half billion dollars.

(3) The last year to which the 12% percent tax on capital gains was applicable
was 1933. In 1934, although the securities index advanced almost 10 points,
the total gains taken by taxpayers declined from $553,000,000 to $313,000,000.

54885-38-31
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TABE I.-Total capital net gains and revenue from capital gains

Tax year Securities Total net Revenue from
index cajplta I capital-alnsidxI galas I tKxS

1926 ..................................................... 100.0 2,378. 5 225, 485
1927 ..................................................... 118.3 2,894.6 296,879
1928 ..................................................... 149.9 4,807.9 576,001
1929 -------------------------------------------------- 190.3 4, 8i. 5 420,971
1930 ..................................................... 149.8 1,193.1 -15,226
1931 ..................................................... 94.7 471.6 -89,001
1932 ..................................................... 48.6 162.9 -79,917
1933 ................................................... 63.0 553.2 16, 167
1934 ..................................................... 72.4 312.6 17,197
1935 ---------------------------------------------------- 78.3 730. 7 85,267
1930 ---------------------------------------------------- 111.0 41,417.6 (1)

I Standard statistics index of 419 stocks, average for year.
I In thousands of dollars. Treasury Department statistics, report of subcommittee of Committee on

Ways and Means, table 8, p. 88. Gains subsequent to 1933 are estimated before application of statutory
percentages; 1936 figure estiniated, no Treasury figure available,

£ In thousands ofdollars. Treasury Department statistics, report of subcommittee of Committee on Ways
and Moans, table 9, p. 90.

4 Estimated.
* Not available.

Tho coielisionm are obvious. A reasonable rate encourages business activity,
Hrve s toJ ~lecr Lst the tax base materially, and produces far more revenue than any
plan which subjects the galin to unreasonably high rates. The present law drives
cApital into tax exempts, and prevents its investment in new enterprises. It
unduly magnifies the livestor' risk, for lie bears all the losses if the venture is
unsuccessful, but must give up most of his profits if it is successful. Assurances of
a reasonable tax u)on future capital gains will release an enormous amount of
capital for productive enterprise and may well prove to be the key to a reversal of
the business trend.

Furthermore, I am inclined to think that the Treasury does not expect any sub-
stantial amount of immediate revenue from the tax upon capital gains. Tie pres-
ent is a particularly opportune time to change. The risks involved are most
attractive. If you lose, you can't lose much. If you win, your gains are enormous.

INDIVIDUAL SURTAXES

Existing individual surtax rates require downward adjustment. The present
schedule is much too high. A schedule ending with a 40 percent "top" will more
closely approach the point of maximum productivity. It will replace the hamper-
ing effect of the present law with some real encouragement to individual initiative
and enterprise. It will free funds frozen in tax-exempt securities. Excessive
cash will be lured from its present hiding places. The more enterprise, the more
employment; the more employment, the higher the tax base.

ORPORATION TAXES

Again the record of the past is convincing that a reasonable flat rate corporation
tax produces more revenue than the heavy normal taxes and surtaxes in effect
for the past 2 years. This information is presented in tabular form also.

Table II shows that the industrial index in 1936 was 105, and that In 1925 it
was 104, and In 1927, 106. These 3 years are therefore comparable from a business
standpoint. The combined normal tax and undistributed profit surtax in 1936
produced $1,113,000,000 in revenue. In 1925, however with a flat corporate
tax of 13 percent, the Government collected $1,170,000,060 in revenue from cor-
porations; and in 1927, with a 13% percent flat tax, $1,130,000,000.

Again,. it is estimated that in 1037 the normal and surtax on corporations
pro uced $1,270,000,000 in revenue. Taking 1928 as a comparable year, accord-
ing to the index of Industrial production, it appears that a 12 percent flat tax on
corporations yielded $1,184,000,000, a difference of less than $100,000,000.

The reason why a moderate fiat tax in the twenties produced almost the same
amount of revenue as that obtained In 1936 and 1937 is obvious. The corporate
tax base was 10 and a half billions in 1928. In 1936 and 1937, while the undis-
tributed-profits tax and other heavy taxes strangled business, the corporate net
Income amounted to only seven and seven and a half billions, respectively.
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TABLE II

1922 .......................................
1923 .......................................
1924 .......................................
1925 .......................................
1927 .......................................
1927 .......................................
1928 .......................................
19029 .......................................
1930 .......................................
1931 .......................................
1932 .......................................
1933 .......................................
1931 .......................................
1935 .......................................
19376(yer).................................
1937 (year) ........... .............

Aay ................................
Auguste .............................
Dccemnber........................1038:
January ...............................
February ..............................

Federal Bureai Revenue
Reserve Labor 8ta.C fromeco

Board index tistlcs Index I Corporate Iate ofcor froa cor-
Industrial offactory netIncome' pratetax potation

production' payrolls' tax I

85 ............ 0, 964 12z 775.a
101 ............ 8,322 12, 937.1
95 ............ 7,587 2 881.6

104 ............ 9,681 13 1,170.3
108 ............ 0,073 13j 1 I 229.8
106 ............ 8,982 13 j 1 130.1
111 ............ 10,018 12 1,184.1
119 ............ 11,651 12 1,193.4

96 ............ 6,42 12 711.7
81 ............ 3,683 12 399.0
4 ............ 2,153 13'8 285.0

7. ............ 2,986 131 410.1
79 ............ 4,276 131 588.4
90 ......... 5, 14J 123,f-15 707.9

105 ---------- - - $7,000 48-15 1,113
IlOp .-............ 7,WO 48-15 11,270
118 105 ....................................
117 10 .....................................
84 81 .....................................

81 71 .....................................
(70) ................................................

1 1923-25 average = 100.
2 In millions of dollars.
I Estimate.
4 Plus surtax on undistributed profits.
* Trade estimate.

Despite this record, the Treasury insists that the substitution of a moderate
flat rate tax would cause a serious loss in revenue. It must be assumed that the tax
base would be the same under each tax. It must take the position that our tax
laws have no effect whatsoever upon business conditions. My position is that
the substitution of a flat 15 percent tax will encourage greater business activity
andI larger corporate profits. The revenues will be increased, not decreased.

The point can be Illustrated by a third table (table III). Tie present level
of business activity, as indicated by the Federal Reserve Board index, is around
80. If this low level continues throughout the year, corporate income will not
exceed $3,840,000. On this base, the House bill would not yield more than
$1,344,000 in tax revenue from both corporations and Individuals. On the
other hand, if the adoption of a 15 percent flat tax increased business activity
by only 6 percent it would produce the same amount of revenue. And the flat
tax would produce more revenue than the House bill to the extent that It Improved
business conditions by more than 6 percent over the present level.

TABLE III.PEstimated revenue yield from present House bill, based on present
business level, and estimated increase in business level necessary to produce same
amount of revenue with flat 15-percent corporate tax

House bill ..........................................
Flat 1-percent tax .................................

I Increase, 6 percent.
I Increase, 11 percent.

CARRY-OVER OF NET BUSINESS LOSSES

A single 12 months' period Is admittedly an arbitrary basis for determining
Incolne and ability to pay taxes. It necessarily results In Inequitable burdens"
For example, a corporation may have a loss of $50,000 In 1 year and an equal
gain In the next. Although It has no net Income for the 2-year period, It will be
taxed on $50,000. The nominal rate Is In effect doubled.

473
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Again, the use of a single year's earnings as a basis for taxation results in
unevenness of tax impact as between different type of corporations. The normal
history of the heavy goods industry Is a succession of loss years followed by a
period of relatively largo profits. Ono good year out of four is the aim of the
textile industry. In contrast, other lines of business will have profits relatively
uniform from year to year. Their effective ta% rate approaches the nominal rate.

Op crating losses of 1 year should be carried forward for at least 2 years, as the
most effective method of alleviating many of the existing inequities.

CARRY-OVER OF NET CAPITAL LOSSES

The bill permits the net capital loss of 1 year to be carried forward and deducted
from net capital gains of the subsequent taxable year. This provision is liberal
only by comparison with the wholly inequitable provisions of existing law, which
permit no carry-over whatever. The true result of a taxpayer's capital trans-
actions cannot be determined over a period of 1 or 2 years, or even in 5. Many
taxpayers may have capital transactions over a period of years which result in no
net capital gain or loss. Yet, under existing law, and under the bill, they are
required to pay taxes on their gains without adequate recognition of the offsetting
losses in other years. A 5-year carry-over for capital losses would provide a
more reasonable period by which to measure a taxpayer's ability to pay taxes on
capital transactions. For the benefit of the small taxpayer and the more
occasional investor, net capital losses of $2,000 should be deductible in any 1
year from ordinary income.

EMPLOYEES' PENSION TRUSTS

Under section 165 of the present law, a pension trust for the benefit of employ-
ees is exempt from tax, and contributions to it are allowable deductions, If the
plan conforms to specified requirements. Since the enactment of the original
provision In 1921 the Congress has recognized that the trust might be revocable.
The House bill proposes to change the present law and to require that the trust be
Irrevocable.

It is our opinion that the establishment of pension trusts should be encouraged,
and that the House bill will have the contrary effect. We believe the provisions
of the present law are sound and that the revenues are adequately safeguarded.

WORTHLESS SECURITIES

Section 23 (g) (2) and section 23 (k) (2) of the House bill provide that a loss
sustained from securities becoming worthless shall be treated as a capital loss.
There Is a fundamental objection to the principle Involved in these provisions.

Losses from worthless securities are real losses, which are basically different
from "capital losses." In the case of a "capital loss," the taxpayer controls the
year in which the sale-and, therefore, the loss-occurs. ie can frequently
offset the loss by taking a corresponding capital gain. In the ease of worthless
securities, the taxpayer has no such control over the year in which the loss is
sustained. Frequently, there will be no capital gains against which the loss can
be offset. In effect, therefore, the provision results in the arbitrary taxation of
the loss.

In addition to this fundamental objection, the provisions have certain technical
deficiencies. They provide that the loss shall be regarded as being sustained as
of the first day of the year when the securities became worthless. Thti may
result in treating what Is really a long-term capital loss as a short-term capital
loss. Moreover, the provisions create confusion as to the determination of the
holding period of the asset. For instance, if a worthless security upon which a
capital loss has been taken should become valuable how is the holding period
determined-from the date of acquisition, or from tie date the capital loss was
taken?

*LOSS ON OBSOLESCENCE

Section 117 (a) (1) of the House bill now defines "capital assets" so as to exclude
"property, used in the trade or business, of a character which is subject to the
allowance for depreciation provided in section 23 (1)." The Ways and Means
Committee report states that this is intended to permit a full loss due to obsoles-
cence in a case where, for example a machine has become obsolete, is removed
from use, and is then sold. According to the committee report, the loss sustained
on such a sale might under the present law be regarded as a capital loss.
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It is our opinion that the proposed provision is merely declaratory of existing

law. When the present capital gains provisions were enacted in 1934, they con-
tinued without change the provisions with respect to losses due to obsolescence,
retirement of obsolete property, etc. The Treasury Department has consistently
recognized, in its regulations, that the limitations with respect to the sale or
exchange of capital assets were inapplicable to losses arising from obsolescence.
(Regs. 94, art. 23 (e)-3.)

Tle statement in the committee report, therefore, casts doubt on the propriety
of this deduction for prior years. It should be corrected.

Moreover, even if the change is accepted merely as a clarifying amendment, it
is too broad in its al)plication. As now drafted, it applies to depreciable property
and would tax its ordinary gains the gain from the sale of buildings held by a
real estate operator. Certainly, this is not within the contemplated scope of the
aniendment. The provision should be limited to properly subject to obsolescence.

INTERCORPORATE DIVIDENDS

The House bill proposes to limit the credit for Intercorporato dividends not
only to 85 percent of the dividends received but also to 85 percent of "adjusted
net income '-statutory net income less so-called "liberty bond" interest.

This new limitat ion' will apply whenever the corporation receiving dividends
has a net loss from operations. For example, suppose two corporations each re-
ceive $100,000 from dividends. One has a net operating pliofit of $20,000; the
other a net operating loss of $20,000. The former will get the full credit of $85,000
for dividends received. The latter, however, will get a credit of only 85 percent
of $80,000, its adjusted net income, of $68,000. In effect, 85 percentt of the loss,
amounting to $17,000, becomes subject to tax. This result is unsound and dis-
criminatory. It is unnecessarily severe upon corporations which distribute to
their stockholders all the dividends they have collected. Certainly, corporations
operating at a loss have a lesser liability to pay.

The existing tax burdens upon corporate dividends are extremely heavy. The
earnings and profits, out of which the dividends are paid, have already been
subjected to taxation in the hands of the corporation paying the dividend.

We have frequently pointed out the double and multiple taxation resulting
from further taxation in the hands of the receiving corporation. The increase
proposed by the House bill should be eliminated.

SALARY PUBLICITY

The present law provides (section 148 (d)) that a corporation must submit
with its income tax returns the names of all employees receiving salaries in excess
of $15,000, such names to be a matter of public record. During the last session of
Congress a bill passed the House repealing this section, but the Senate took no
action. The bill as originally reported by the House committee omitted this
section, but on the floor of the House it was reinserted and so amended as to
apply to salaries in excess of $75,000.

Publicity of salaries has nothing whatever to do with levying or collecting taxes.
It is alien to and has no legitimate place in a tax measure.

The salary publicity provision has been in the revenue act for nearly 4 years.
No evidence has been produced that it has served any useful purpose. On the
contrary, there is ample evidence that it has been used for objectionable purposes.
The list of names has been a veritable gold mine for salesmen of all kinds, black-
mailers, kidnapers, and others compiling lists of prospects or victims for doubtful
purposes.

Removal of this section from the law will eliminate an element alien to a revenue
act.

RETROACTIVE AMENDMENTS TO THE UNDISTRIBUTED PROFITS TAX

In 2 years of operation, the undistributed-profits tax has worked tremendous
hardships upon many innocent corporations. Many illustrative examples are set
out in our separate report, which has been given to your committee. As stated by
the chairman of this committee: "For each corporation which has been Justly
penalized by this tax, there are probably a hundred which have been unjustly
penalized because, for legal or moral reasons, they could not distribute their
earnings in dividends."

Since this fact is recognized, It seems obviously proper to give those corporations
which were "unjustly penalized" in 1930 and 1937 appropriate retroactive relief.
Not to do so would be a grave injustice.
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It has been urged that retroactive relief would be unfair to the corporations
which did declare out earnings in the past 2 years. On the contrary, this seems to
me the very reason why retroactive relief should be granted. Those corporations
which could distribute, did distribute. The corporations which were unable to
distribute are to be penalized. They are deserving of relief, and such relief, on the
Treasury's own figures, would not be costly.

The following amendments are necessary and appropriate:
(1) An alleviating general credit of a substantial percentage of net income, for

the taxable year 1937.
(2) An appropriate amendment, applicable to the taxable years 1936 and 1937,

to conform section 20 (c) (2) of the Revenue Act of 1926 to its original purpose,
so as to allow a credit for earnings applied to debts or sinking funds whenever the
contract requirement is that they be so applied, either in the year earned or the
following year.

(3) An amendment providing that corporations whose net income is subse-
quently redetermined and increased -upon audit of their returns shall not be taxed
retroactively for having failed to distribute such income in the year it was earned,
if a distribution is made within 60 days after the deficiency is determined.

During the hearings before the Committee on Ways and Means, it was stated
that the subcommittee had unanimously agreed to the insertion of such an amend-
mRent in the bill Certain "deficiency (ilivldend credit" provisions were added to
the bill on the floor of the house, but they were limited in application to title
1A (personal holding companies) and title 113, which was later stricken from
the bill. If the 3% percent undlistril)uted-profits tax comprehended by the
"20-16" tax is permitted to remain in the bill, obviously a like credit should be
granted. And, in any ease, such a credit should be written into the bill to provide
for deficiencies in 1936 and 1937 income which are subsequently assessed.

CONCLUSION

Opportunities for private employment must be provided for those able to work
who are on relief. Industry must be unshackled. Confidence must be restored.
Government revenues must be stabilized. Our national income and standard of
living must be increased substantially above present levels. Fears of vindictive
taxation must be removed. The use of our tax system as an experimental
laboratory must be abandoned.

Adoption of the recommendations we have suggested will be an important
contribution to these ends-the most important single contribution, we believe,
which can be made during the remainder of the present session of the Congress.

(The following summary of recommendations of the United States
Chamber of Commerce was submitted by Mr. Alvord.)

SUMMARY OF STATEMENTS MADE BY REPRESENTATIVES OF THE UNITED STATES
CHAMBER OF COMMERCE

We believe:
That the prime objective of present revenue legislation should be to encourage

business activity in the interests of economic welfare. If business activity can be
brought to a satisfactory level, revenues Will automatically take care of themselves.

In order to stimulate business activity, the obstructive effects of certain taxes
and certain excessive rates must be ameliorated, the tax structure simplified and
inequities reduced.

As a means of attaining the objective, we support certain principles and certain
provisions of the present revenue bill and oppose others as obstructive.

While our testimony deals with a limited number of other subjects, we devote
special attention to the following:

TAXATION OF CORPORATIONS
We support:
The taxation bf corporate Income through a normal tax only no higher. than

that of present law.
The proposal to carry losses forward; the carry-over, however, should be for a

period of 2 years rather than 1.
The proposal to allow triennial determination of capital-stock values for tax

purposes; it Is urged, however, that such determination be permitted at least
biennially, and preferably annually.
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A relief provision permitting credit, since the adoption of the undistributed-

profits tax for earnings obliged under debt contracts to be paid out, or set aside
for retirement of debt.

We regard as obstructive.
The undistributed-corporate-profits tax as being unsound in princi:)le and

urge its complete elimination.
The proposed treatment of intercorporato dividends and urge full credit for

85 percent of dividends received from domestic corporations.

CAPITAL GAINS AND LOSSES
We support-
A flat-rate tax on capital gains accruing from assets held longer than I year,

in order not to impede the free flow of capital, this rate ought not to exceed 12N
percent, and 10 percent would be preferable. In addition to other advantages,
a flat tax would permit simplification of the law, as, for example, it would make
unnecessary the present elaborate Sched ule pertaining to time assets. have been
held with its encouragement to delay capital transactions.

A carry-over of net losses; the period of carry-over, however, should be not less
than 3 years, and preferably 5.

We regard as obstructive-
The proposed change in definition of capital assets so as to include worthless

corporate securities.
ESTATE AND GIFT TAXES

We support-
A combination of estate-tax schedules for the purpose of simplification, pro-

vided taxes are not increased thereby.
The priority of credit for death taxes paid the States.
We regard as obstructive-
The combination and reduction of the present estate- and gift-tax exemptions.
The reduction of the present gift allowance to $3,000.

INDIVIDUAL SURTAXES
We support-
An adj ustmnent of the surtax schedules to a maximum rate of 40 percent.

10 ISCELLANEOUS

We recommend that the present $1,000 credit allowed trust incomes be retained;
that the salary publicity provision be completely repealed; that the present pro-
visions pertaining to employees' pension trusts be retained.

The CHAIRMAN. Mr. J. D. Conover, Washington, D. C., represent-
ing the American Mining Congress.

STATEMENT OF JULIAN D. CONOVER, WASHINGTON, D. C., SEC-
RETARY OF THE AMERICAN MINING CONGRESS

Mr. CONOVER. Mr. Chairman and gentlemen of the committee,
my name is Julian D. Conover, Washington, D. C. I am secretary
of the American Mining Congress. I have a brief which I should like
to present, in which we are urging the amendment of the bill which
you have before yoi in seven specific ways.

The CHAIRMAN'. Just hand your brief to the reporter.
Mr. CoNovEn. I should like to cover each of those points in a sen-

tence or two, and will then be glad if the record can show the entire
'brief, as if read in full.

The CHAIRMAN. Very well.
Mr. CoNovmt. First we recommend the complete elimination of

the undistributed-profits tax and substitution therefor of a flat rate
of corporation tax. We believe th.- repeal of the undistributed-
profits tax would stimulate business and increase the tax base frem
which the Government obtains revenue to such an extent that it
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would far more than offset the apparent loss of revenue from climina-
tion of this tax.

Senator VANDENBERO. Would you suggest a flat rate?
Mr. CONOVER. Yes, sir.
Senator VANDENBERG. You believe a change in the tax bill will

produce a great stimulation of business in and of itself?
Mr. CoNovER. Wo believe it would have a substantial influence in

stimulating investment and reviving business.
The CHATIMAN. All right, Mr. Conover.
Mr. CONOVER. Second, as to those years to which the undistributed-

profits tax may he applicable, we urge that you grant relief as
to certain specific provisions which have been shown to reducee
hardship.

The first of these is as to sinking funds. The present law has a
limitation that such funds must be set aside within the taxable year
in order to receive credit. The common practice of corporations,
provided in indentures, is to set asile such funds following the close
of the year, after the earnings have been determined and audited.
We urge that earnings which are thus set aside after the close of the
taxable year, amounts which are set aside for sinking-fund purposes
within the next succeeding taxal)le year, be allowed the same credit
as now provi(led by section 26 (c) (2).

As to deficiency assessments, we urge the allowance of a reasonable
period following assessment of a deficiency, within which distribution
of dividends may be made as a dividends-paid credit. Such a pro-
vision would remove the injustice which now exists where the Com-
missioner determines there is additional adjusted net income above
that which the taxpayer has computed. We believe there should be
a periodd of 60 or 90 days, following any such determination, within
which an additional distribution might be made which would be
entitled to a dividends-paid credit. Taxpayers frequently are not
able to determine accurately their statutory net income, because of
the many uncertainties in the application of the law; they endeavor
to distribute their full adjusted net income, but if they find they are
mistaken, if the Commissioner decides there is additional adjusted
net income, they should then be permitted to make a corresponding
additional distribution. They should not be subjected to a retro-
active surtax if the profits thus revealed are promptly distributed.

1 should like to say that this matter was also presented to the Com-
mittee on ""lays and Means, and it was subsequently stated by Mr.
Vinson that his subcommittee had unanimously agreed to allow such
relief for additional dividend distributions; but apparently that pro-
vision was omitted from the bill through inadvertence.

We also urge that expenditures for construction, equipment, and
development or for payment of indebtedness not otherwise provided
for be made deductible in computing adjusted net income, to the
extent of at least 30 percent of the net income. This would allow a-
substantial measure of relief to those concerns which have suffered
real hardship uider the undistributed-profits tax, and who urgently
need such relief at this time.

Third, we urge a provision for the carrying over of net losses of at
least 2 preceding years as a deduction from the current year's income.
In the bill you have before you there is such a provision as to the
undistributed-profits tax but not as to normal tax. We believe that
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this provision, which was contained in former revenue laws, should
be restored. This point is of particular importance to the mining
industry. We customarily have several years of bad times, in which
it is necessary to incur heavy losses to keep the organization together
and to keep the mine workings in condition so as to be able to produce
when prices are favorable, and it is extremely important that a carry-
over of losses be allowed in order to even things up and thus base the
tax more truly upon the actual income from th operu~uns.

Fourth, we urge that you strike from the bill the present complicated
provisions for recognition of capital gains and losses andi return to a
flat rate of 12, percent, applying this to the net gain realized from the
sale of capital assets held for more than 1 year.

Senator CONNALLY. Are you wedded to that? Suppose we go back
to the flat rate and make it 15 percent.

Mr. CoNovER. Senator, we believe the 12J1-percent ratc, the same
as in previous years and which produced substantial revenue, would
be more satisfactory than a 15-percent rate.

We believe such a rate would stimulate the flow of capital which is
so badly needed at the present time and would produce. a very inuch.
larger revenue than these complicated provisions in the bill before you.

As a permlanent policy we are also opposed to any limitation on the
deductibility of cal)ital losses against ordinary income; but if, because
of the revenue demIands at this time, it is not deemed l)racticable to
allow full deduction of capital losses, we urge a provision which will
allow a 2-year carry-over of such losses.

Wlre also oppose the classification of worthless securities as capital
losses. These are entirely distinct from the ordinary sale or exchange
of capital assets; the investor has no control over the, period in which
the loss is determined and is not able to offset such a loss against gains
from other assets. Losses from worthless securities have always
been recognized as ordinary losses and we believe that practice should
be continued.

Fiffh, as to the declaration of value of capital stock for purposes of
capithl-stock and excess-profits taxes, we urge that a redeclaration be
allowed in 1938 instead of 1939

The CIrAIRMAN. The provision with reference to 3 years-you have
no objection to that?

Mr. CONOVER. That is part of it.
The CHAIRMAN. You have no objection to that?
Mr. CONOVER. We think that is a splendid improvement upon

existing practice. It recognizes a very necessary feature of the law
that there should be a periodic redeclaration, and we recommend
2 years

The CHAIRMAN. You think it should be moved up a year?
Mr. CoNovm. We think a redeclaration should be allowed in

'1938 and thereafter at least every 2 years. In our mining properties,
even in established operating mines, good practice does not permit
the development of the ore bodies more than 2 years in advance of
operations. The conditions which determine the earning value of a
property vary greatly from yea to year, and a 2-year period for
redeclarations is the minimum which recognizes the actual facts of the
situation. There are also numerous adjustments which are required
by the law and which are so complicated and omi such varying bases,
some of which bear no relation to the basis of the original declaration,

479



that unless frequent redeclarations are allowed, the adjusted value is
likely to bear no relation to the actual value of earning power of the
property c.

Thie .hAI RMAN. That would apply more particularly to oil and
mining?

Mr. CONOVER. We know it would apply very definitely in mining,
with which we are more familiar than with other lines of industry.

Sixth, we urge that losses due to obsolescence be allowed in full.
In the report of the Ways and Means Committee discussing section
117 (a) (1) there is an implication that in the case of losses due to
obsolescence, such as where an obsolete machine has been discarded
and sold for its second-hand value, the full amount of the loss may not
be recognized. This is at variance with regulations of the Treasury
Department, in which these losses have been treated, not as losses from
the sale or exchange of capital assets, but as ordinary losses, which are
fully deducti)le.

We suggest that this section 117 (a) (1) be amended to state
specifically that the limitations of this section are not applicable to
to deduction for loss due to obsolescence of depreciable property, and
that in reporting such amendment it be made plain that tis is the
intent of prior acts, in other words, that this is a declaratory provision
confirming the intent of such acts that losses due to discarding or
sale of obsolete equipment be recognized in full.

The seventh point we urge is that recognition, in the provisions
dealing with inventories, be given, the established practice in the
mining and metallurgical industry of balancing current sales against
current purchases or intake, through recognition of what is known as
the "last in, first out" method. That is a subject which will be pre-
sented to you by our next witness, Mr. Callahan.

In conclusion, we call your attention to the statement of the
American Mining Congress submitted to the Committee on Ways
and Means on January 22, which appears at page 886 of their record.
We believe that favorable action on the amendments which we have
urged will do much to revive business activity, to release much-needed
capital for productive enterprise, to create increased employment, and
to provide increased reevnue for the Government. Thank you, 'sir.

The CHAIRMAN. Thank you very much.
Mr. CONOVE. I have presented a copy of my brief to ,he reporter.
The CHAIRMAN. It will appear in the record.
(The brief referred to is as follows:)

STATEMENT OF JULIAN D. CONOVER SECRETARY, AMERICAN MINING CONGRESs,
ON THE REVENUE BILL OF 1938, PRESENTED AT HEARINGS OF THE COMMITTEE
ON FINANCE, UNITED STATES SENATE, MARCH 19, 1938

To the Honorable Committee on Finance, United States Senate:
The American Mining Congress in behalf of all branches of the mining industry

respectfully urges the following amendments to the revenue bill now under
consideration:

1. Complete elimination of the undistributed-profits tax and substitution there-
for of a flat rate of corporation tax.

We opposed enactment of the undistributed-profis tax In 1936, co: A~uo to
be opposed to it, and recommend that, it be repealed. Such action woul(. greatly
and Immediately stimulate business and industrial activity to an extent that would
more than offset any lops of revenue the Government might sustain through such
repeal. The experience of our Industry under this tax fully warrants our attitude.
The tax has obstructed development of new mining enterprises and the expansion
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of existing ones, and has discouraged the restoration of activities of properties
which had suspended or curtailed operations.

Mining enterprises begin with prospecting, carried on by all individual or a
small group, usually organized as a corporation. Perhaps years are spent in
reaching a point where actual expenditure of considerable sums of capital are
warranted by tUe developments which have taken place. When this point is
reached, two courses are open; either the owners of the property, who have spent
years of labor in bringing it to this state, must, in order to secure new capital,
surrender a large eq'iitv in that which they have created themselves, or they must
pour back into the enterprise earnings which are derived from operation. Fro-
quently the corporation has agreed to pay for the property all or a portion of the
proceeds over an extended period.

This brings about a situation where the undistributed-profits tax is a tremendous
obstacle. If this tax is continued in any form, a hardship will be worked u1 on
those who have devoted their lives and efforts to the operation thus far. 'ioy
are obliged to distribute tile earnings as they accrue or pay a penalty tax upon
-any sum which they devote to payment for the property, to the purchase of plant
and equipment, or to the development of the ore bodies which have been -iiscovered.
In the ordinary course of things, all of this is paid out of current earnings. Mining
investors expect this to be done so as to bring their investment to a sound financial
status as rapidly as possible, ani expect to await income return until the proceeds
of operations exceed current expenditure requirements.

We know definitely from experience under tile present law that any tax upon
undistributed profits*is a real deterrent to investment in the mining industry as
well as a hardship upon those already engaged in it, who have made substantial
efforts and sacrifice in tile creation of present and potential wealth for the Nation.

This Is not a matter for argument as to income-tax theory but a practical
situation which confronts the mining investor. The gravity of the situation is
being manifested in concrete form in published reports of mining companies to
their stockholders for the year 1937 in which they set out the deferment or aban-
donment of plans to satisfy financial obligations or to expand their operations as a
result of the undistributed-profits tax.

2. Relief from the undistributed-profits tax, as to those years to which it may be
applicable, in the case of certain provisions which experience has demonstrated
produce hardship or injustice, specifically:

(a) As to sinking funds set aside in the normal course of business after the close
of the taxable year.

The provisions of section 26 (c) (2) of the present law, which permit deduction in
computing the undistributed-profits tax only as to sinking funds set aside prior
to the close of the taxable year, practically nullify the relief which this paragraph
was designed to afford. The normal and usual corporate practice is to set aside
such funds following the close of the year, after the earnings have been determined.
We urge that all earnings of a taxable year allocated to sinking-funI requirements
within the next succeeding taxable year be accorded the same treatment as those
now covered by section 26 (c) (2) of the existing law.

(b) As to the allowance of a reasonable period following assessment of a defi-
ciency within which distribution of dividends may be made as a dividends paid
credit.

The necessity for such a provision arises from the fact that determinations by
the Commissioner of net income in excess of that computed by the taxpayer are
usually not made until long after the close of the taxable year. The present law
provides that dividends to receive credit in the computation of undistributed-
profits tax, must be paid before the close of the taxable year. The taxpayer should
be permitted to make an additional dividend distribution corresponding to the
amount of any additional adjusted net income subsequently determined by the
Commissioner, and to receive credit therefor.
- This question was presented before the Committee on Ways and Means of the

House by Mr. H. C. Alvord (see record of hearings on Revision of Revenue Laws,
1938, p. 488) in which he stated in part:

"* * * Obviously It is grossly unfair to penalize corporations which
attempted to distribute all their income in 1936 and 1937 for errors subsequently
discovered in the return. An amendment should be adopted providing that there
shall be no retroactive surtax if the profits thus revealed are promptly distributed."

Later in the hearings (p. 538) Mr. Vinson chairman of tile subcommittee whose
recommendations were under discussion, referring to this particular recommenda-
tion, stated that as he recalled it there was unanimous agreement on the part of
the subcommittee to include that very thing in their recommendations and that
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he was glad Mr. Alvord had called it to their attention because otherwise it might
have been omitted.

We cannot, of course, say whether the failure to include this provision in the
bill was simply inadvertence, but we cite this record of the hearings as indicating
that the subcommittee had been in agreement as to i,o proposal which we are
now urging upon you.

(c) As to expenditures for construction, cquipmer;, and development or for
,payment of indebtedness not otherwise provided for.

Many corporations have been so situated that it ha3 been impossible for them
to do otherwise than apply all or a substantial amount of their earnings to con-
struction, equipment, and development of their properties or for payment of
indebtedness not allowable as deductions in computing adjusted net income.
These have been essential expenditures to permit them to continue to function
and were necessary incidents to their earning the net income which is the subject
matter of this tax. We urge that amendment be made to the Revenue Act of
1936 to allow such expenditures as deductions in computing adjusted net income
subject to the undistributed-profits tax at least to the extent of 30 percent of the
net income.

(d) We also wish to protest against the amendment made by the House to sec-
tion 26 (b) of the existing law, by which the 85 percent credit for dividends re-
veived is limited to an amount not in excess of 85 percent of the adjusted net
income. The effect of this limitation is to reduce the amount of the credit for
dividends received l)y l)arent corporations which sustain a loss from their own
operations. Thus an increasingly heavy effective rate is levied upon losing cor-
porations least able to bear it. This is pall)ably inequitable and should be re-
moved by deletion of the words "or not in excess of 85 percent of the adjusted
net income" from lines 5 and 6, page 46, of 11. It. 9082.

2. Provision for the carrying over of losses of at least 2 preceding years as a
deduction front the current year's income.

Previous revenue acts have provided for a 2-year carry-over of losses. In the
inherent uncertainties of mining operation it is very essential that there be guard-
ing provisions in the law which will permit the managements of properties to meet
the unfavorable operating conditions which often develop. Mining enterprises.
frequently carry oil for several years without profits in the anticipation of subse-
quent earning capacity and it is inequitable to place limitations which exclude
operating or development losses over such a period as a proper cost to apply against
earnings when made.
. Mining operations must be continuous or the company is subjected to heavy
tost to maintain its plant and workings. The maintenance of the mining opera-
tion over a period of low prices and consequent loss is the only thing that makes
it possible to keep the organization together and to be prepared to supply essential
minerals when required. The action of mining organizations in providing em-
ployment through unfavorable periods should not be penalized by disallowing
losses then incurred as a charge against subsequent earnings.

4. Elimination of the present complicated provisions for recognition of capital
gains and losses and restoration of a flat rate of 12j percent on the net gain
realized from the sale of capital assets held for more than I year.

The present high and graduated rates of tax on capital gains discourage invest-
ment. Capital is available for productive enterprise only when investors can
acquire assets with opportunity to diversify or otherwise change their holdings
without sacrificing their capital through taxation. Because of the inherently
great risk in mining enterrises this is especially applicable to investments in our
industry. On the other hand, a reasonable fixed rate of tax on capital gains
would immediately stimulate the flow of capital which is urgently needed for the
continued upbuilding of our industry.

The Government derives no revenue from capital gains transactions which never
take place. Revenue from such transactions is obtained only under a rate of tax
which will not discourage the sale or exchange of capital assets. A flat rate of 12%
percent would produce substantially larger revenue than the rates contained in the
pending bill.

As a permanent policy we believe that any limitation on the deductibility of
capital losses'against ordinary income is not justified. If, however, under present
revenue demands, it is not deemed practical to allow full deduction of capital
losses, we urge a provision which will allow a carry-over of net capital losses for
a 2-year period.

Certainly, there should be no further limitation upon tle allowance of capital
losses, such as is provided in sections 23 (g) (2) and (3) and sections 23 (k) (2)
and (3). Losses sustained as a result of the worthlessness of securities have always
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been considered ordinary losses. Thc investor cannot control the period in which-
this class of loss is determined, and should be allowed full deduction therefor.

5. A provision that a new declaration of value of capital stock for purposes of
capital stock and excess-profits taxes be allowed in 1938 instead of 1939, and that
redeclarations of value be permitted thereafter every 2 years instead of every 3
years as provided in the House bill.

We are deeply gratified that the necessity for periodic redeclarations of value
has been recognized in tile house bill. We submit however that such redeclara-
tions should be allowed at intervals of not more than 2 years. In mining prop-
erfies in the development stage, the conditions which determine vale vary
greatly from year to year and frequent redeclarations are necessary to avoid
hardship, and injustice. Even in established operating mines, good-mining
)ractice limits the development of the mineral deposit to approximately 2 years
in advance of current. operations, and a 2-year rcdeclaration period is the minimum
which will give adequate recognition to those l)hysical facts which determine th
value and earning power of the property.

The numerous adjustments required by law in these declarations are compli-
cated and are on various bases, some on bases which bear no possible relation to
the basis of the original deelaration. In former years, when frequent redeclara-
tions were permitted the tax yielded substantial revenues with a minimum admin-
istrative difficulty or legal contests. We believe it will continue its substantial
revenue yield if redeclarat ion is permitted every 2 years.

The first declaration under the 1938 act should be in 1938, in accordance with
the established practice of allowing a new declaration under each general provisions
of the revenue act.

6. Allowance of losses due to obsolescence.
The pending bill would make a change in section 117 (a) (1) in the definition of

capital assets to exclude from that definition "property, used in the trade or busi-
ness, of a character which is subject to the allowance for depreciation p rovidec
in section 23 (1)." The reason which Is stated in the House committee s report
(11. Rept. No. 1860, p. 34) seems to be to provide particularly for full loss duo to,
obsolescence in a case such as is there cited, of amnachine which had become.
obsolete and was removed and sold for its second-hand value in order to provide
for installation of a new and improved type of machine. The statement is made
in the committee's report that under present law the loss thus sustained on sale
of the obsolete machine might be laregly disallowed because of the provisions of
the present section 117 (d).

We believe that this is an erroneous statement of the situation under existing
law. The Revenue Act of 1934 which first introduced the provisions of section 117
continued without change the prior provisions with respect to allowance of loss
due to obsolescence, retirement of obsolete property, etc. This has been con-
tinuously recognized under the Treasury Regulations (e. g. Treasury Regulations
94, article 23 (e), (2), and (3). These contain the definite statements that tie
limitations of section 117 with respect to sale or exchange of capital assets have
no application to losses due to discarding of capital assets. We urge that this is
the proper interpretation of present law, and that no amendment should be made
with any contrary explanation.

We approve of any desirable amendment which will place beyond question
the intent of the law in this regard. We would subscribe to an amendment to
section 117, which would state specifically that the limitations of this section
are not applicable to deduction for loss due to obsolescence of depreciable property.
We urge that the committee report in connection with such an amendment should
make clear that its sole purpose is to express the proper intention of prior acts.

7. Recognition, in the provisions dealing with inventories, of tile established
practice in the mining and metallurgical industry of balancing current sales
against current purchases or Intake, through recognition of what Is known as the
"last in, first out" method.

This is a problem of specific application to our industry which will be presented
In detail by our next witness, Mr. D. A. Callahan.

We also respectfully Invite your attention to the statement of the American
Mining Consress submitted to the Committee on Ways and Means of tle House of
Representatives on January 22, which appears at page 886 of the record of that
committee's hearings.

We believe that favorable action on the amendments which we have urged will'
do much to revive business activity, to release much needed capital for productive
enterprise, to create Increased employment, and to provide Increased revenue for
the Government.

The CHAIRMAN. Mr. Calinhan.
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STATEMENT OF D. A. CALLAHAN, OF WALLACE, IDAHO, REPRE-
SENTING THE AMERICAN MINING CONGRESS

Mr. CALLAHAN. Mr. Chairman, I am representing the American
Mining Congress and I have here a biief which I will not read, but I
just want a few minutes to tell you orally what this is all about.

The CHAIRMAN. Very well.
(The brief referred to is as follows:)

STATEMENT OF D. A. CALLAHAN, VALLACE, IDAHO, ON Tile REVENUE BILL OF
1938, PRESENTED AT HEARINGS OF TIM COMMITTEE ON FINANCE, UNITED
STATES SENATE, MARCH 19, 1938.

To the honorable Committee on Finance, United States Senate:
I am appearing here in behalf of the American Mining Congress to urge an

amendment to section 22 (c) of the bill. In doing so am representing the
entire industry from the producer to the fabricator of metal prod ucts.

This provision, which is a repetition of the present law, confers upon the
Commissioner of Internal Revenue the authority of prescribing the basis of
inventories which will clearly determine the income of a taxpayer. Under this
law the Treasury Department refuses to permit those engaged in the metal
smelting, refining, and fabricating industries to apply current costs to current
sales in determining the cost of goods sold. The American Mining Congress
urges that this section be amended to permit these industries to use this method.

This method has been recognized as best accounting by the industries them-
selves for reporting to stockholders, for paying dividends, and for all other cor-
porate purposes. It has been approved by leaders in accounting professions, by
the Securities and Exchange Commission, and by the Treasury Department
itself, for silver tax purposes.

In order to arrive at an understanding of just what this means, I shall outline
the processes through which raw metal must pass before reaching the market as
a finished and merchantable product.

First the ore is taken from the ground, is crushed and ground, and the waste
material separated usually through what is known as the flotation process. This
reduces the metal to the form known as concentrates.

Next the concentrates are shipped to the smelter where they go through several
processes before emerging as a merchantable product. Certain of the metals
must go through processes of refining in order to remove all Impurities.

Meta'lurgieal Improvements over the past several years have resulted In the
final production of a practically pure form of metal. These processes consume a
considerable period of time and during this period the smelter and refiner must
carry large inventories because the smelting and refining business is a continuous
process and must not be Impeded or delayed by lack of metal in the form of con-
centrates, and the smelting and refining company must carry stocks of refined
metal to meet the demands of the market.

In these various steps from the mine to the market of the finished product,
there is a community of interest between the producer of the raw materials, the
smelter, tile refiner, and the fabricator. In a great many cases the producing
company makes a contract with a smelting company under the terms of which
settlements are made upon the basis of the market ;rico on the day the concen-
trates are shipped to, or received by, the sllelter. This contract provides,
among other things, for a smelting charge or toll, and in many cases, the smnelter
acts in effect as the selling agent for the finished product. This is necessary
because small producers cannot maintain the selling organization and have not
the means which will enable them to wait for returns until the finished product is
finally sold to the fabricator. By sampling and assay the exact refined metal
content of the concentrates is determined at the time of delivery and the producer
is then paid the market price, for the refined metal equivalent of his product, less
a specified charge for smelting and refining. At that point the producer's respon-
sibility in respect to that production is terminated and that of the smelter and
refiner begins.

Basically, smelting and refining is a custom business and a substantial part of
present-day operations are conducted on a direct toll basis. Obviously, however,
the small producer of crude ores is not financially able to carry the metals through
the smelting and refining period. Accordingly, a substantial part of the business
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must be conducted on what is known as the ore purchase contract basis which I
have described.

Experience has taught the custom smelter and refiner that he cannot afford to
speculate on metal price fluctuations. The risk of loss is too great, the processing
period is too long, metal prices are subject to extremni and rapid fluctuations. A
argue part of the price of the refined metals represents thcs cost of the crude ores.

There is no adequate metal futures market for hedging.
Accordingly, the custom smelter and refiner protects himself by selling the
etals produced from the crude ores which have been purchased at the price paid

for them. In the absence of a metal futures market there is only one method
available for obtaining this result and that method is employed in the industry
to the fullest practical limit.. It consists of selling, concurrently with the purchase
of crude ores, an amount of refined metal equivalent to the metal conteiit of the
ore purchased. Tie price paid for the metals in the ores is thereby matched with
the price received for the refined metals. The effect of subsequent fluctuations
in metal prices is neutralized, the smelting and refining fee charged the producer
is protected, and the profits from operations on the purchase contract basis coincide
with those derived from toll operations. This, of course, cannot be carried out
with absolute mathematical exactness, but it is the basic buying and selling policy
of the industry, and in ordinary times it can be and is carried out with remarkable
accuracy. This accuracy results from two factors: (1) Close cooperation between
the receiving and selling departments, and (2) the ability to determine the exact
refined metal content of the crude ore or concentrates. This second factor is
essential to a matching policy and distinguishes the metal-process industries from
the ordinary manufacturers who do not and cannot employ it.

Notwithstanding the fact that the custom smelter and refiner conducts his
business so as to eliminate the risks of market fluctuations, he is obliged under
the present rules of the Internal Revenue Bureau to reflect such fluctuations in
the computation of his taxable net income. This.result is produced, because he
is not permitted to apply the cost of current purchases against current sales, -
which conforms to the basis of conducting his business, but is obliged to apply
the so-called first-in, first-out rule in determi ning the cost of goods sold. This
latter rule assumes that the raw materials purchased first are used first; and
correspondingly, that those purchased last are used last.

This rule cannot fairly be applied to the smelting and refining Industry, be-
cause in order to operate efficiently the custom smelter and refiner must main-
tain a substantial amount of stocks on hand. These stocks include: (a) The
metal impounded in the system necessary to permit continuous smelting and
refining operations, (b) sufficient metals on hand to assure compliance with toll
contract commitments, and (c) an adequate supply of metals to carry out the
policy of currently selling against intake. The first-in, first-out rule goes back
through the entire inventory, picks up the cost of the earliest purchase, and
applies it to the present sale. As a result, the entire net fluctuations in market
price slne the date of the earliest purchase, which was probably several months
before, is reflected as profit or loss on each sale of refined metals--although from
the bubmness point of view the sale is made for the very purpose of eliminating
the effect of such fluctuations. This introduces a speculative element into the
computation of the taxable income which is wholly absent in the conduct of tile
business.

The method of matching current sales against current purchases has desirable
results for both the producer and the processor. It assures the processor of his
operating profit or toll and enables him to pay the producer upon delivery of his
metal to the smelter. It also assures the producer of a market free from the specu-
lative element which would result if the smelter purchased his metals and held
them for future sales. So long as this practice is followed, the method of account-
Ing employed by the smelter and refiner should conform thereto and taxable net
income should be based upon such method. .

Mr. CALLAHAN. Last week on Friday, Mr. Peloubet, on behalf of
the Copper and Brass Mill Products Association, presented a state-
ment and brief, which covers this situation very thoroughly. Mr.
Glass also presented a brief covering the same principle. I under-
stand that in the brief filed by the American Institute of Accountants
the same principle is recognized and urged.

For a number of years there has been difficulty with the Treasury
Department under the authority given by the present law where they



fix the basis of inventories. Although 2 years ago we appeared and
asked this specific alnen(hment be adopted and we were instructed to
take it u) with the Treasury, as Mr. Peloubet infornied you, nothing
has )een done..

Now, the smelter, with which we as l)roducers deal, l)asicallv is on a
toll basis, just the same as the Old grist mill. III the o( (lays, we
took our wheat to the ill an( they took their toll, and after a while
they decidedly we did not have to wait on our grist but they would give
us the equivalent of what we brought an( we could go riulht home
with it. So the smelter l)asically and primarily is on a toll basis.
The majority of companies, however, deal with the custom smelter oil a
contract basis l)y which the smelter, takes in their ore, ascertains
the metallic content, of it, an( then in order to keep their basis upon a
toll basis, sell against that which they have received upon the Salie
market. In that way they are able to practically duplicate their toll
operation because they are able to ascertain the metallic content of the
concentrate which they receive, and by close supervision of the details
of their business they are able to keep their business on a toll basis.
They have discoveredl that if they store it and run into up and down
markets, they are running extreme risks; in other words, in sonie years
they will make money and in others tile losses will be tremendous.

Senator CONNALLY. In effect, you hedge; it is the same operation;
you take in ore today and sell an equivalent amount to offset it. and
your )ooks are balanced?

Mr. CALLAHAN. That is it, Senator.
The CHAIRMAN. The Treasury Department under the law has a.

right to remedy this situation.
Mr. CALLAHAN. Yes, sir.
The CHAIRMAN. And you have had conferences?
Mr. CALLAHAN. Yes; and they say they cannot do it and it is

necessary in order to make it possible for then to do it that an amend-
ment to the law bypassed. The Senator has indicated to Mr. Pelou-
bet, Mr. Glass, and others that you are going to take this matter
up with the Treasury, and we know you are, and I am going to ask
that in any consideration of this in an executive session or otherwise,
someone representing our organization may also be present for a
discussion of this particular problem.

The Treasury have taken a decided stand upon this. They have
some very bright young men who have told them it would not be
justified, because, theoretically, they claim this is annual business and
we must go back to the very first receipts we have and balance this
purchase against the present sale. As a matter of fact, that is not
the practice of the industry, and is not the way in which it does its
accounting.

We who are in the producing end are interested in their keeping
their business on the present basis of planning sales against purchases,
which makes it ,practically a toll operation, in order to make the
market a'bsolutoly free. All we do is ship our concentrates to them,
and when the smelter receives them we want to know we are getting
the benefit of the prevailing market, because we deal on the basis
of either the day they receive it or we ship it to them. We are very
much interested in a free market.

486 REWENUE ACT OF IM
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Tile CHAIRMAN. Have you conferred with our experts of the
Treasury and gone over this matter?

Mlr. CALLAHAN. Oil, yes.
1he (IIAIRMAN. We I have SOme Very sillart young fellows represent-

ing the joint committee, and( you might discuss it with them, but, of
course, we could not permit a representative of yours to come into an
executive session when we are coilsidlering this bill. I have asked
Mr. Parker to go over this matter and we will give every consideration
to it.

Mr. ('ALLAHIAN. I would like at sonic time, MX1r. Chairman, that the
members of your committee liear the arguments on this side and on
the other side and then let you be the ju(Ige as to who is right..

Th1e ('1 1,IRmMAN. We will'(& that.
'M r'. CALLAHAN. IVo want the accounting to determinee tie net income

of the industry on the basis of the current year and on the basis it
makes its own accounting to its stockholders and to the Securities and
Exchange Commission and on the basis to which tile Treasury has
given recognition in assessing the silver tax. That is the way tie
industry is doing its business and that is the way they would like to
make their accounting.

Senator LONERGIAN. I come from Connecticut, and we have a, great
number of brass mills there. Suppose the manufacturer pays 10 cents
a pound for copper and tile price increases to 15 cents a pound before a
commitment which he has made on the finished product actually
goes on the market and suppose it goes to 8 cents a pound, how (les
it work?

Mr. CALLAHAN. What the industry tries to do, and they do it l)v
close cooperation between the receiving and selling departments of
the business, is this: They try to plan the amount of intake so that
the seller is getting the benefit of tht( price prevailing on that particu-
lar (lay. That keeps the market moving in a free manner; they bal-
ance the sales against the intake. The other method of taking the
ore and storing it and selling against the first receipt, as the Treasury
says should be done, means constant speculation due to fluctuation
in prices and makes for loss or gain which is abnormal. That is the
one thing the processors are anxious to got awvay from and that is the
method upon which they conduct their business. They are in the
toll business and get their money out of the toll for smelting and
processing these metals.

Senator LONERGAN. Would the Treasury fix the loss on a given
date?

Mr. CALLAHAN. No; the yulo they follow is first-in, first-out.
You have to go back through the inventory and got the first thing
in the intventory that was not disposed of on that date.

The CHAIRMAN. Thank you, sir.
Senator Hardwick.

STATEMENT OF HON. THOMAS W. HARDWICK, WASHINGTON, D. C.

Ar'. HAJIDWICK. Mr. Chairman and gentlonien, of the committee,
there are three propositions I want to submit to the committee, and
while they are not of tremendous general importance, they are very
important to some very respectable taxpayers in this country.

64886-38-32
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I represent, among others, Pond's Extract Co., the largest concern
of its kind in the United States, which has been engaged in the busi-
ness of producing Pond's extract and cold and cleansing creams since
1849. I want to suggest before I go any further that I have leave to
file my brief which will explain these matters in detail and I will only
sketch them-I have three amendments to the bill. First, an amend-
ment to section 701 of the House bill, page 299, line 6 by inserting
after the word "soaps" the following "cold and other cleansing
creans."

Of course, I know when it comes to removing a tax it is a difficult
thing, but still when we are dealing with billions of dollars, it is a
small item involving a million or a half million and is not of tre-
mendous importance.

The Scriptures say, "Many are called but few are chosen." Well,
now, there is some rule in the Scriptures about choosing them, but
there seems to be none in this House bill about choosing.

The CHAIRMAN. That is on page 332 of the Senate bill.
Mr. HARDWICK. Yes, sir. They took off in this bill the taxes on

furs, chewing gum, sporting goods, golf balls, golf sticks, and all of
that sort of business, and they took it off jewelry last tine. They
have pretty nearly emasculated section 603. Thio intent was they
were to take it off things that were not luxuries, and still they have
taken it off all of these items and have left it on cold and cleansing
creams and Pond's extracts, which are used to protect the skin and
cure bruises, cuts, and abrasions, and it seems to me if you are going
into the business of taking off the tax in these smaller items you
should take it off household necessities rather than golf balls, tooth
paste, furs, and jewelry.

Again I quote, "Many are called but few are chosen." I do not
know on what principle the House committee chooses those sorts of
things instead of the common household necessities that I represent
in this matter.

The second proposition, which is also in the brief and I will not
elaborate, just after the war, just about the time my own service in
this body ended, we took off most of the war excise taxes; we had a
penny tax on coca-cola, ginger ale, and almost every other kind of
soft drink; but in 1932, under the necessity to raise Government
revenue, we imposed a number of now taxes in the nature of a manu-
facturers' excise tax and that was embraced in the 1932 act. At that
time these taxes were put on as temporary in character, a" temporary
expediency, because we had to grope around for pennies. So at that
time they (lid not give to this group the same right of appeal to the
Board of Tax Appeals which they gave to every other group of tax-
payers such as payers of income tax, gift tax, and inheritance tax;
they could all come to the Board of Tax Appeals on the question of
deficiencies.

In the last revenue bill the Senate put an amendment of a character
that would correct that in the bill, but the conferees rejected it- the
House would not accept it. While I do not know the secrets of the
conference I understood tbere was to be some effort on the part of the
Treasury to work that out before we had another tax bill, but it was
not done, and we are left where we were.

We think there should be exactly the same right of appeal and that
we should be fed out of the same spoon that all of the other groups of
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tax payers are. Now, is it any answer, as the Treasury Department
undertakes to say, that because the taxes are payable by the month,
that that the appeal would not do? As a matter of fact taxes them-
selves are payable by the month, but the deficiencies are assessed by
the year or more, so far as the statute of limitations will permit.

Now, the third proposition is one I want particularly to insist on
above all others, and I think, maybe, if you will do this one thing, it
will cure the situation as far as administration tinder this bill is
concerned. I do not think I violate any authorities by saying this
was rejected on a tie vote in the House committee, an(I Ibelieve in
view of the close division in the House committee you will not have
much trouble in getting it accel)ted in conference. The manufac-
tturer or importer of certain goods included in the manufacturers'
e:cise tax under section 603 pays a tax of 10 percent or in some
ivtiances 5 percent on the price of the thing sold. In determining
wiat the price of the thing sold is, tie statute provides, in section 619,
I believe it is, of the act of 1932, that in determining the sale price,
transportation, delivery, insurance, installation, or any other charge
shall be excluded from the price, but not the tax, only if the amount
thereof is established to the satisfaction of the Commissioner in
accordance with the regulations, first, if the article is sold at retail;
second, if it is sold on consignment, or third, if sold otherwise than
through an arms' length transaction and at less than the fair market
price. Now, we insist in the following amendment to that, namely,
to amend the House bill by inserting at page 305 at the end of line 24,
a new section to be known as section 709 (a), and to read as follows:

Section 019 of the Revenue Act of 1932 is amended as follows:
"In the case of a sale by a manufacturer to a selling corporation the transaction

shall be presumed to be otherwise than at arm's length if either the manufacturer
or the selling corporation owns more than 75 percent of the outstanding stock of
the other, or if more than 75 percent of the outstanding stock of both corporations
is owned by the same persons in substantially the same proportions. Sales by a
manufacturer to a selling corporation shall in no other cases be presumed to be at
arm's length. This provision shall apply to all taxes paid under this title after
the date of its enactment."

Senator CONNALLY. The presumption would be in the case of 75
percent it would not be an arm's length transaction?

Mr. HARDWICK. I will put it this way: If there was 25 percent
independent ownership and 75 percent common ownership, the
presumption would be it is an arm's length transaction, rebuttable, of
course, if the fact is otherwise. We have that all through our statutes.
I have compiled a number of cognate provisions in other statutes
where the same provisions were made in the case of associated or
affiliated corporations.

Senator CONNALLY. Taxing provisions?
Mr. HARDWICK. Yes, sir. Usually the general rule is 20 percent;

the general rule is if there is as much as 20 percent independent
ownership the transactions were held to be at arm's length unless
they could show in fact they were not. We have put our test a

.little higher. I have cited about a dozen statutes on that.
Senator CONNALLY. Is your amendment retroactive, or is it only to

operate in the future?
Mr. HARDWICK. It is made retroactive to apply to all transactions

pending, but if the committee does not think that is fair, it is not a



matter of particular importance; but I want the principle established
and the yardstick put there so we will have no trouble in theifuture.
As I say, 20 percent is the rule everywhere lose, but we will submit to
25; but where we have independent ownershiIp in a concern like this
which sells its product to a selling corporation--

Senator CONNALLY. Why not sell it themselves; why (1o they want
a selling corporation?

Mr. HAIDWICK. They had this selling corporation for 26 years
before this law was passed. They have changed their method some,
but they had it for 26 years before the statute was l)assed, and their
purpose was not to avoid tax.

Senator CONNALLY. Why the utility of it?
Mr. HARDWICK. Because they can get advertising an(l make ar-

rangements for distribution and secure drummers, if needed, more
cheaply. The selling corporation is organized to produce business,
and they can do it cheaper than the producing corporation can. It is
just a question of brokerage. We sell our stuff at so much, fixed by
contract, to the Lament Collieries Co., headed by Col. Thomas W.
Lamont, and they distribute that and other products which they buy
from other corporations. They get cheaper rates than we can get.
Generally they handle advertising and distributing costs much cheaper
than we can do it, and we can get a better price than we could get by
distributing ourselves.

We say, gentlemen this third proposition is so patently right and
so in accordance with every provision any Congress ever made on
this subject it ought to be applied, and if the Treasury will not apply
it without the statute being changed to require them to (1o it, then
that should be done.

The CHAHIMAN. Do you have in your brief the suggested amend-
ment?

Mr. HARDWICK. I have them separately, yes, sir; and I will hand
them to the reporter and ask him to incorporate them as part of my
remarks.

The CHAIRMAN. That may be done.
Mr. HARDWICK. I thank you for your attention, gentlemen.
The CHAIRMAN. Thank you, Senator.
(The brief and amendments attached thereto are as follows:)

MEMORANDUM BRIEF WITH RESPECT TO EXCISE TAX ON COSMETICS

TIE ELIMINATION OR REDUCTION OF THE TAX

It is urged, as heretofore, that under present-day conditions cosmetics are
properly classifiable as a necessity rather than a luxury, and that the excise tax
on cosmetics generally should, therefore, be terminated.

If it be felt, nevertheless that certain cosmetics, such as rouge, lipstick, and the
like fall properly within the luxury class, it is urged that in any event the tax
should be removed on cold creams and other cleansing creams which are strictly
utilitarian and which have to do directly with the health and care of the skin.
Everyone is familir with the cleansing qualities of these creams and of the bene-
ficial effect of cold cream, especially on a chapped or irritated skin. The taxes
on jewelry, candy and soft drinks have already been terminated. It is now
proposed by the Ways and Means Committee to remove the tax on furs, chewing
gum, sporting goods, toilet soaps, toothpaste, dentifrices, tooth and mouth washes
and various otter products. This It is estimated would eliminate about 40 per-
cent of the revenue now raised under section 603 of title IV of the Manufacturers'
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Excise Tax Act of 1032. The repeal of some of these taxes is recommended
because they are imposed on articles in common use. Certainly, on tile same
reasoning, it is right and proper that the tax should 1)e removed on cold and
cleansing creams, which are so widely used as cleansing and healing agents and
which are generally regarded as clear necessities. Their function is essentially
medicinal.

If the excise tax on cold creams and other cleansing creams were removed, it
is estimated the loss tn revenue would amount to $1,200,000. Both as a matter
of fairness, and as a matter of good business in the Government's own interest,
we believe that the tax on these creams should be removed. At the very least,
we urge that the tax thereon for 1938 should be substantially reduced, with the
idea of canceling it entirely another year. If the tax omi these creams were to be
reduced only 50 percent and the 5 percent rate applied thereto, the resultant
tax loss to the Government should not exceed $600,000. The encouragement
to the cosmetic industry and the enhanced business activity in the industry,
which such a reduction would bring about, would by reducing unemployment
and expanding business in the cosmetic field, result in gains which would far out-
weigh the small revenue loss involved. It would relieve also the millions of people
to whom the use of cold or other cleansing creams is just as much a daily habit
and necessity as is the use of soap.

THE IORT OF APPEAL TO THE BOARD OF TAX APPEALS

This question has already been before the Congress and received its serious
consideration. There is pending at the present time House bill No. 244, Seventy-
fifth Congress, first session, introduced by Mr. Vinson of Georgia, the purpose of
which is to allow appeals to be taken in proper instances to the Board of Tax
Appeals from excise tax determinations. The justice of this is obvious. When the
excise tax was originally adopted, it was assumed that the amounts involved would
be relatively small and the tax of only temporary duration, and probably for these
reasons no right of appeal from the determination of the Bureau was granted.
As the situation has worked out in actual practice under existing conditions, there
have been various deficiency assessments or proposed assessments, running into
large amounts, at least one of which has been well over a million, and others of
which approximate that amount. As the law stands, the taxpayer, in the case of
such a deficiency claim by the Government, has no right of appeal whatever from
the determination of the Treasury Department, but is forced to pay the tax (if
intended ie be able to do so) and then to sue the Government for a refund. There
is no prior opportunity for the taxpayer's ease to be heard by any impartial body.
The Department is itself the plaintiff, the Jury, and the judge.

In the interests of common fairness, and equally in the interests of the avoidance
of litigation and the prompt determination of the tax indebtedness it is submitted
that the principle of the Vinson bill should be incorporated in the tax law.

THE DEFINITION OF ARM'S-LENGTH TRANSACTIONS

The following amendment to section 619 of the Revenue Act of 1932 has been
suggested:

"In the case of a sale by a manufacturer to a selling corporation the transaction
shall be presumed to be otherwise than at arm's-length if either the manufacturer
or the selling corporation owns more than 75 percent of the outstanding stock of the
other, or if more than 75 percent of the outstanding stock of both corporations is
owned by the same persons in substantially the same proportions. Sales by a
manufacturer to a selling corporation shall in all other cases be presumed to be at
arm's length. This provision shall apply to all taxes paid under this title after the
date of its enactment."

The purpose of this Is to define on some practical basis the term "arm's-length"
transaction, at least insofar as stockholdings are concerned. AS matters now
stand, neither the Government nor the taxpayer has any measuring rod by which
accurately to determine whether a transact on is or Is not at arm's length. It is in
the interests of each of them that such a measuring rod be provided. It would
help the taxpayer to know where he stands and it would save the Government
andthe taipayer alike thousands of dollars in needless litigation expense.

Attached hereto is a compilation of various Revenue Statutes from which it is
apparent that the usual percentage of interlocking ownership considered as neees-
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sary to constitute an affiliation ranges from 80 percent to 95 percent. In view of
these co nate provisions in other revenue acts, It is submitted that the foregoing
proposed amendment to section 619 of the Revenue Act of 1932 is extremely liberal
to the Government.

Respectfully submitted. 'l'IIOMtAS W. IIAIIPWI('.

ROYAL C. JOHNSON.
IIAMEL, PAIK & SAUNDEIS.
LAKE4 & Vo0uuuIEE,.

JANUARY 1038.

COMPILATION OF VARIOUS IEVENUE STATUTES

Act of 1921, section 202 (a) (3) * * *: For the purposes of this paragraph,
a person is, or two or nore persons are, "in control" of a corporation when owning
at least 80 percent of the voting stock and at least 80 percent of the total number
of shares of all other classes of stock of the corporation.

Act of 1921, section 240 (c): For the purpose of this section two or more domestic
corporations shall be deemed to be affiliated (1) if one corporation owns directly
or controls through closely affiliated interests or by a nominee or nominees sub-
stantially all the stock of the other or others, or (2) if substantially all the stock of
two or more corporations is owned or controlled by the same interests.

Act of 1921, section 203 (I): As used in this section the terni "control" means
the ownership of at least 80 percent of the voting stock and at least 80 percent of
the total number of shares of all other classes of stock of the corporation.

Act of 1924, section 240 (c): For the purpose of this section two or more domestic
corporations shall be deemed to be affiliated (1) if one corporation owns at least
95 percent of the voting stock of th other or others, or (2) If at least 95 percent
of the voting stock of two or more corporations is owned by the same interest.
A corporation organized under the China Trade Act, 1922, shall not be deemed to
be affiliated with any other corporation within the meaning of this section.

Act of 1924, title Vi, excise taxes, section 601 (a): If an, person who manufac-
tures, produces, or imports any article enumerated in section 600, sells or leases
such article to a corporation affiliated with such person within the meaning of
section 240 of this act, at less than the fair market price obtainable therefor, the
tax thereon shall be computed on the basis of the price at which such article Is
sold or leased by such affiliated corporation.

Act of 1926, section 203 (1): As used In this section the term !'control" means
the ownership of at least 80 percent of the voting stock and at least 80 percent
of the total number of shares of all other classes of stock of the corporation.

Act of 1926, section 240 (d): For the purpose of this section two or more domestic
corporations shall be deemed to be affiliated (1) if one corporation owns at least
95 percent of the stock of the other or others or (2) If at least 95 percent of the
stock of two or more corporations is owned by the same interests. As used in
this subdivision the term "stock" does not include nonvoting stock which is
limited and preferred as to dividends. This subdivision shall be applicable to
the determination of affiliation for the taxable year 1926 and each taxable year
thereafter.

Act of 1926, section 601 (a): If any person who manufactures, produces, or
Imports any article enumerated In section 600, sells or leases such article to a
corporation affiliated with such person within the meaning of section 240 of this
act, at less than the fair market price obtainable therefor, the tax thereon shall be
computed on the basis of the price at which such article is sold or leased by suchaffiliated corporation.

Act of 19'8, sectIon 112 (j), definition of control: As used In this section the
term "control" means the ownership of at least 80 percent of the voting stock
and at least 80 percent of the total number of shares of all other classes of stock
of the corporation.

Acts of 1928, ind 1932, section 141 (d), definition of "affiliated group": As
used In this sectio an "affiliated group" means one or more chains of corporations
connected through stock ownership with a common parent corporation If-

(1) At least 95 percent of the stock of each of the corporations (except the
common parent corporation) is owned directly by one or more of the other cor-
porations; and

(2) The common parent corporation owns directly at least 95 percent of (lhe
stock of at least one of the other corporations,

As used in this subsection the term "stock" does not Include nonvoting stock
which is limited and preferred as to dividends.
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I

Amend sc tlon 701 of the House bill, p)ige 299 line 6, by inserting after the
word "soaps" in said line the following: 'cold and other cleansing creams."

II

Amend the IIouse bill at page 30.1, end of line 2, by inserting a niew section to
read as follows:

"Src. 705 (A). Froint and after the passage of this act, deficiencies in respect of
taxes imposed by section 603 of titlo IV of the Reveme Act of 1932, as amended,
shall be assessed, collected, and paid in the sane manner nad subject, insofar as
applicable to the sanic provisions of law as (leflciencics in respect of taxes imposed
by title I of the Revenue Act of 1936."

III

Amend the House bill by inserting at page 305, end of line 24, a new section to
be known as section 709 (A) and to rea ias follows:

"Section 619 of the levetie Act of 1932 is amended as follows:
"In the ease of a sale bN, a manufacturer to a selling corlpofation the transaction

shall be l)resumcld to be otherwise than at arn's length i either the manufacturer
or the selling corporation owns more than 75 percent of the outstanding stock of
the other, or If more than 75 l)ereent of the outstanding stock of both corporations
Is owned by the same persons in substantially the same proportions. Sales by a
manfaeturer to a selling corporation shall in all other cases be presumed to be at
arm 's length. This provision shall apply to all taxes paid under this title after
the date of its enactment.")

The CHAIRMAN. The next witness will be Prof. Fred R. Fairchild, of
New Haven, Conn., representing the Manufacturers Association of
Connecticut.

STATEMENT OF FRED R. FAIRCHILD, NEW HAVEN, CONN., REPRE-
SENTING THE CONNECTICUT MANUFACTURERS ASSOCIATION

Mr. FAIlmCHIL. Mr. Chairman and gentlemen of the committee, I

have just returned from a 4-day trip occasioned by the (enti of a
member of my family, which explains my failure to be here on Saturday
and also my failure "to have prepared a formal statement for you, andt
I shall therefore have to speak somewhat extemporaneously.' I want
to express my appreciation of your allowing me to transpose the
appointment to today, and I shaft be very brief, indeed.

I represent the Manufacturers' Association of Connecticut. Con-
necticut is a small State, but it is an important State industrially, a
State of small manufacturing concerns rather than huge enterprises
and yet, altogether, representing a very substantial part of the total
manufacturing industry of this country. Connecticut contributes, I
believe, close to 2.7 percent of the total Federal taxes based on income.

I may say that my representation of this association does not in any
way restrict my freedom to express my own personal convictions as to
what is good for industry generally and the country as a whole.

I am not a practitioner and will not deal in technical details such
as you have heard from many other witnesses more competent than
I to discuss them. I prefer to talk in terms of general principals on
certain outstanding features of the tax problem which you are facing.

First of all I want to express my commendation of the spirit and
motives which apparently have been at the basis of the consideration
of this bill in the Ways and Means Committee and in the House of
Representatives, a spirit and motive which I am sure also actuate this
committee.
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It is very evident that back of this measure there lies the desire
to improve the tax system, to make it one that is more defensible as
a permanent system, and one less adverse in its effects upon industry.
With that spirit, of course, I am heartily in agreement, and the points
I have to make have to do with the further carrying out of that prin-
ciple in certain respects.

First, as to the undistributed earnings tax, I am sure that very few
friends of that tax are now advocating its retention. I commend
the action already taken in removing from the present bill almost all
of the abuses of that particular tax, and I am only going to suggest
you go the whole way and leave nothing in the bill vhich will continue
even the principle of the tax on undistributed earnings of corporations.
I do not need to go into the arguments about that-

The CHAIRMAN. Of course you do not mean 102.
Mr. FAIRCHILD. Certainly not.
The CHAIRMAN. You mean the 16-20 section?
Mr. FAIRCHILD. Yes; in which tleo is a rate of 20 percent which

may be reduced to 16, based on the amount of earnings distributed in
dividends.

The effect of a change in the bill removing this particular tax
would have an effect upon industry far out of proportion to the small
loss in revenue. 1 have heard a previous witness describe its effect
as being psychological, and I thlnk that is correct. The removal
of the entire principle of the undistributed-profits" tax would be an
evidence of the desire of Congress to treat business with fairness and
with some forbearance. It would lead the investors and the leaders of
American business to believe that not only have they obtained relief
froth this pernicious principle of the tax on undistributed income, but
also that in the future they may expect their industry to be treated
with corresponding fairness and consideration. It would result in
the general improvement of conditions because it would give to tile
investor confidence and therefore result in the expansion of business,
and the encouragement to the businessman would not only help
industry but would have a most beneficial effect upon the IFederal
revenues.

I should like also to suggest, if that should prove possible, the
removal of the excise-profits tax. I realize that is asking a good deal;
nevertheless, I think it is something worthy of your consideration,
substituting such flat rate on income of corporations as would make
good the corresponding loss of revenue. I find that my friends in
industry are not crying so much about the total burden of taxation;
I think we all reahzo the expenses of this National Government of
ours are going to be very heavy in the next few years that there is no
escape, and we realize correspondingly heavy burdens of taxation
must be endured with such grace as may be possible. I think industry
is in that frame of mind. What we do hope may be granted is some
considerable degree of relief from the uncertainties, guesswork, and

- speculation as to what our tax burdens may be, and here something
would be accomplished by removal of this tax.
* Senator CONNALLY. You mean if the businessman has a flat rate
lie would know in advance, like he does his labor costs, and can figure
that?

Mr. FAIRCHILD. Yes, sir.
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Senator CONNALLY. And as long as he depends on the revenue as to
what he distributes, there is an element of uncertainty that deters
business. activity; is that what you mean?

Mr. FAIRcI1D. Precisely.
If complete repeal of the excess-profits tax is not feasible-
The CHAIRMAN. You are talking about the excess-profits tax?
Mr. FAIRCHILD. Yes, sir.
The CHAIRMAN. Not the undistributed-profits tax?
Mr. FAIRCHILD. I am talking about excess-profits tax combined with

capital-stock tax.
The CHAIRMAN. I see.
Mr. FAIRCHILD. The bill already permits a 3-year readjustment

of the basis of the capitl-stock tax, and permission to use a 3-year
average of the excess profits tax would fit nicely into that provision
and somewhat ceso the iicertainty of the burden. Also, a matter of
minor detail, I would sugf;es., you 'ctnttdfr the feasibility of basing the
capital stock valuation ,tfiiitely on the vlu6fV41e net worth of the
corporation, based upoi its book value in place of the complete freedom
which the taxpayer now has to base it. Of course that is now all tied
ul) withi adjtist lnt of the excess-profits tax, an( if that tax were
removed, it would remove another uncertainty. Changes anado from
year to yeay, should be only bn account oft actual additions to the
capital invited and not based on the present statutory definltions.

N ow I wouldd like to say a word' about the troatnient ofticapital
gains and Ilosses. I have persd(ially been on rico'l for many, years
as in opposition to the whole' idea bf the' treatment of capital gains
and losses' as equivalent to bi)mo or loss'; from an income point of
view. I itealize it i4 probably quito out of tho ,uestion to ask the
whole thing be swept away,'wh~i6 I believe would be sound 6inda-
mentally,, becauso W my opinion the increase in value of capital
assets is lot income and the *declino in vAlue Is, not a loss tobe de-
ducted from income. -Ilowever;4f tliis 8er* entirely swept afay the
effect upon'tho revenues of the Federal Goviornnient, I thinkY, would
have been very slight over the past '10 or 20 years, provided, mind
you, that thboriginal fairness of tratnmeit. if which losses were
completely offi't against g'ainw 1 had bden allowed to cojtiiuo. As a
matter of fact, t have whittled awav at the permission to deduct
losses until now it' hs been very much reduced. $0 it is perfectly
true that, as the law tlow stands, doing away entitely with the treat-
ment of capital gains and lo4es as tago1slfncome would result in
a loss of revenue. But the presehg'heatment, I think, on its face
is unjust and unfair. The taxpayer has to pay a tax on the capital
gains but is not allowed a corresponding deduction for capital losses.
To remove this provision entirely would restore even-handed justice
and would have an effect upon industry and taxpayers generally
which would far outweigh the loss of revenue, because that would
mean that Congress is apparently determined to treat the taxpayer
with fairness and to permit his taxable net income to agree more
directly with his true income, out of which alone he can pay dividends
and share profits. It would be a measure of fair and equitable
treatment which would result in a corresponding stimulus to business
activity and would bring in additional revenue sufficient to compen-
sate for any loss of revenue which, on the face of the thing, might be



occasioned. So I would suggest that capital losses be allowed com-
pletely against capital gains and that the carry-over be allowed for
3 or 4 or 5 years, and that we go back to the flat rate of tax, regardless
of the time held, at least over 1 year, instead of the very complicated
graduation according to the time held as in the existing statute, and
the still more complicated arrangement in the bill before you.

Another feature of this bill in need of revision as it first appeared
' was the special tax upon closely held corporations, which has conic to
be known as the third basket. I realize that is out of the l)resent bill,
and I sincerely hope this committee may feel no inclination to return
to the bill the third basket. In support of that, lot me express my
feeling that a very great deal in our American prosperity depends
upon just this group of taxpayers who are affected by this so-called
third basket tax. They are the comparatively small companies,
companies closely held, family businesses, and even though they may
rise to fairly large amounts representing the holdings of an individual,
they are small compared t tie great corporations which engage in
industry. These are the men whose foresight and daring spirit are
largely responsible for the progress and improvement of business, for
the develol)ment of new lines and the pushing ahead of industry, in
new and untried fields. It is that sort of thing which has male this
Nation a great industrial nation. It is true soeie of those men make
fortunes and it is also true some suffer grievous losses. 1 do not think
that this American Nation can afford any sort of tax system which
seems to deal unjustly with those businessmen, or which puts dis-
couragement in their path, for, after all, if the gains are to be heavily
taxed au d the losses are to be coml)letely borne, the chances of going
out in venturesome, hazardous, and untried lines of industry may
not look so good.

One technical matter of administration I should like to mention.
The Connecticut manufacturers, at least, would appreciate vry much
the possibility of (lelaying the (late of the filing of their return to as
late as May 1. These business companies are getting to be more and
more loaded down with taxation and other reports to the Federal
Government and to their State and to other States in which they
do business, and the actual physical task of preparing this voluminous
body of reports by March 15 is getting to be a tremendous one. A
postponement of that date would be a very great relief.

Now may I conclude with a few words of general principle? The
Treasury Department experts, and Congressional experts also, have
given us voluminous estimates of the changes in revenue which might
be expected to come from particular changes in tax statutes, and
these estimates have been skillfully worked out by experts, and of
course are of the greatest value to us all and to you gentlemen,
especially. But I think we need to be on our guard against false
interpretations which proceed from the assumption that while
changes are made in the tax rates the tax base itself will remain
unchanged. Thb point I would like to bring to your attention is that
these changes in the tax law will in themselves have an effect upon the
tax base. I have already mentioned the encouragement that would
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be given to business and investors by certain changes which would
insure a greater spirit of fairness, tolerance, consideration, and removal
of punitive features of the tax. To calculate the effect of that ol the
revenue requires that you make some sort of estimate as to how this
may change the amount of industry If as I believe is true, changes
of this sort are going to encourage industry and stimulate capital
investment the lower tax rate may very likely produce a higher reve-
nue than the higher rate which is the alternative. If by means of
expansion of the base you thus increase your revenue sufficiently to
offset the apparent loss'from a more lenient tax system, remember that
you also reduce expenditures, because one of our great expenditures is
now, and is destined to be, unemployment relief. The most beneficial
thing you can do to help the Government to approach a balancing of
its Buludget is to remove this heavy burden, or reduce it, in connection
with unemployment relief and reduce that heavy expenditure by
getting men back into industry.

I am not one of those who believes the present depression is solely
due to taxation or Government finmce as a whole, but I do agree with
many others that taxation at this present moment is a very important
factor. If by a more lenient andi more fair tax attitude Congress
can give notice to the public that fairness is to prevail and industry is
not going to be compel ed to face, in addition to all the normal hazards
of industry, a hazard of uncertain and punitive taxation, I feel confi-
(lent that courage and hope will be brought back to investors and busi-
ness men and that the wheels of industry may start revolving more
rapidly and one more block preventing the restoration of industrial
recovery may be removed.

I have no estimate in dollars and cents as to what those effects may
be, but I think where we are dealing with a Budget that is definitely
unbalanced already by a huge sum, the balancing of which Budget does
not seem to be promised by anyone in the near future, and with ex-
penditures in terms of billions for unemployment relief, and deficits
in terms of billions, Congress can very well afford to gamble a little
bit on this beneficial effect of a more lenient and more fair taxation
system in the hope it will tend to solve our financial troubles by giving
us more revenue and reducing the cost of the Government, especially
for unemployment relief.

The CHAIRMAN. Have you anything else to say?
Mr. FAIRCHILD. That is all.
The CHAIRMAN. How long have you been a professor at Yale?
Mr. FAIICHILD. Since 1913. Before that I was assistant professor

and instructor. oi
The CHAIRMAN. We are very much obliged to you for coming down.
Mr. FAIRCHILD. I appreciate your courtesy.
The CHAIRMAN. Mr. Mollin, representing the American National

Lihestock Association.
Have you a brief, Mr. Mollin?
Mr. MOLLIN. No; I have not. My remarks will be very brief.
The CHAIRMAN. Very well.
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STATEMENT OF F. E. MOLLIN, DENVER, COLO., REPRESENTING
THE AMERICAN NATIONAL LIVESTOCK ASSOCIATION

Mr. MOLLIN. The American National Livestock Association repro-
sonts the cattle growers of the western part of the United States. We
have about 130 local, regional and State associations afF, ted with us,
with our membership in Louisiana and the 17 States west of the Mis-
souri River.

Before I start ol my remarks I want to read a telegram which I
received from the Central Cooperative Association of St. Paul, Minn.
F. E. MoLLIN,

Raleigh lHotel, Pennsylvania Avenue at Twelfth Street:
Central Cooperation Association is very much interested in retention of excise

tax of 6 cents per pound on imported pork products and 3 cents on pork joints in
internal revenue bill as passed by House. You can make this statement before
Senate Finance Committee for us if you desire.

1 want to urge the retention of that excise tax on pork products and
the adding to the bill of the excise tax of 3 cents on canned beef.
Pork is the princil)al competitor of beef, and 3% cents rate in the
present tax structure is inadequate to give protection to the American
industry. The imports of canned beef--

Senator CONNALLY. Is it your theory that the tariff rates on in-
portations of ham have a tendency to stimulate increased importations
of canned beef?

Mr. MOLLIN. I think anythingwe do to help the pork industry is
of interest to the beef producers because we cannt expect to prosper
when they are in the dumps. There has been a rapid increase in the
imports of canned ham and the imports of canned beef has been such
that there is no canned beef produced in this country today.

The CHAIRMAN. Why not?
Mr. MOLLIN. They cannot compete with South America, despite the

6-cent tax. You can walk into any market in the United States and
ask for American canned beef and you will fail to find it. There is
the one little packer in the Northwest who cans some beef, and some
large packers supplied some for the C. C. C. camps.

The CHAIRMAN. I cannot understand that.
Mr. MOLLIN. A year or so ago we tried to got an independent packer

in the Middle West who puts out a big line of canned products to
can beef, but he investigated it and said he had contemplated trying
to do it but foumd he could not compete. In the first place they have
so sharply reduced the importations of Argentine beef into England
that they have a surplus they must do something with. They cannot
get the cattle into this country because of the sanitary embargo, and
therefore they put it in the can and price is not much of an object. I
found there was about a 23-cent differential on landed cost of the
South American canned beef after paying our tariff, it is 24 cents
below the American cost. We believe an excise tax of 3 cents would
help balance thtat situation. I think the South American canned
beef might still undersell the American product, but I knov many
people would pay more for American canned beef, but it is not there
to buy. We do not expect it would shut out the imports. I know
when the Tariff Act was written in 1930 they told us if we raised" the
tariff from 20 percent ad valorem, as in the old bill, to 6 cents straigit
duty, there would not be a pound of canned beef coming into this
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country, but we received, in the last full year prior to that tariff bill,
about 90,000,000 pounds of canmed beef, and in the year 1926,
87,000,000 and in 1937, 88,000,000 pounds. So we are right back
with the 6-cent duty, to the level that existed prior to the Tariff Act
of 1930.
The CHAIRMAN. How have prices of beef fluctuated since that time?
Mr. MOLLIN. There have been violent fluctuations. We had very

high-priced cattle last fall. That was not due to shortage of cattle
but to shortage of feed; we had the drought.

The CHAIRMAN. The prices I have here, since we put this 6 cents
on-and some of us followed the leadership of Senator Connally on
that proposition-in 1934, it was 3.88; in 1935, 6.5; in 1936, 6; 1937,
the average price was practically 7 cents a pound.

Mr. MOLLIN. That is the farm price.
The CHAIRMAN. The average farm price of beef cattle.
Mr. MOLLIN. Yes, sir. So far this year the feeders of cattle in

chief have lost millions of dollars. In the North Platte Valley of
Nebraska it was estimated the feeders' loss in o1e county alone will
be $3,000,000. They bought these cattle last fall on the basis of the
high prices, and the market slipped away and they are taking terrific
losses throughout the country on these fed cattle.

If you reduce these 1937 imports of canned beef into a basis of
750-pound cows, it is the equivalent of 652,000 cows that came over
in cans in 1937. The rate on a thousand-pound steer is 3 cents-
under the Canadian agreement it is reduced to 2 cents, or $20. The
dressed weight would be 500 pounds. That is a low dresshig per-
centage, but on the 6-cent rate on dressed beef, it would be $30.
Reducing that product to canned beef, figuring 225 pounds, and I
think that is fair on that type of animal, at, the rate of 6 cents you
have a duty of $13.50. If you had a double duty, including the
excise tax of 3 cents, making 9 cents, it would put it to $20.25,
which would balance with the reduced duty tinder the Canadian
agreement and still be far below the present duty on dressed beef.The CHAIRMAN. You are advocating retention of the excise tax
on pork?

Mr. MOLLIN. We are especially interested-
The CHAIRMAN. Are you advocating on canned beef-
Mr. MOLLIN. Three cents; yes, sir.
The CHAIRMAN. You are advocating that in this bill, too?
Mr. MOLLIN Yes sir.
I would like to call your attention to the fact that whilo I stated

there was no canned beef available in America, we have tremendous
facilities for canning beef. In the drought purchase program, which
Senator Connally knows all about because he took such a great
part in it, they canned 800,000,000 pounds of American beef in 1934
and distributed it in relief. It saved the cattlemen and yet furnished
the United States Government a tremendous amount of cheap meat.
Se we have the facilities. If we had a little more protection so as
to be able to put those facilities to work-if you got in 60,000,000
pounds at 9 cents you would get just as much revenue as if you got
in 90,000,000 pounds at 6 cents, and yet you would provide a chance
for American canners to produce the beef and for those who want
American canned beef to buy it.
. Senator HERRINo. You are interested in the excise tax on beef?
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Mr. NOLLIN. Yes, sir, and also the retention of the tax on pork,
because we ore closely related to pork.

Senator CONNALLY. You want to superimpose a 3-cent excise
tax on tie existing tax?

Mr. MOLLIN. Yes, sir. I gave an illustration of the maladjustment
of the rates on the live animal, the dressed beef and canned beef. On
the pork side, nobody thought much about importing pork when
they wrote the tariff bill in 1930; I suppose you could have had a
6-cent duty, but they put it at 3, as we were exporting hundreds
of millions of pounds

Senator HE.RRING. We still are.
Mr. MOJLIN. For several months we have been on an import basis,

but we probably will go back on the export--
Senator HERRING. We exported four times as much as we imported.
Mr. MOLLIN. But from 1890 to 1930, inclusive, we exported more

than a billion pounds for every year except 5.

Now these people have establisled a market and found out the
American people like it and I must give them credit for being good
saleqnion,

Senator HERRING. The high domestic price was largely responsible.
Mr. MorLIN. It gave them an opening. They, say over there--

although I cannot vouch for the truth of tile statement-yvou could
put live hogs down to 6. cents a l)ound but they would still come in.
I attended a meeting while this matter was under discussion

Senator HERRING. You think there should be a differential in favor
of beef?

Mr. MOLLIN. No; I think there should be an adjustment. Today
your pork duty is three and a quarter and your beef is six. If you are
going to put a 6-cent tax on pork you should put 3 cents more on beef.

Senator HERRING. As they have been?
Mr. MOLLIN. No; they are out of balance today, three and a quarter

on pork and six on beef.
Senator HERRING. But if you bring the pork up to the beef would

it not be on an even basis?
Mr. MOLLIN. You still would not have American canned beef in

this market; they cannot compote.
The CHAIRMAN. Was there something else, Mr. Mollin?
Mr. MOLLIN. There is one more factor in this situation. The

bulk of the South American beef is produced in plants owned by
American packers and they are not very anxious to have a situationi
that will encourage independent packers to compete, and that has
been a great drawback in this matter.

I would like to ask one question, Senator, if I may.
The CHAIRMAN. Yes.
Mr. MOLLIN. Are you considering processing taxes in this hearing?
The CHAIRMAN. I hope we are not. That is going to be up before

the committee but I would not like to have you discuss it now. If
the committee determines to consider the processing tax we are going
to give an opportunity to be heard to different people who are opposed
to it.

Mr. MOLLIN. Thank you.
The CHAIRMAN. The committee will recess until 2 o'clock and re-

sume the hearing in the District of Columbia Committee room.
(Whereupon, at 12:15 p. °n. the hearing was recessed until 2 p. m.)
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AFTER RECESS

(The committee reassembled at 2 p. in., pursuant to recess.)
The CHAIRMAN. The committee will be in order.
The first witness this afternoon is Mr. A. Harding Paul.

STATEMENT OF A, HARDING PAUL, WASHINGTON, D. C.

Tie CHAIRMAN. Have you a brief there, Mr. Paul?
Mr. PAUL. I have.
.Tie CHAIRMAN. I wish you would file it and take about 10 minutes.

We have a host of witnesses this afternoon, so the quicker everybody
can get through, and the nore concise you can be in your remarks, the
sooner we can complete the hearing.

Mr. PAUL. Thank you, Mr. Chairman. I shall be brief.
My name is A. Harding Paul. I am an attorney of Washington,

D. ., and I appear here to discuss a serious situation confronting
pesolal holding companies, a situation which to my mind not only
affects such companies but 1tlso bIusines,4 in general.

The only present,, conplete recordI available to tire public having
reference to personal holding companies is tire Statistics of Incomre of
the Treasury of 1934, Part 2. At page 43 of such statistics the net
income of all personal holding companies filing returns for 1934, some
4,457 in number, is shown to be $170,989,000, and on the same page
the dividends and (ldebt retirements of such corporations, the latter
being still permitted as deductions and therefore apparently not sub-
ject to criticism, total $190,060,000, divided as follows: Dividends,
$156,073,000; debt retirements, $33,987,000.

In other words, dividends of approximately $19,000,000 more than
net inconre reduced by debt retirements of all personal holding corn-
panics were paid to the stockholders of such companies in 1934. There
would thus appear to have been no tax avoidance i the aggregate in
1934 by personal holding companies. 1934 was the first year that
Congress separately defined these companies in section 351, aid there
is no earlier public data. Because the Treasury's Statistics of Income
have not been published for years subsequent to 1934 there are no
later statistics concerning such companies as a group available for
public scrutiny at the present time.

But in the tax evasion and avoidance hearings conducted last year,
Commissioner of Internal Revenue, Hon. Guy T. Helvering, indicated
that up until April 30, 1937, 4 516 returns of 'such companies had been
filed for 1936, and that an analysis of certain of the companies selected
at random revealed for tile whole group a tax savings by means of the
various personal holding companies reductionss allowed of $9,237,000.
(Record of hearings, p. 175.) Particular attention is invited to
exhibit D, record of hearings, page 184, introduced into the hearings
by Commissioner Helvering and describing which, the Commissioner
said: (record, p. 176):

Exhibit D is a composite of the information, shown on exhibits A, B, and C
with respect to 80 cases. These 80 cases were selected at random from the group
shown on the other exhibits.

This exhibit D shows a net income for the 80 companies of $33 548 -
690 or an average of $419,358 per company, Assuming that the 80
companies were truly representative of the entire group of 4,516
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personal holding companies, tile total income of all during 1936 was
$1,892,204,000 and on a 5-percent yield basis, which would be normal,
the total assets of such companies would have been $37,880,414,560.

Commissioner Helvering pointed out that the count of 4,516 did not
represent all the personal holding companies which would file returns
for 1936 and, of course this number did not include a large number
of foreign personal holding companies which were in existence.

At the outset and to avoid any misunderstanding, I want to make
it clear that it is not my contention that the Revenue Act of 1937
locked ip $37,000,000,000 of assets in personal holding companies.
What I do say is that if the Treasury was justified in estimating on
the basis of the cases submitted to the Tax Evasion and Avoidance
Committee, that all personal holding companies avoided income taxes
to their stockholders during 1936 of less than $10,000,000, due to
deductions not permitted to individuals, then this committee is equally
justified in assuming that there were approximately $37,000,000,000
of assets owned by such companies. It is my own view based upon
the analysis of their net income for 1934 and after making certain
allowances for deductions which were undoubtedly taken in arriving
at such net income, and also for increases in income from 1934 to
1936, that all personal holding companies at the time of the passage
of the Revenue Act of 1937 possessed assets worth from $4,000,000,000
to $6,000,000,000.

If it is true that such revenue act froze these assets so that capital
transactions involving capital gains are no longer reasonably feasible,
as was pointed out to you by Mr. Clinton Davidson in his presenta-
tion before this committee Friday, then in my judgment, the passage
of the Revenue Act of 1937 was one of the primary causes of the depres-
sion in the stock market with its consequent effect on values and
business generally. Certainly, after the passage of such act personal
holding companies could not make investments with the hope of gain.
This sudden withdrawal of such a large segment of the total buying
power of the Nation could have but one normal reaction-persons
and corporations willing to sell tended to exceed those desiring to
buy. Whenever such a condition confronts any market it sells off.

To illustrate what happened, I desire to call your attention to a chart
of tihe Dow-Jones industrial averages, reflective of the action of lead-
ing stocks traded in on the New York Stock Exchange at the time the
proposed Revenue Act of 1937 first saw the light of day. It is, of
course, a matter of record that the bill was introduced in Congress
on Friday, August 13, 1937. As you can see from the chart prior to
the introduction of this bill the market was following all upward course
and on Saturday, August 14 it reached the high of the movement of
190.38 as indicated by the bow-Jones averages. After only a week
end of consideration the House of Representatives passed on'Monday,
with 1 hour's debate, the proposed act and on that very day, August
16, the market turned down im what was to develop into one of the
sharpest declines in the history of the stock exchange. A low point in
the Dow-Jones averages was reached on October 19 of 115.83-this
was a decline of 75 points within less than 3 months. These aver-
ages closed Saturday at 120.43.

I ' do not want this record to indicate that it is my opinion that the
introduction of the Revenue Act of 1937 and its subsequent enactment
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into law was the sole cause of the stock-market decline, but I strongly
believe it was a vital contributing cause. I am not alone in this belief.

On August 1, 1937, the market value of all stocks listed on the New
York Stock Exchange was $59,393,000,000; on January 1 of this year
tihe market value of such stocks was $38,869,000,000.

I feel certain that if this committee and Congress believed that a
complete repeal of the Revenue Act of 1937 would as quickly- restore
the $20,000,000,000 of lost purchasing power which followed its enact-
ment, it would immediately repeal that act in its entirety. Never-
theless, insofar as it contains provisions to stop tax avoidance, the
Revenue Act of 1937 is good, but insofar as it tends to prevent capital
transactions and investment for profit by personal hoping companies
and their stockholders, it is unquestionably bad. When it is also
remembered that the owners of personal holding companies were not
law breakers, but many formed these companies for the sole purpose
of coming within the privileges of a law enacted by Congress (RevenueAct of 1934), it seems particularly harsh to retroactively punish them

with the highest surtaxes in the history of the country. To unfreeze
this situation, it is recommended that one or more of the following
suggestions be acted upon:

1. That the 1937, act be amended so as to permit personal holding
companies to file partnership returns. No loss in revenue from an
amount which would be collectible if the stockholer individually
owned the assets of the personal holding conipany would result. On
the contrary, because the corporation would still be required to pay
capital stock and excess profits taxes to the Treasury, there would
be more taxes paid by individuals operating under the aegis of a per-
sonal holding company than as a partnership or individually. Canada,
in effect, requires such a treatment of its personal investment com-
panies. Furthermore, there can be no proper objections to such a
plan on the ground of administrative difficulties or constitutional
limitations since the corporation could be made primarily liable for
the taxes in case the stockholders failed to pick up their proper pro
rata share of the corporation'9 income.

2. The second alternative suggestion is that personal holding coi-
panies, or for that matter, all corporations, be permitted to obtain the
benefit of the capital gains rates of tax applicable to individuals upon
realization of capital gains. This procedure would also result in no
loss of revenue from the amount which would be collectible from the
individual stockholders if there were no corporation and such stock-
holders owned the assets collectively. On the contrary, it would re-
quire such stockholders to pay normal taxes and surtaxes or a further
capital-gains tax before they could get their share of such capital gains
in cash, and of course, the corporation would still be liable for the
capital stock and excess-profits tax.

it is believed either one of the above two steps will obtain more
revenue for the Treasury than either of the two plans suggested below.
Furthermore, adoption of either of the above suggestions would permit
such personal holding companies as desire to continue, to do so,
although at a tax disadvantage to individuals and partnerships.
Because of this tax'disadvantage, gradual liquidation of most of these
companies could be expected to resultj but in an orderly manner. It
is also contended there is a misconception that all personal holding
companies serve no useful purpose and should, therefore, be dissolved.
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However, and because such misconception is prevalent, it is suggested
that if it is the will of Congress that they (1o dissolve they should be
permitted to do so inU a reasonable manner.

Specifically, it is suggested they be per fitted to be liquidated
without the recognition of gain or loss, as recommended by the Amri-
can Bar Association, or if it is believed that, the Gove'runient should
obtain some immediate revenue from their liquidation, that an excise
tax of 5 percent be assessed 0pon the gain but without affecting the
basis of tle assets received upon liquidation in the hands of the stock-
holders upon future sales or exchanges.

This was the recommendation proposed by Mr. Davidson here
Friday. Finally, if none of the foregoing are believed to be a feasible
solution of the problem, then in the interest of fairness to the taxpayer,
as well as the Government's own interest in the protection of our
economy, it is sllggested that a longer period of time for the liquida-
tion of such corporations than is now possible should be provided for.

In partial recognition of tile difficulties confronting the liquidation
of many of these corporations, the House in the present bill proposes
in section 56 (c) (2) to provide for an extension of time of 5 years in
which to Iay the tax which will be assessed Upon the gain derived by
the stockholder. This provision is entirely unsatisfactory since, iin
the first p lace, it imposes in many cases an inordinately high'illmediato
tax liability and requires the stockholder to assume such debt without
regard to whether or not upon the sale of the assets received in liquida-
tion, the gains which are taxed can actually be realized during such
5-year period. Furthermore, the proposal suggests the necessity of
furnish ng a protective bond which increases the expense of the liqui-
dation without benefit to either the Government or the taxpayer. On
the other hand, if a period of 5 years in which to liquidate is granted
both the Government and the taxpayer will receive the benefit and(
assume the risks of increases or decreases in the value of the assets of
the corporation during the period of liquidation. No objection to this
extension of time for liquidation has been voiced except as to the
possibility that tile Treasury might lose a capital gain in the event
some stockholder (lied. Protection to the Treasiry with respect to
this hazard can readily be provided in the statute by requiiring that
stockholders, their heirs, and assigns shall assume the payment of all
income taxes due, as is done in the case of the death of a person who
has entered into an installment sales contract.

FOREIGN PERSONAL HOLDING COMPANIES

Whatever is done to remedy the condition confronting domestic
holding companies, the Congress can in any event certainly further
the interests of the country by extending the time for the liquidation
of foreign personal holding companies as defined in the Revenue Act
of 1937. Except in special cases applicable to but few corporations
such companies were only granted a period for liquidation at capital
gains rates from Che date of the enactment of the Revenue Act of 1937
on August 26th to December 31 1937, slightly over 4 months. If
liquidation was not accomplished by that time then 100 percent of the
gain on a subsequent liquidation is to be recognized.

Due to many factors, among them, one, illness to stockholders;
two, absence of stockholders fronr the country; three, impossibility of
marketing a large block of securities in the swiftly declining market
which followed upon the enactment of the Revenu&Act, a groat many
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of these companies were unable to liquidate last year. Today they
cannot liquidate without having their gains taxed, not at any capital
gains rates, but at the extraordinarily high ordinary income-tax rates
applicable to individuals. In the aggregate these companies possess
large amounts of what is now immobile capital. Their plight is so
serious that less something constructive is done a great many law
suits over the interpretation and constitutionality of the novel pro-
visions contained in the Revenue Act of 1937, relating to them, will
confront the Govermuent, and more citizens may expatriate them-
selves to save their assets. To drive this capital permanently from
the county is certainly not sound economics and will not increase the
revenue. Extension of time to liquidate at cal)ital gains rates will
not only increase the revenues resulting from liquidation but will
rehabilitate practically all of this capital into the hands of merican
citizens.

In conclusion, T can only urge that the Senators of this committee
will not let the tax avoidance of a few personal holding companies
persuade a policy of inaction, for without action it is as certain as
taxes themselves that a tremendous amount of investment capital
now tied up in foreign and domestic personal holding conal)anies will
remain frozen and that practically no revenues from their capital
transactions will be received by the Treasury. If, on the other hand.
effective action is talken at , oee, there is no doubt in my mind but that
an immediate and substantial increase in the revenues derived front
the capital gains of these corporations will result and that some con- al
tribution toward bettering the economic condition of the country will
be acom)lishe(d.

Thank you for your courtesy in permitting me to appear before
you.

(The chart referred to by Mr. Paul is on the following page.)
Senator VANDENBEIIG. ][Ow much of that 75-point decline is repro- r

sented in total dollars?
Mr. PAuL. Around $20,000,000 from August 1 to January 1.
Senator CONNALLY. I would like to ask this witness a question,

Mr. Chairman.
The CIHAIRMAN. All right.
Senator CONNALLY. How about the l)ersonal holding companies, or

foreign holdin companies in the Bahamas?
Air. PAUL,. My plan is to give them a longer period of time to

liquidate. The foreign holding companies ought to liquidate by
December 31, 1938.

Senator CONNALLY. Yes.
Mr. PAUL. My reason for a longer period than was granted in the

Revenue Act of 1937 is if the stockholders were not in this country or So
if they had too large a block of stock to dispose of it was impossible *,
for them to liquidate by December 31, 1937.

Senator CONNALLY. Under the present law what tax do they pay?
Mr. PAUL. A tax up to 80 percent.
Senator CONNALLY. YOU advocate putting them under capital

gains?
Mr. PAUL. Yes; tha: is right. You understand that is only with

reference to their gains. So far as their ordinary income is concerned
I suggest they pay time regular rate.

Senator CONNALLY. Ilow do you figure that?
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Mr. PAUL. Capital gains? That would be the (lifference between
what their basis is for their stock and what they got out of it by
liquidation. The difference between those two figures I recommend
should be, taxed as capital gain.

Senator CONNALLY. I assumne you are a tax attorney?
Mr. PAUL. Yes, sir.
Senator CONNALLY. Whom do you rel)resent?
Mr. PAUrL. I am offering tlese as my own personal suggestions.
Senator CONNALLY. Thank you.
The Cr.IIINN. Thie next "witness is Mfr. Wilson Compton, of

Washington, I). C., representing the National Lumber N tanufaet urers'
Association.

STATEMENT OF WILSON COMPTON, "REPRESENTING THE NA-
TIONAL LUMBER MANUFACTURERS' ASSOCIATION, WASHING-
TON, D. C.

Tim CHAIRMAN. Do you have it )rief, Mr. Compton?
Mr. COMPTON. Yes; Mr. Chairnman, I have a brief memorandum

here, but I think I will conserve the time of the committee by simply
filing it and making a few supplemental remarks.

The (OIJIAIRAMAN. Very well, l)roceed. Your time is limited to 10
minutes.

Mr. COMPTON. I have not a general matter to present, but a very
special one, which is entirely in section 705 of the bill. I'hoy are the
lumber items. They relate to a matter, which as you know heretofore
has been quite controversial over a period of time, and the suggestions
I wish to leave with you, are, I think, ones which if incorporated in the
law, will make it possible hereafter to (feal with this problem much
more intelligently, with much less exaggeration and considerable less
confusion than has heretofore been the rule.

May I call attention to the fact that the import taxes on lumber are
in two parts. One of them in the Tariff Act. of 1030 by statute, $1,
another in the Rovenue Act of 1932, $3, a total of $4, redied by trade
agreement, reciprocal trade agreement, to $2, which is the present
status.

This refers only to the excise tax coming from the Revenue Act of
1932.

This amendment is in three parts. The first two I think I can
accurately say are entirely noncontroversial. They relate to defini-
tions. May I speak for a moment on then, Mr. Chairman?

The CHAiRMAN. Procet d.
Mr. COMPTON. The first one would define lumber. The reason for

that is that in the Tariff Act of 1930 the tax was iml)osed on lumber
and sawed timlbor. That language was used in the act of 1930.
In the Revenue Act of 1032, the corresponding language was merely
the word "lumber." The question therefore has arisen whether the
term "lumboi" does or does not include sawed timber. That is in-
v olved in the dispute and litigation. The indust-r,, anti I think the
Treasury Department thinks theie is no gro-nd for dispute, but the
dispute is there nevertheless. Sawed timber is lumber in largo
sizes. That is subsection A of section 705. The effect of that would
be to make the word "lumber" for the purpose of the import excise
tax mean the same as the words "lumber and sawed timber" in tho
tariff act.
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The second one is also a matter of definition.
Senator BiRoWN. 1 do not 'see how you get this down to $2. Is It

not still $3?
Mr. COMPTON. That has been reduced to $1.50 in the reciprocal

trade agreement.
Senator BROWN. It is $1.50?
Mr. COMPTON. Adding 50 cents under the tariff act, a total of $2.
The next feature of this amendment relates to "board measures."

In the tariff act of 1930 a definition of "board measure" was included.
In the excise tax of 1932 that definition was not included. The result,
therefore, has been further dispute and litigation over the question
as to what "board measure" means, and the effect of this amendment
would be "board measure" for the purposes of both tariff and exclude
taxes would mean the same thing and would mean exactly the same
thing it means under the Tariff Act. of 1930. That too, is noncon..
troversial, so far as I know, and I think I am correctly informed,

The second section of the amendment, which I think is subsection
B, relates to the conditions under which the amendment if made will
be effective. That language is a safeguard suggested, in fact requested
by the State Department so that there be involved no possible con-
fhct between the effect of these amendments, if made, and the present
trade agreements undertaken with foreign countries. Obviously, the
industry itself is anxious that that conflict be avoided, if there is any.
l'he State Department is not sure there is a conflict. It only wants

to be sure that if there is a conflict the amendments, if made, be not
effective until they cease to be in conflict. Manifestly we are as much
interested as the State Department because we are asking for con-
cessions, and if . it is indicated the existing, agreement is not main-
tained, naturally the agreements under which we expect, to be the
beneficiary we cannot expect will be maintained.,

Those two subsections A and B are noncontroversial.
Subsection C refers to excise taxes under the Revenue Act of 1932

and proposes certain exemptions from the excise tax.
Those exemptions are in four enumerated species, northern whitW

pine, Norway pine, western white spruce and "ngolmann's spruce,.
As to the first three, the industry as a whole has' no objection. By

the industry as a whole I mean the entire group for which I am author-
ized to speak here, the associations in the lumber industry affiliated,
with the National Lumber Manufacturers' Association with thm ex-
ception of the Northeastern Lumber Manufacturerst Association,
which has had its separate representative before this committee.
The 14 associations for which I speak, support the policy whichI have
mentioned, which is that they do not ask for, but they do not object
to the exemption of these species, tl first three. • They do object to
the inclusion in the exemption of the Engolmann's spruce,

Now, you may ask why they decline to object to exemptions on,
three species and object to the fourth, The reon is this, and I think
particularly on tftis p point there is an opportunity on the part of Con..
gress to deal with this controversial tariff matterlin a manner which,
will further reduce the likelihood of controversy,. The prinoipleo back
of that is the majority of groups in our industry are ,notdisposod to
fiuther ask tariff,proteotion on species which collectively they regard.
as scarce, or which are in fact commnnercially ionexistent ialthis oountryi
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They are equally anxious, so far as they are able to do so, to secure themaintenance of a reasonable protection for those woods, which arenot generally present and no prospective surplus supply in this coun-try. Northern white pine, Norway pine and western white spruce,
they specifically regard as in the classification of scarce species orcommercially nonexistent species for which there is a substantialconsumer demand in this country, and for which the American sup-
plies are regarded as scarce.

Engelnann's spruce, on the other hand, is a distinctly surplusspecies in this country. I doubt whether many members of this com-mittee, unless they are familiar with the lumber industry, ever heardof Engelnann s spruce. It is not an important species, but it isimportant for this purpose. The domestic supply of virgin timberof Engelmann's spruce is several hundred times the annual production.There is not any present or prospective possibility of there being a
shortage of Engelmann's spruce,

Senator ToWNsVND. In what section of the country is it being
grown principally?Mr. COMPTON. Engehnann's spruce is grown almost entirely in theRocky Mountain area. It is in seven or eight Rocky MountainStates, principally in Montana, Idaho, and from there on south.,The (rAImMAN. What is the average annual importation of Engel-
mann's spruce?

Mr. COMPTON. Of Engelmann's spruep?
The CHAIRMAN. Yes.
Mr. COMPTON. The official statistics do not divide it so that I cananswer that with absolute accuracy. The best information we areable to secure is'that the imports are somewhere around 40 million feetof EngelmAnn' spruce, 40 or popsibly 50 Millioi.

* The CHAIRMAN. What is the pioducition in this country?Mr. COMPTON, The production is about equivalent to' that,
The CHAIRMAN. To what?
Mr. COMPTON." The production is about equivalent to 40 million

feet.
Th6 CVAIRMAN.' So we'are importing about the same amount as we

produce in this country?
Mr. COMPTON, Yes, sir.
The CHAIRMAN, Our consumption then is about 80 million?
Mr. COMPTON. Yes; but the capacity to produce is not that limited,The CHAIRMAN, Is that duo to the fact, Mr. Compton, that thisparticular species of wood is grown in the Rocky MountaiW sectionand that that they import from Canada is along the border line ofthe United States elsewhere where the freight rate is sohigh' thatthey cannot get it from these places whore it is produced In thd

United States?
Mr. COMPTON, No; I think quite the *contrary, -The freight ratedwould be greater on the imported product, I assume the. committeedoes not idsh to get into the whole controversial issue of the lumber

',,The CHAIMsAN, I am sorry that any ofitis hero,
Mr. CoMPTOxN, It ought to be said in all frankness the industry isresponsible for bringing before the Ways and Means Committee th.s6

first twd subsections,, ut is not responsible for bringing# bbfQr6 the
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Ways and Means Committee the third subsection which, if enacted,
would have the effect of some exemptions from the import excise
taxes, but that having been brought to the attention of the Ways and
Means Committee, we did state here exactly what I have stated here,
that we did not object; Mr. Barr also made that statement. We have
no objection to that.

The Ways and Moans Committee approved of that and so reported
it, but on the floor of the House, an amendment was adopted by a
small vote to include Engelmann's spruce in the exempted species,
which raised an entirely different question, a question of entirely
different character, and does raise fundamentally the whole question
of protective taxes on lumber imports.

Now, frankly, one thing as an industry we are interested in and that
is a thing to which I have given a good deal of time in recent years
to try to find some basic policy by which the handling of the tariff
matter in the lumber industry could be made much more intelligent
with much less controversy and that has been found, to the extent
it has been found at all by the approval of 14 organizations in this
industry of the policy which I mentioned, nanmely-but I will read
it exactly. This is taken from the language which was given to the
State Department on the Reciprocal Trade Agreement with Canada
somewhat less than 3 years ago. This language is exact, so it is not
merely opinion:

With respect to species of lumber relatively scarce or commercially non-existent
in the United States, that is, northern white pine, Norway pine and western white
spruce, that the import duties and taxes be reduced to the extent which the law
permits.

That language was applicable because the law only permits the
reciprocal trade agreement agencies to reduce the tariff by one-half.

Also, that the National Lumber Manufacturers Association asked,
and this is again quoted:

Reasonable and effective protective tariff he maintained on imported lumber of
species in surplus supply in the United States, and on imported lumber directly
supplanting lumber of species in surplus supply in the United States.

Now, this brief which I will leave with you frankly states that there
is a strong dissent from that stand by the Northeastern Lumber
Manufacturers Association.

Senator VANDENBERG. Are they more.exposed than the rest of these
associations?

Mr. COMPTON. Well, they are more than some and not more than
some others.

The CHAIRMAN. Do you discuss in your brief the difference between
this Engelmann's spruce and the western white spruce?

Mr. COMPTON. I do.
The CHAIRMAN. I will not ask about it if you have discussed it,

because it was stated before the Ways and Means Committee and on
the floor of the Rouse that you could not tell the difference between
those species.

Mr. COMPTON. Well, that is really not an accurate statement. 'It is
difficult to tell the difference between some species. I think, even the
most expert technician can be confused as to border-line cases, ,' I
have seen pieces, of western white pine and ponderosa pine where you
could put them down on the table .before this committee and ask the
smartest technician to pick out which is which and he could not do it.
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That happens to the greatest experts. But these words are dis-
tinguiishable and are distinguished in the traie. I know a party on
another species sent to the United States Forest Products Labora-
tories a cut of two pieces on two different days and their return on
each of the two times was different, but it was from the same piece of
wood, but that does not imply the United States Forest Products
Laboratory is not completely capable.

The CIHAIRMAN. Was there something else, Mr. Compton?
Mr. COMPTON. That is all I have Mr. Chairman.
(The brief referred to by Mr. Compton is as follows:)

I. REPRESENTATION

The National Luml)er Manufacturers Association in this matter represents the
following groups of manufacturers of lumber in the United States:

American W alnut Manufacturers Association; Appalachian llardwood Manu-
facturers, Inc.; California Redwood Association; Douglas Fir Plywood Association;
Mahogany Association, Inc.; Maple Flooring Manufacturers Association; North-
ern Hemlock and Hlardwood Manufacturers Association; Northern Pine Manu-
facturers Association; Southern Cypress Manufacturers Association; Southern
Hardwood Producers, Inc.; Southern Pine Association; the Veneer Association;
West Coast Lumbermen's Association; Western Pine Association.

The Northeastern Lumber Manufacturers Association it should be frankly
stated, strongly dissents from the position of the National Lumber Manufacturers
Association.

II. TARIFF POSITION OF TIE NATIONAL LUMBER MANUFACTURERS ASSOCIATION

In 1935 In connection with the negotiation of a trade agreement with Canada
the National Lumber Manufacturers Association directly recommended that:

"With respect to species of lumber relatively scarce or commercially nonexistent
in the United States, i. e., northern white pine, Norway pine, and western white
spruce, that the import duties and taxes be reduced to the extent which the law
permits."

This position was supported by the great majority of the associations in the
industry. It was not supported by the Northeastern Lumber Manufacturers
Association which then, its now, strongly dissented.

Also, the National Lumber Manufacturers Association, at the same time, asked
that:

"Reasonable and effective protective tariffs be maintained on imported lumber
of species in surplus supply in the United States, and on imported lumber directly
suplanting lumber of species in surplus supply in the United States."

ti his view, we believe, is generally supported throughout the industry.
The position of the National Lunber Manufacturers Association was stated by

its executive committee on December 9, 1936, in the following language of its
resolution:

"The National Lumber Manufacturers Association w-vill seek the continuance
of the lumber excise tax; as stated in its original application on the Canadian
Trade Agreement early in 1935, it has no objection to exemption from the tax on
the three species there mentioned, namely, northern white and Norway pine and
western white spruce; it is understood that the association itself assumes no re-
sponsibility regarding any such exemption and that the effort to secure it is the
responsibility of Interested parties; further, that to this position the National
Lumber Manufacturers Association asks the adherence of the federated asso-
ciations."

That position has had the concurrence of the associations affiliated with the
National Lumber Manufacturers' Association, except the Northeastern Lumber
Manufacturers' Association. This Is a mere matter of fact and of record.

III. SECTION 705 (A)

'SectIon 705 (a) of H. R. 9682 provides:
"(a) Section 601 (c) (6) of the Revenue Act of 1932 is further amended by,

adding at the end thereof the following: 'In determining board measure for the
purposes of this paragraph no deduction shall be made on account of planing
tonguily, and .roovlng. As used In this paragraph, the term "lumber" included
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Definition of "lumber": This provision is to settle present controversy over
the interpretations of section 601 (c) (6) of the Revenue Act of 1932. In the
Tariff Act of 1930 Congress used the words "sawed lumber and timber." In
the Revenue Act of 1932 it used the simple word "lumber." The customs
court has so far-held that the enumeration of "sawed timber" in the tariff act
and failure to enumerate it in the revenue act indicates a congressional intent
to exclude "sawed timber" from the term "lumber" in the revenue act. This
obviously was not the intent. The term "lumber" has always included sawed
timber which is merely lumber of large sizes. But the matter is involved in
needless dispute and litigation. It should be clarified. This amendment will
do it.

DEFINITION OF BOARD MEASUIMENT

Similarly, in the Tariff Act of 1930, it is specifically provided that "in estinat-
ing board measure for the purposes of this paragrag)h no deduction shall be made
on account of planing, tongiiing, and grooving." Section 601 (c) (6) of the l1ev-
enuec Act of 1932 aim ply prov id(ed for "board ineasuire." It was believed that
section 601 (a) which I~rovide(I that the excise tax should be "levied, assessed,
collected, and paid in the same manner as a duty imposed by the Tariff Act of
1930" would include also its provision for determining board measure. The court
so far has not so interpreted it. It has held been that in estimating board measure
for the purposes of the revenue act a deduction for planing, tonguing, and groov-
ing is allowable. This results in the absurdity of the same carload of imported
lumber being measured as one quantity for tariff purposes, and an entirely differ-
ent quantity for the import excise tax and both being "board measure.' As a
matter of fact, in estimating board measure deduction for planing, tonguing, and
grooving is never made in actual practice.

Section 705 (a) of the pending bill will correct both of these situations. As
modified by section 705 (b) there has been no objection from any source to its
enactment.

IV. SECTiON 705 (B)

Section 705 (b) provides:
"(b) Each sentence of the amendment made by subsection (a) shall become

effective (1) on the sixtieth (lay after the (late of the enactment of this Act unless
In conflict with any International obligation of the United States or (2) If so in
conflict, then on the termination of such obligation otherwise than in connection
with the undertaking by the United States of a new obligation which continues
such conflict."

This provision is to avoid possible conflict with obligations arising out of recipro-
cal trade agreements. Section 705 (b) Is the language proposed by the Slate
Department to meet this possible situation. It would make the provision of
section 705 (a) effective upon the termination of any international obligation
with which it is in conflict.

V. SECTION 705 (C)
Section 705 (c) provides:
"Section 601 (c) (6) of the Revenue Act of 1932 is further amended by inserting

after the amendment made by subsection (c) of this section the following: 'Tile
tax imposed by this paragraph shall not apply to lumber of northern white pine
(pinus strobus), Norway pie (pinus resinosa), Engelmann spruce, and western
white spruce."

Section 705 (c) proposes the exemption of several species of lumber from the
import excise tax. As the bill wnsl'eported from the House Ways and Means
Committee, this provision (then numbered see. 704 (c) provided for such exemp-
tion for northern white pine, Norway pine, and western white spruce lumber. This
proposed exemption was not objected to by the lumber industry generally as above
stated. Acting in its behalf, we offered no objection to its enactment. In fact,
we advised the committee that we did not object to it.

But, on the floor of the House, an amend ment was adopted by a small vote to
Include Engelmann's spruce in the exempted species. To this addition we do object
strongly and for the following reasons:

(a) Northern white pine and Norway pine are comparatively scarce in virgin-
timber supply In the United States; and western white spruce is commercially
almost nonexistent in the United States.. Both are available In export surpluses in
Canada.
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In response to a Senate resolution in 1030, the United States Forest Service

furnished the following estimate of the total stand of virgin and second-growth
northern white and Norway pinon:

Stand of Northern while and Norway pine

(In millions of feet)

Region Virgin Srowth Total

New Enfland ............................................................. 2,607 6, 88.3 .390
MhIddle Atlantic ......................................................... 4 3, 526 3.530
South Atlantic and Central ............................................... 155 165 320
Lake States ............................................................... 2,124 UM8 2.393

Total................................................... 4,790 9,812 145Q2

As to western white spruce in the United States, there is no conclusive estimate
of timber stand. But its timber supply is very meager. It grows in scattered
stands from the Black Hills in Sotth 1)akota northward and westward. It
reaches its best growth in the northern part of the Canadian provinces of Sas-
katchewan, Manitoba, and Alberta. Exact figures of production of western white
spruce lumber likewise are not available. But the domestic production at least
does not exceed 2,000,000 feet per year, and is probably less.

Because there is a known market demand for western white spruce lumber
which cannot be adequately met from the quantities and qualities available from
domestic production, the National Lumber Manufacturers Association has taken
the position that it does not object to the reduction or removal of the excise tax
Insofar as it applies to these species.

(b) Engelmann's spruce tImber, on the other hand, Is available in great surplus
supply in the United States. It is distinctively a surplus species.

There Is no scarcity of Engehnann's spruce in the United States. It grows
abundantly throughout the Rocky Mountain States. Practically all of the spruce
timber in the West, except for the Sitka spruce found on the Pacific slope, is of
this variety. The Forest Service has estimated the spruce saw timber stand of
this area, in the States of South Dakota, Montana, Wyoming, Colorado, Idaho,
Utah, New Mexico, Arizona, Washington, Oregon, California, and Nevada to
total '61,582,000,000 board feet. Excluding the Sitka spruce, estimated at
12,000,000,000 feet, froin this figure, there remains 40,582,000,000 board feet of
spruce, practically all Engelmann's.

Currentproduction of Eiigelitann's spruce is estimate(i at, ap)roximntely 40,000,-
000 board feet a year. Even if this production is doubled or trebled, the domestic
timber supply is adequate for several hundred years. With allowance for regrowth
there is assuratmc of a perpetual abundant supply of this timber in tie United
States.

There Is no reasonable ground for the removal of the excise tax on Engelnan's
spruce. It is definitely a surplus species, and imports of It compete directly with
the domestic production. To exempt it from the tax would obviously raise the
whole question of the lumber tariff on our surplus woods. That question should
not be raised. Certainly at least it. should not be raised in this revenue bill.

(c) Conclusion: Tie exemption of Engelmann's spruce is highly controversial
And is undesirable.

Vt. RECOMMENDATIONS

The National Lumber Manufacturers Association recommends-
.(a) That the words "Engelnann spruce" be eliminated from subsection (c) of

section 705 H. R. 9082 (p. 303, line 25).
(b) That the remainder of subsections (a) and (b) of section 705 be enacted

without change.
The CHAIRMAN. The next witness is Mr. Alfred H. Benjamin,

representing the Anglo-American Trading Corporation of New York.



STATEMENT OF ALFRED H. BENJAMIN, REPRESENTING ANGLO-
AMERICAN TRADING CORPORATION OF NEW YORK

Mr. BENJAMNIN. Mr. Chairman and gentlemen, my brief is very
short, and I would like to elaborate on it. How much time have I?

The CHAIRMAN. If you will give us the brief-
Mr. BENJAMIN (inter posing). I have submitted a brief. Gentle-

men, I beg to submit for your consideration my objection to the
proposed amendment to the tax bill in the form of an excise tax of
6 pounds ol imported pork and pork products.

The writer appeared before the Finance Committee of the Senate
in 1929 and 1930, when the Ilawley-Smoot bill was before that esteemed
body, and pr0(licted that the tariff in the aforementioned bill would be
detrimental to the welfare of our Nation.

I simply put that in to let you gentlemen know I was associated
with the meat trade for many years.

We have had the experience since 1930 of having our factories
closed and millions of men and women thrown out of employment,
due to retaliatory measures taken by foreign countries, resulting in
the loss of our export trade to a serious degree. Therefore, I believe
that it would not be in the interests of agriculture or industry in this
country to permit any excise tax to go into effect at this time.

The excise tax of 6 cents per pound as proposed would amount to
a virtual embargo on these pork products, and we would see a complete
stoppage of imported pork products.

The United States Government is now receiving duty of 2% cents
per pound on frozen pork and 3% cents per pound on canned hams and
other canned-pork products, but with the imposition of this additional
tax we would see a cessation of these imports, and the revenue as gained
in the present tariff would no longer be forthcoming. The aforemen-
tioned fresh frozen pork must l)o processed by curing and smoking in
the United States, thereby giving employment to American labor.

Lithuania, for example, has exported to this country in 1937
$1,140,000 chiefly pork and pork products, against purchases from
the United States of $1,290,000, consisting chiefly of cotton, tobacco,
fruits, and the balance made up of manufactured articles.

What is true of this comparatively small country is true of other
countries now- shi)ping ork to the United States. We must buy
from them if we are to sell to them.

Senator KING. You believe in reciprocal trade treaties being
negotiated by Mr. Hull?

Mr. BENJAMIN. Absolutely, unquestionably. The increased trade
which has manifested itself as a result of the reciprocal trade agree-
ments made, or in the making, with various countries can be vastly
increased if these reciprocal trade agreements are not offset by duties
or taxes as the one proposed on pork and pork products.

Senator KING..,Have you any figures showing the export of lard,
pork, and pork products? .

Mr. BENJAMIN. Senator King, am I right?
Senator KING. Yes.
Mr. BENJAMIN. In answer to that, the Department of State Vith

the aid of the Department of Agriculture and the Department of
Commerce have furnished statistics.

Senator KING. I am familiar with that.
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The CHAIRMAN. Put those in the record.
Mr. BENJAMIN. We have imported 78,000,000 pounds of pork

products during the year 1937 as against 199,350,000 exported.
The CIAIRMAN. .Your tine is about out now. Will you put any-

thing else you have in the record please?
Mr. BENJAMIN. Could I have just a few more minutes, please?
The CHAIRMAN. Yes, sir.
Mr. BENJAMIN. The duty of 2,2 cents per pound on fresh pork must

not be confused with the duty of 3Y cents per pound on canned hams.
The fresh or cured pork is processed in this country. The canned
hams are not processed here.

We have 1,500,000 more hogs on the farms beginning 1938 than
we had during 1937. Consequently our imports will be less this year
than last year, due to this increased supply in the United States.

In addition to the 2Y cents per pound duty that the Government
collects on fresh pork and 3%4 cents per pound on cured pork, this
product pays in the way of a tax an additional 2% to 3 cents
per pound, made up of freight at the rate of $35 per ton of 2,240
pounds, on the gross weight, which is paid to the American vessels
carrying the product under refrigeration to this country.

Senator KING. What part of the entire imports is processed in the
United States?

Mr. BENJAMIN. Only the fresh pork and cured pork; all the canned
hams are processed in other countries.

Senator KING. Thank you.
Mr. BENJAMIN. I have found in my travels through Europe last

year that they have not a large supply of hogs available by reason of
the fact that Germany has an agreement with all these Baltic nations
and Poland, and has her hands on everything that appertains to food
products. Therefore, their supply of pork for export is limited. On
the other hand, our supply in tie United States is increasing annually.
Consequently, we have nothing to fear with the small competition
they have to offer.

When you consider these countries buy our cotton, fruits, tobacco,
automobiles, automobile accessories, as well as many other coinmod-
ities which give employment to labor in this country, we should try
to keep that connection, and I think the reciprocal trade agreements
are the best thing that has been devised in maintaining good will,
which is essential to our export trade.

(Subsequently Mr. Benjamin submitted the following tables and
brief:)

NEW Yonx, N. Y., March 15, 1938.
To the Honorable Members of the Finance Committee, United States Senate,

Washington, D. C.
GENTLEMIEN: I beg to submit for your consideration my objection to the pro-

posed amendment to the tax bill in the form of an excise tax of 0 cents per pound
on imported pork and pork products.

The writer appeared before the Finance Committee of the Seiate In 1929 and
1930, when the Hawley-Smoot bill was before that esteemed body, and predicted
that the tariff in the aforementioned bill would be detrimental to the welfare of
our Nation as a whole.

We have had the experience since 1930 of having our factories closed and
millions of men and women thrown out of employment, due to the retaliatory
measures taken by foreign countries, resulting in the loss of our export trade to
a serious degree. Therefore I believe that it would not be in the interests of
agriculture or Industry In this country to permit any excise tax to go into effect
at this time.
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The excise tax of 6 cents per pound as proposed would amount to a virtual
embargo on these pork products, and we would sec a complete stoppage of imported
pork and pork products. The United States Government is now receiving duty
of 2} cents per pound on frozen p ork and 3 cents per pound on canne( hams
and other canned pork prodtnets, but with the imposition of this additional tax,
we would see a cessation of these hmi)orts, and the revenue as gained in the present
tariff would no longer be forthcoming. The aforementioned fresh-frozen pork
must be processed by curing and smoking in the United States of America, thereby
giving employment to American lator.

Lithuania, for example, has exported to this country in 1037, $1,140,000, cljiefly
pork and pork products, against purchases from the United States of $1,290,000,
consisting chiefly of cotton, tobacco, fruits, and the balance made tip of manu-
factured articles.

What is true of this comparatively small country is true of other countries now
Shipping pork to the United States. We must buy from them, if we are to sell
to Rhein.

The increased trade which has manifested itself as a result of the reciprocal
trade agreements made or in the making with various countries can be vastly
increased if these reciprocal trade agreements are not offset by duties or taxes as
the one proposed on pork and pork products.

Respectfully submitted. ALFRED 1. BENJAMIN.

TABLE I.-Unied States foreign trade in pork products

Exports Imports

Pork prod- Pork prod.
Lrd ut In- Lad tC In-

lard lard

1,0w0 lb. I,00 lb. 1,000 lb. Im1 lb.
1928 ...................................................... 750,722 1,060, 922 12,870
129 ...................................................... 829.328 1,173,028 1 8,516
190 ...................................................... 812,480 919, 88 2 4,657
1931 ......................................................508 706 728 608 3 8,979
1932 ......................................................548 202 002,502 8 , 782
1933 ...................................................... 579132 721,132 1 2,927
1934 ................................................... 431,237 581,737 1,847
15 ...................................................... 93% 188, 06 37 10,631
1938 ...................................................... 111,292 178,792 3 41,846
1937 ...................................................... 138, 150 199,350 247 76,078

I Less tian 600 pounds.

Source: Foreign Commerce and Navigation of the United States; Monthly Summary of Foreign Com-
sMerce.

TABLE II.-United Slates exports o pork products to all countries and to the United
ingdom, 1956

Percent
exports to

Total united Knd
exports Kingdom are o oa

exports

1,000 lb. 1,000 lb.
Pork carca-ses, fresh or frozen .................................. 182 11 7.2
Pork loins, fresh or froze-n................................ 804 1, 9 48.7
Hams and shoulders, cuft .................................. 42 163 38,828 87.3
Bacon ............................................................. .4,095 1,158 28.
Sausage casings, hof ................................................ 6,949 3,067 44.1
Cumberland and INiitshire sides .................................... 487 261 5 9
Other pork, pickled or salted .................................... 10,520 693 5.8
Canned pork ................................................... 7,937 6,454 81.3

Total, pork products (not Including lard) ................. 74,877 49,64 683
Lard .......................................................... 111,292 83,547 57.7

Total, pork products, Including lard .......................... 18,189 118, 181 0.8

Source: Foreign Commerce and Navigation of the United States.
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TABLE IU.-Concessions received by United States on pork ird, cts in 17 trade

agreements concluded to date

Pork fresh or frozen:
Duty reduced: 5 agreements (Haiti, Canada, Colombia, Guatemala, France).

Hains:
Duty reduced: 6 agreements (Cuba, Canada, Honduras, Colombia, France,

and Salvador).
Quota obtained: Belgium.
Duty bound: Guatemala.

Bacon:
Duty reduced: 5 agreements (Cuba, Canada, Honduras, Colombia, and

France).
Duty bound: Guatemala.

Salted and pickled pork:
Duty reduced: 5 agreements (Cuba, Canada, Colombia, -Guatemala, and

France).
Duty bound: Haiti, Sweden.
Quota obtained: Belgium.

Canned pork:
Duty reduced: 0 agreements (Cuba, Belgium, Canada, Honduras, Colombia,

Costa Rica).
Duty bound: Guatemala, Salvador.

I.ard:
Duty reduced: 7 agreements (Cuba, Haiti, Canada, Switzerland, Colombia,

Nicaragua, Costa Rica).
Qiota obtained: Belgium, Czechoslovakia, Switzerland, Netherlands.

Bound free: Belgium, Netherlands.
Duty bound: Guatemala.

United States im ports, domestic products, and average price of beef, 1928-37

(All figures In pounds are on a dre.aod-weight bess

Imports Federally Imports of Avera
Inspected beer as per- farm p Impo ts

Year slaughter cent of in- f pe of cattle
Canned Other Total of cattle spected of beef (dressed

beef beef beef and calves slaughter cattle weight)

Million AMillion ffllion million Cent petr Afilion
pounds pounds pounds pounds Pircent pound pounds

1928...................... 105 58 1&3 4,727 3.4 9.12 135
1929..................... 160 t1 211 4,728 4.5 9.18 129
1930...................... 112 19 131 4,704 2.8 7.46 50
1931 ...................... 39 3 42 4,781 .9 5.31 18
102 ..................... 49 2 51 4,394 1,2 4.07 19
1933 ...................... 83 1 84 5,048 1.7 3. M 10
1934 ...................... 93 1 94 5 02 " 1.7 3.88 12
135 ...................... 163 10 163 5,167 3.2 0.49 105
193 ...................... 178 8 182 8,090 8.0 8.00 127
1937 ...................... 176 7 183 5, 530 3.8 6.95 154

Source: Compilation of the Department of Agriculture,

STATISTICS WITH REGARD TO IMPORTS OF BEEF

On a dressed-weight basis imports of beef, slaughter of cattle and calves,
percent ImporWa are of inspected slaughter and average farm price of beef cattle
are given In the attached tabulation supplied by the Department of Agriculture.
(Data for dressed-weight imports of cattle are also shown.) From this table
various .observations may be made:

(1) During recent years over 90 percent of total beef imports consisted of
canned beef whereas for 1928 and 1929, canned beef imports were 64 and 76
percent, respectively, of the total imports. In total, beef imports during the
past 8 years have-not equaled the 1929 figure.

(2) The ratio of beef Imports to Federally inspected slaughter of cattle during
the past 3 years has been under 3.6 percent. During 1929 imports of beef w.re
4.5 percent of Federally Inspected slaughter. It should be realized that Federauy



inspected slaughter represents about two-thirds of the total slaughter for thoUnited States.
(3) Imports and prices to beef producers vary directly. In periods of high

prices, imports are greater while smaller imports enter when prices are low.
During 1932 when beef imports were small, prices to farmers were only 4.07 cents
per pound. For 1937 imports totaled 183,000,000 pounds but the average farm
price was 6.95 cents per pound.

(4) Even, adding the imports of cattle to the imports of beef which should be
done to show the relative importance of total imports, such imports were 6.1
percent in 1937, 5.1 percent in 1936 and 5.2 percent in 1935 of the Federally
inspected slaughter. For 1928 this ration was 6.3 percent and for 1929, 7.2
percent.

COMMENTS ON DESIRE TO EQUALIE THE DUTIES ON CANNED DEEP AND LIVE CATTLE

Some observers have made the statement that on an equivalent dressed-weight
basis the duty on canned beef is less than on cattle. They wish, therefore, to
equalize the two rates. Although it is true that in 1936 the duty on canned beef
was 3 cents a pound on a dressed-weight basis, and on cattle weighing over 700
pounds was either 3.7 cents if entered under the quota or 5.6 cents if entered at the
Full rate of duty after the quota was exhausted. This comparison fails to take
account of the value of the Imported product. The equivalent ad valorem duty
on cattle weighing 700 or more in 1936 was 43.1 percent; for canned beef it was
62.8 percent.

STATEMENT OF JOHN W. MAHER, WASHINGTON, D. 0.

The CHAIRMAN. Mr. Maher, do you have a brief on this subject?
i r. MAiHER. No; I do not.

Ti CHAIRMAN. Proceed.
Mr. MAHER. Gentlemen, my name is John W. Maher, a practicing

law yer in the District of Columbia.
I do not, however, appear here as a paid lawyer or advocate. I

appear here representing the interests of my lbrother-in-law in the
State of Maine, Mr. W. H. Dalton, who is also president of the
Northeastern Lumber Manufacturers Association. 'He found it
inconvenient to be here and asked me to appear here for him.

Gentlemen, I was glad to hear Mr. Compton straighten out the
stand of the National Lumber Manufacturers Association on the
question of where they stood on this taking the excise tax off of
northern white pine, Norway pine, and western white spruce. That
association does not ask that the excise tax be taken off. They simply
say they do not oppose the taking off of that tax and they say that to
procure the taking off of that tax shall be the burden of the interested
parties, that they shall come here and seek to get that tax off. Those
interested parties have come, and who are they? The record to this
moment discloses there are two of them, and two only. One is the
Pas Lumber Co., Ltd., of Canada, the largest manufacturers of
western white spruce and not concerned at all primarily in northern
white pine or in Norway pine. The other is Shevlin, Carpenter &
Clarke Co. of Minneapolis operating in Canada and exporters into
this country of 40 percent o all pine, northern white pine and Norway
pine coming int6 the United States at this time. Those concerns
located in Canada when the excise tax on these woods was more than
it is today, and must have decided before they invested their capital
there that they could make a fair return in the American market on
products manufactured there, even at a $3 excise tax. That has been
reduced to $1.50 and they now ask, not the National Lumber Manu-
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facturors Association, but the two interested manufacturers from
Canada, that that tax be entirely lifted off.

It has been sought to create an impression hero that this North-
eastern Lumber Manufacturing Association is a rather insignificant
thing. That statement was directly used before the House committee.

What, as a matter of fact is the Northeastern Lumber Manufacturers
Association? It is composed not of two but of ninety, I know, of the
largest manufacturers in the northeastern section of our country; the
northeastern section including New England States, Pennsylvania,
and Now York. Into that area, gentlemen, is imported 70 percent of
all Norway pine and white pine being exported from Canada today,
and in that area stands 11,000,000,000 feet of the 14,000,000,000 feet of
Northern white pine available in this country today. The argument
advanced here is that we must allow these spe ies to come in here
without excise tax because, and only because, if we wore to supply
the demand in this country we would deplete these woods. That is
not a fact.

The Department of Commerce figures, and I will ask you to please
assume the figures I give you are Government figures and are incor-
porated in records already on file with this comittee-the Depart-
ment of Commerce figures show the average cut over the years 1934,
1935, and 1936 in the Northeastern States to be 273,000,000 feet.

But the process of simple division and plain arithmetic will satisfy
any man that 273,000,000 goes into 11,000,000,000 forty-four times.

Now, mark you, that that 11,000,000,000 feet of northern pine and
Norway pine in the northeastern section of this country is of saw-cut
size, stock you could cut and use today and we have 44 years within
which to consume it. Then, are we in any need of importing northern
white pine and Norway pine for the next 44 years? What is going to
happen at the end of 44 years? It is definitely of record through
the Copeland Committee Survey that those woods in those States
replace themselves; in other words, in addition to those 11,000,000,000
feet which is now of saw-cut size. There is in those States an undeter-
mined amount which next year will be of saw-cut size and which the
following year will be of saw-cut size and the committee tells us in their
report, which I intend to file with this committee, that the turn-over
which takes into consideration the cut, the loss by fire, the loss by
worms and birds, they take that into consideration, that the woods in
Maine in this species have a perpetual supply. I do not mean the
woods of Maine, but New York, Pennsylvania, and Maine have a
perpetual supply. There is no danger of their being depleted, and
there is no figure advanced here to prove the contrary.

Now, gentlemen the Shevlin, Carpenter & Clarke people are not
interested, they tell us, in importing into this country the lower grades
of northern pine. All they want to import here, or export over here,
is 'that type of pine which they say, is in scarcity over here, that type,
the y say, is virgin pine.

Now, gentlemen, to be very frank with you, if it could be worked
so that Shievlin, Carpenter & Clarke Co, of Minneapolis can export
virgin timber over here of high grade, eliminating low grades, and
confine that to that area of the country, we would not be here object-
ing at all. But that cannot be done. Taking the excise tax off hore
is not going to aid the Shevlin, Carpenter & Clarke Co. alone. it is
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going to aid every single manufacturer in Canada. Those manu-
facturers who today are shipping into this country, mark you, 22%[
percent of all the northern white and Norway pine this country con-
sumes. They are doing that today, paying the excise tax and coin-
poting with our market. The amount they are exporting into this
country in those two woods amounts to 33% percent of the total
production per year of the Northeastern States, 70 percent of it is
shi pped into the Northeastern States.

It was said here the other day that you did not have to worry about
the State of Pennsylvania getting it, or the State of New York, be-
cause the freight rates were so they could not compote. Senators,
do not lot us forget the Lakes have a $2 rate cheaper than rail, and
into Tonawanda today, from one company formerly owned by Sheylin,
Car center & Clarke, comes 20,000,000 fet. The Tonawandas on
the border line of Pennsylvania for the last 150 years have been recog-
nized as the concentration point of the imports of these woods, and
from those Tonawandas, those woods are distributed over the eastern
market--Pensylvania, Now York, and Albany. The freight rate
from Canada to Buffalo by rail is less than it is from the Northeast to
Buffalo.

All you are asked to do here is to give to one company-nmark you,
I say there is but one proponent of this bill insofar as northern white
pine and Norway pine is concerned, and that is the Shevlin, Car-
penter & Clarke Co., interests, and they are the largest importers to
this country from Canada-the right to import these species of pine
excise tax free. The Pas Lumber Co. is interested in the western
white spruce, and they contend, which we concede, that they are the
largest manufacturers of that particular item.

One thing more; it was stated before this committee that the State
of Maine apparently was a little greedy; that they imported from
Canada 5,000,000 feet per year when they exported to Canada
8,000,000 feet.

Gentlemen, we are not concerned with the State of Maine. We
are concerned with the northeast section of the country, but I think
it fair to answer that question. It is true 8,000,000 feet per year of
northern white pine is exported from the State of Maine to danada.
How does it come about? Some years ago there was a law passed in
the British Empire making it mandatory that match block material
for shipment to England had to be manufactured in Canada. Large
interests operating at that time in this country moved to Can'ada, and
the 8,000,000 feet Maine is exporting is being taken by those Ahmeri-
can-owned companies to St. Johns. What kind of wood are they
taking? They are taking the kind of wood the Shevlin, Carpenter
& Clarke Co. tell you there is a scarcity of. You are led to believe
that if the Shevlin, Carpenter & Clarke Co. can succeed in getting this
excise tax off, that what will come in will not compete with what we
manufacture, because what will come over here is high-grade ma-
terial. I have here a comparison by the United States Tariff Com-
mission in May of 1937, showing the amount, quantities, and values
of these species brought here from Canada.

In 1934 they brought over 91,000,000; in 1935, 88,794,000; and in
1936, 92,085,000.
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The average value of the material brought over in 1934 was $23.72.

That did not compare with the price in the New Englnd States and
the Northeastern section for high grades. It is the price for material
between Nos. 3 and 4 grade.

In 1935 the unit, value was $23.99, again Nos. 3 and 4.
In 1936 it was $26.23, again Nos. 3 and 4.
What kind of material o tiey have in Canada?
Tho CAIRMA-N. Your time has expired.
Mr. MANIii. Thank you.
The CHAIRMAN. 1Have you something you want to put. in the

record?
Mr. MAHER. I think, Senator, practically everything is in the

record in the form of a brief filed by the association. would like
to make this statement on behalf of the Augusta Lunber Co. 'Ihey
wired me as follows:

Our and affiliated companies' production white pine last year was 8,000,000
feet and furnished emplo yment to an average of 300 men. Practically all sol in
New England and New York States. Profit margin was small. Any further
price competition means drastic out in our production.

The CHAIRMAN. Thank you very much.

A. A. D. RAHN (interrupting)

Mr. RAHN. Mr. Chairman, I happen to be vice president of the
Shevlin, Carpenter & Clarke Co. The statement just made is very
misleading in regard to the Sheviin, Carpenter & Clarke Co.

The CHAIRMAN. Well, I would suggest if you want to answer any
of this statement that you will tile a memorandum.

Mr. RAHN. I will be glad to do so.
(Subsequently Mr. Rahn submitted the following letter and memo-randuni.) rnu ) SUEVLIN, CARPENTER & CLARKE CO.,

Hn. PAT HARRISON, Minneapolis, Minn.

United States Senate, Iiashiaulon, D. 0.
My DEAR SrNATOH: In accordance with your suggestion of filing a brief in

answer to the statements presented to you at the hearing by Mr. John W. Maher.
with respect to section 705 (C) of the tax bill, I attach hereto memoranda which
I request to be printed in the record of the hearings.

I feel that the attached memoranda, to ether with the briefs and other data
which have already been filed by Mr. I. F Winton, as well as his testimony in
connection therewith, sul)port fully the position taken by the House Ways and
Means Committee, and by the Hfouse, in their recommendation to exempt northern
white pine, Norway pine and western white spruce, from the excise tax, as now
provided by section 705 (C).

Yours very truly, A. A. D. RAHN, VieS Presidcn*.

MEMORANDUM IN RE EXEMPTION oF NoRTHEnN WHITE PiNs, NoRwAY PINE,
AND WESTERN WHITES SPRucE FnoM TUH ExcIes TAX

1. Mr. Matter was misleading in his testimony In Intimating that only two com-
panies whose interests are mainly in Canada are interested in securing an exemption
of these three speoies from the excise tax.

As a matter of fact, the following companies, among others, are interested in
the removal of the excise tax from these three species:

The Shevlin-Hixon Co., Bend, Oreg.- Shevlin-Clarke Co., Ltd., Fort Frances,
Ontario; Shevlin Pine Sales Co., Ltd., Minneapohs, Minn.; Shevlin, Carpenter &
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Clarke Co., Minneapolis, Minn,; Monarch LumberCo., Groat Falls, Mont.;
Winton Lumber Co., Gibbs, Idaho; Th PAs Lumber Coo, Ltd The Pas, Mauitoba;
Winton Lumber Sales C9., Minneapolis, Minn.; Winton region Timber Co.,
Minneapolis, Minn.; SiskIyou-MItnnesota Timber Co., Wilmington, Doi. '

The investments in the United States of the affiliated companies operated by
Shovlin, Carpenter & Clarke Co. amount to approximately $25 to every $1 invested
in Canada.

Further the lumber operations of these companies in the United States at Bend,
Oreg., and at McCloud' Calif., will run for another 20 years.

2. It was stated by Mr.. Maher that "Those concerns located in Canaqa when
the excise tax on these woods was more than it is today."

Operations in Canada of hevlln-Clarke Co., Ltd., at Fort Frances, Ontario,
have been running since 1916, during a high protective era, and lumber from
Canada was admitted free of duty until the Tariff Act of 1930,imposed a &uty of
$1 per thousand feet. The stands of old growth of northern white pine in Mich-

'igan, Wisconsin and Minnesota were practically cut out as early as 1916, and with
the depletion of such lumber we moved some of our operations across the border
into Canada so that we could continue to suply our customers with the same type
of lumber we had been supplying to them. We were unable to substitute for north-
ern white pine the, species of lumber grown in California, ne.mely, California
sugar pine and ponderosa. pine. , We began our operations in the west at Bend,
Oreg., in 1916, and took over the operation of the MeCloud River Lumber Co.
about 12 years ago. As stated above, nur principal business is in the United States.

3. Attached is a statement indicating that the Northeastern States produced
only 20 percent of the lumber which they consumed in 1934, and therefore they
had to ship in from other States and from Canada 80 percent of the lumber they
required for their consumption, Apparently Mr. Maher is not familiar with the
uses of lumber, and with the fact that the lumber produced in the Northeastern
States does not, by any means, satisfy local consumption demands,

In this connection, it will be noted that only 6 percent of the consumption of
the Northeastern States actually Is imported from Cahada, the renaininghimports
coming from other States.
. Also, it should be noted that in 1934 Maine, while deriving 5,884,000 board
feet of softwood lumber from Canada exported to Canada 8,486,000 fret. In
1936, Maine Imported 11,324,000 boarA feet from Catiada, and at the same time
exported to Canada 14,786,000 feet.

4. Depletion of these wdods: As definitely corroborative of the fact that these
species are depleted Ii, the United States, which fact Mr. Maher and the north-
eastern assoelation overlook and, fall to take Into consideration there is also
attached excerpts from investigation made by the Tariff Commission in 1930,
when a thorough study was made by the very competent lumber section of the
Commission. This 4ivestigation was unbiased and the results theicof definitely
established the following facts:(1) The forests h ve been depleted of these three species In the United States,
and therefore imports must he made to supplement inadequate domestic supplies.

(2) In uses where highest quality is a primary coasideration, imports are
demanded In preference to other species of domestic woods.

(3) These high-grade imports do not compote with the low grades of the same
SpeceCs.

(4) rIf import were greatly cut down, the consumers would have to substitute
l desired woods.

5. Mr. Maher states that the average cut for the Northeastern States for 1084,
1935, and 1036 was 273,000,000 feet.

It should be borne In mind that a large percentage of this lumber Is second
growth ind does not contain as much a percentage of building material as does
old growth, In many places In Now England as in New Hampshire and Vermont,
lumber Is out from 6-inch trees, barely king 2 Inches by 4 Inches, so that no
opportunity is being given to replenish' the United States supply when it is
degletod before it camt reach any appreciable size,

I. Imports of northern white pine. Over 40 percent of the northern white Pine,
whioh Is cut in Canada, goes into the States ofIl.linois, Michigan, Ohio, Indiaiia
Iowa Wisconsin, Minnesota, and Nebraska, and therefore does not compteaiall with Now England growth, This 40 percent isgrowu in rnda, in witinrn
Ontario, and does not even enter NOW Englandfroti Canada, . 1

7.. 8tumpage costs: Attached hereto also is a memorandum showing itumpgo
0osts in Ontario to bb $5.77 per thousand feet for northern Whire pine, s -
pared with $5.31 In the New England States.
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And to thisistumpage cost In Canada must always be added freight rates, as

shown, running from $8.60 por thousand to $10.80 per thousand, to important
consuming centers in the United States. These excessive freight rates practically
exclude the Canadian imports from competition with the Northeastern States.

8. Selling prices of northern white pine: Attached Is a further memorandum
showing selling prices of northern white pine in the United States and Canada.

The northeastern representative has made no statement as to prices received
in the Northeastern States for their lumber, nor that much of the lumber grown
in the Northeastern States is of inferior grades, as shown by the excerpts from the
Tariff Commission's findings referred to above, and also attached hereto.

The imports of white pine referred to by Mr. Maher include approximately 10
percent of low grades of jack pine and also Includes Norway pine. There are no
figures which break down the prices for all kinds of pine imported. The enact-
ment of section 705 (C) will not remove the excise tax from jack pine.

It should be noted in connection with the selling price, that to the selling
prices at Fort Frances must be added the excessive freight rates just referred to,
which prevents Canadian imports of" northern white pine from under-selling
domestic production of such wood.

9. Summary: Finally is attached hereto summary of the reasons for the enact-
ment by the Congress of section 705 (C) to provide for the exemption of the excise
tax of northern white pine, Norway pine, and western white spruce.

NORTHEASTERN CONSUMPTION, PRODUCTION, AND IMPORTS, SOFTWOOD LusInn-
1934

According to official figures of the United States Census Bureau and the United
States Forest Service, the New England States (including New York and Penn-
sylvania), consumed 2,135,275,000 board feet of softwood lumber in 1934.

.In that same year, these Northeastern States produced only 436,894,000 feet,
or but 20 percent of the lumber which they consumed.

Thus, the Northeastern States must import 80 percent of the lumber they
require for consumption. However, it should be noted that only 6 percent of
the Northeastern consumption comes from Canada, the remaining Imports coming
from other parts of the United States.

The following tables, computed from the official reports referred to, indicate
in percentages:

(1) The insignificance of production in the Northeastern States to consumption.
(2) The large percentage of lumber which they must import.
(3) The small percentage of lumber imported from Canada.

Percentage Percentage
of consump, of consuup- of consulStates Stae tion Stae tion im-

produces Imports ported fromCanada

Total for Northeastern .............................................. 20 s0 6
Maine I ......................... 5
New Hampshire I .............................. 2
Vermont ............................................................ 8 22 16
Mas~achusetts ...................................................... 16 81 10
Rhode Island ....................................................... 6 94 4
Connecticut ........................................................ 5 05 3
New York .......................................................... 2 98 6
Pennsylvania ....................................................... 8 92 0.9

I foth these States produce more than they consume. It should be noted that Maine, while deriving
5,884,000 board feet of softwood lumber from Canada, exported to Canada, 8,486.000 feet. In 1930, Maine
Imported 11,324,000 board feet from Canada, and at the same tine exported to Canada 14,786,000 feet.

(Excerpts from U. S. Tariff Commission, supplemental report, entitled 'Concessions granted by the
United States In the Trade Agreement with Canada," published 1936

TARIFF COMMISSION FINDINGS INDIcATE NEED FOR REMOVING THE ExCisE TAX
FROM NORTHERN WHITE PINE, NORWAY PINE, AND WESTERN WHITE SPRUCE

(1) DEi'LET.'ON OF NORTHERN WIITE PINE AND SPRUCE

There is definitely an exhaustion in supply of the better grades of this lumber in
the United States, as Is substantiated by conclusions of the Tariff Commission In a
study made of United States growth, production, and imports of these species.
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In its report I In 1936, the Commission, in discussing the production of lumber in
the United States, made the following statement (at p. 91).

"The United States has extensive forest resources of softwood species. In the
case of northern pine, however, the forests have been depleted to the extent that
virgin stands are scarce, and the United States is behind Canada in timber from
which a higher percentage of the better grade of lumber can be produced. The
same is true in a smaller degree of eastern spruce. The condition with respect to
these two species is connected with the fact that with the growth of population,
the timber resources of the older regions have been depleted and production of
lumber has moved southward and westward."

The report proceeds to point out that the largest producing areas-the North
Pacific States and the Southern States-are far removed from the principal con-
suming area, the Northeastern region (which is composed of the Middle Atlantic
and the New England States). And these large producing areas have no objection
to the exemption of just these three species from the tariff and excise tax.

The larger lumber-consuming States produce only a small percentage of the
lumber required in their industries, and necessary for local consumption. Their
only recourse thus is to import lumber from other States. In the case of those
species which are depleted in this country (such as northern white pine, Norway
pine, and western white spruce) and which are necessary for local industries,
imports must come from Canada.

(2) IMPORTS ARE SUPPLEMENTAL AND PREFERRED

In its discussion of the different species of wood now imported into the United
States from Canada, the Tariff Commission, in the same report (at page 96)
states:

"Grades of imported northern white pine are similar to northern white pine
produced in the Lake States, but the New England product, cut from the remain-
ing Inferior stands, contains a much higher percent of the low grades. Because
of the relative scarcity of domestic northern white pine through forest depletion,
therefore, imports may be said to be largely supplemental. In uses where highest
quality is a primary consideration, imported and Lake States white pine is de-
manded in preference to other species of domestic pines, such as Idaho white pine
and sugar pine, which to some extent are used for similar purposes. Substantial
quantities are dressed before importation, but more than half of the pine lumber
Imported is rough.

"Imported spruce is chiefly eastern spruce which enters the New England and
New York markets. In New York it is chiefly used for scaffolding, furring, and
Industrial uses. In New England it has become established by long use as a
wood for more general purposes. Much of the spruce from Canada is imported
in the rough and is dressed or otherwise worked in domestic mills after importa-
tion."

In connection with the above statement with respect to imported spruce, it
should be noted that western white spruce does not enter Into the New York and
New England markets..

(8) COMPETITIVB CONDITIONS

In its treatment of competitive conditions In the lumber markets of the world,
the Tariff Commisrion (at p. 105) reported:

"Spruce and while pine.-Competitive conditions with respect to spruce and
white pine, the principal species imported from eastern and central Canada, are
quite different than for Douglas fir imported from British Columbia. High-grade
white pine has special uses. The stand of white pine of such grade in the United
States has been greatly depleted and imports are supplemental to inadequate
domestic supplies. The imports do not compete with the low-grades of white
pine.

"New England and New York formerly had large stands of spruce and local
consumers have acquired a preference for that species, especially in New England.
These stands are ndW inadequate to supply domestic requirements. If imports
were greatly cut down, the consumers would have to substitute other less desired
domestic woods."

I Conomions Granted by the United States In the Trade Agreement with Canada, Washington, 193
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NORTHERN WHITE PINE STUMPAGE COSTS-UNITED STATES AND CANADA

Contention.-It is alleged, by the Northeastern Manufacturers Association,
that the northern white pine stumpage prices average almost $6 per month in
the Northeastern States; that they average only $2 to $3 in Ontario Canada.

Facts.-According to figures of tile United States Forest Service (Stumpage and
Log Price for Calendar Year 1934), stumpage prices for northern white pine during
that year averaged $5.37 in the New England States.

According to telegram (dated March 2, 1937), received from the Department of
Lands and Forests, Toronto, Ontario, the average stumpage price for red and white
pine In Ontario in 1934, was $5.57.

By further telegram the next day, the Department at Toronto wired:
"My wire yesterday gavb averages of licenses including those old ones where

Crown has only interests to extent of simple Crown dues. If limited to licenses
involving bonus and dues, averages somewhat higher than those quoted."

Hence, if the Government bonus, as well as the Crown dues, are Includes in the
cost of Canadian stumpage of northern white pine, the price per thousand feet is
about $5.77. In other words, in addition to Crown dues, the Canadian Provinces
charge a bonus upon lumber when cut, which bonus is determined somewhat by
the prevailing price of lumber. Such bonuses run from $2-$2.50-$3 sometimes
even as high as $5 per thousand feet, depending upon the location of the timber-
and this bonus must be paid the Provincial Government in addition to the Crown
dues.

Thus, depending upon the location of the stands of timber the prevailing price
at the time it is cut, etc.. stumpage prices in Canada for northern white pine may
be even higher than the $5.77 computed for 1934. And as stated this figure is
even higher than the average stumpage prices for the Northeastern States.

Finally, it must be remembered that in addition to the stumpage costs and to
the cost of cutting the trees and converting the logs into lumber, the following
freight must be paid on Canadian lumber imports of northern white pine:

From Fort Fraces, Ontario- Rate per Iate per

100 poUn 1,000 feet

To Buffalo, N. Y ................................................................ 43 1& 60
To Rochester, N. Y.. ... ................................................... 47JJ 9. 0
To New York City ............................................................ 02 a 40
To Boston, Mas ............................................................... . 10. 80
To Pittsburgh, Pa ............................................................. 43 8. 60

BEL.LINO ?RICE OF NORTHERN WHITE PINE-UNITED STATES AND CANADA

(1) United States.-The unit value of general imports of pine, according to the
reports of the Tariff Commission, vaiies over recent years from $23 to $26 per
1,000 feet. (Generally, imports of "pine" include, in addition to northern white
and Norway pine, a great deal of jack pine which is of a cheaper grade and
which, therefore, brings down the average value of all pine imports.)

(2) Canada.-The average price r,-,alized by a representative mill at Fort
Frances, Ontario, for northern white pine lumber was as follows:
Year: Per 1,O00ofut A

1024 ------------------------------------------------------- $33. 33
19026 ------------------------------------------------------ 31. 13
1928 --------------------------------------------------------. 3146
1930 --------------------------------------------------------- 31. 83
1937 -------------------------------------------------------- 30. 72

1 Selling price, f. o. b. Fort Frances.

When there is added to these figures a freight of almost $11 per thousand feet
on northern white pine from Fort Frances, Ontario, to Now York City, it is obvious
that the canadian imports of northern white pine do not undersell the domestic
production of the speeie.
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IN RE: EXEMP'rION or NORTHeRN WHITE PINE, NORWAY PINE, AND WESTERN
WHITE SPRUCE FROM IMPORT EXCISE TAX

REASONS IN SUPPORT OF SECTION 705 (C) H. R. 5 N2

Summary

(1) United endorsement of the lumber industry.-The exemption of these three
species is recommended by:

(a) The National Lumber Manufacturers Association (1,000 sawmills and
300,000 to 500,000 employees throughout the United States), because these species
are relatively scarce and commercially nonexistent in the United States; and by

(b) The National Retail Lumber Dealers Association (consisting of about
25,000 United States retail dealers), because of material benefit to consumers,
dealers, and Government alike, in view of the new 'housing program and con-
templated expansion in Navy building, where these special woods are largely used.

(2) Favorable recommendations of the Government department.- Both the State
and Treasury Departments have stated that they have no objection to the removal
of the excise tax on these three species.

(3) Tariff Commission investigations (in 1936) found that:
a) The forests he been depleted of these three species In the United States,

and therefore imports must be made to supplement Inadequate domestic supplies.
(b) In uses were highest quality is a primary consideration, imports are

demanded in preference to other species of domestic woods.
(o) These high-grade Imports do not compete with the low grades of the same

species.
(d) If Imports were greatly cut down, the consumers would have to substitute

the other less desired woods.
(4) Imports bear small ratio to United States produclion.-The total imports

of all kinds of spruce and pine from Canada in 1937 amounted to only 1.1 percent
of the totil United States lumber production in 1937.

(5) Revenue involved is insignificant.-It is estimated from Tariff Commission
figures, that only about $145,000 in excise tax was collected on Canadian imports
of these three species of lumber In 1936.

(6) Opposition is negligible.-The only opposition registered to removal of the
excise tax on these threu species is fromthe Northeastern Lumber Manufacturers
Association, representing a region which produces but 1.2 percent of the total
United States lumber production.

(a) The Northeastern States (New England, New York, and Pennsylvania)
produce only 20 percent of the lumber they consume. Therefore, they must
import 80 percent of the lumber they require for consumption.

(b) The total lumber imported from Canada by the New England States
amounts to only 6 percent of the total New England consumption. Maine actually
exports to Canada more lumber than she imports from Canada.

(7) Answers to opposition's contentions.-
(a) Men emploed.-It is claimed that "50,000 men are employed in the

Northeastern lumber operations."
Actually, in very efficient lumber operations in other States, only 5,000 to

7,000 men would be required to produce such an amount of lumber as the North-
east produces.

(b) Wages paid, United States and Canada.-It is alleged that sawmill wages In
the New England States are 30 to 50 cents per hour, and 17 to 25 cents per hour in
Canada.

Wage schedules filed with the Finance Committee show Canadian wages run-
ning from 35 cents to $2.15 per hour.

(c) Stumpage costs.-The Northeastern Association has contended that stump-
age prices for northern white pine in the New England States are much higher
than those in Canada.

According to United States Forest Service figures, stumpage prices for northern
white pine in the Now England States in 1934, averaged $5.35 per 1,000 feet.

According to the Department of Lands and Forests, Ontario, ho cost, of
Canadian stumpage for the same year was about $5.77 per 1,000 feet-and to this
must be added freight rates into" the United States, running from $8.66 to $11
per 1,000 feet.

The CHAIRMAN. There are several witnesses here that want to talk
about some hard drinks, but I think it is better to give no advantage
there. So, I am going to ask them to wait a few minutes.

Mr. Loomis, have you a brief?
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STATEMENT OF A. M. LOOMIS, WASHINGTON, D. 0., REPRE-
SENTING THE NATIONAL DAIRY UNION

Mr. Loomis. Mr. Chairman, my name is A. M. Looni, represent-
ing the National Dairy Union, 945 Pennsylvania Avenue, Wash-
ington, D. C.

For the purposes of this hearing I also represent the Association of
American Producers of Domestic Inedible Fats and several soybean
oil producers.

I want to take up first, Mr. Chairman and gentlemen, a matter
with reference to the section of the bill which you will find on page 337.

The CHAIRMAN. Whliat is it in reference to?
Mr. Loomis. Whale oil.
The CHAIRMAN. What?
Mr. Loomis. Whale oil.
The CHAIRMAN. All right.
Mr. Loomis. I want to propose for the consideration of the com-

mittee an amendment which is to come at the end of subparagraph
8 (a) to begin on line 11, and which would read as follows:

Provided, That no whale oil, fish oil, or marine animal oil of any kind (whether
or not refined, sulphonated, suiphated, hydrogenated or otherwise processed) or
fatty acids derived therefrom, shall be admitted to entry free from payment of
the tax provided in this subparagraph, unless such oil was produced by the citizens
of the United States, on vessels of the United States, or in the United States or
its possessions, from whales, fish, or marine animals or parts thereof taken or
captured by citizens of the United States while employed on vessels of the United
States.

Just a brief word of explanation and I may save the time of myself
and the committee. This section here in the bill before you is an
exact copy ot the present law with reference to whale oil and certain
fish oils tallow and certain other oils. The whale-oil situation has
not worked out as it was anticipated and as we understood it was the
intent of Congress to make it work out. I will explain that.in more
detail. We believe this amendment will correct the whole situation
and bring the provision back to the intent of Congress when it was
passed in 1934.

Now it appears that the language which I have just read ought not
to be required because that clearly was the intent of Congress that
all whale oil produced by foreigners shodi pay a tax. However, in
the rules and regulations of the Treasury Department the present
situation is that if the whale oil is produced upon a ship of American
registry, it does not make any difference what kind of ships or crews
capture the whales. They are captured and killed and brought to
the mother ship by Norwegian and English vessels employing Nor-
wegian and English crews. Under the regulations of the Customs
Bureau of the Treasury Department such oil is considered to be a
product of American fisheries and comes in without payment of tax
or duty.

The CHAIRMAN. How much comes in?
Mr. LoQMis. We have just had a shipment of 12,000 tons. We

have just had a shipment of 12,000 tons in the past 3 weeks.
Senator KINo. Was that whale oil?
Mr. Loomis. Yes. Whale oil. During the past 2 years something

over 90 million pounds of whale oil has come ih without the payment
of tax or duty under this ruling of the Treasury Department all of
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which was made from whales caught and killed by foreign crews on
foreign registered ships. fEvery statement I am making on this sub-
ject is of record in the Department of Commerce.

The CHAIRMAN. Mr. Loomis, (lid you ever present this matter
to the Treasury Department?

Mr. Loomis. Continuously, for 18 months.
The CnAIRMAN. You got no sympathetic hearing?
Mr. Loomis. Had a letter from the Treasury Department in the

last 8 or 9 days absolutely turning (lown any suggestions for a change
in their rulings.

The CIIAIRMAN. Did you present this to the subcommittee of the
Ways and Means Committee?

Mr. Looms. It was not presented to the subcommittee of the Ways
and Means Committee because at that time it was before the Merchant
Marine and Fisheries Committee of the House in a separate bill.
Conditions have arisen in connection with that bill which make it
almost impossible to get any relief this year. We hope by this pro-
posal now before you to get immediate relief. This will prevent this
40, or 50, or 60 million pounds duty-free imports coming in this season.

Senator KING. Is it conceded that this amount to which you refer,
that the whales were captured by foreign ships?

Mr. LooMIs. Not only conceded, but the records show it. Because
of the whaling treaty there is an American observer from the Depart-
ment of Commerce on board these ships.

Senator KING. Were they brought into port under the flag, of the
Norwegian Government?

Mr. LoomIs. The-oil is brought into port in various Vessels. Part
of it has been brought in on board American tankers and part on
foreign tankers. The whales themselves are brought to this mother
ship out in the ocean and Ahere processed, and the processing is all
done on the high seas. I

Senator KING. The mother ship is of what nationality?
Mr. Loomis. In my statement which I am going to put in the record,

I am raising some question as to the legality of the documentation of
the mother ship, but the Treasury Department rules they are-

Senator KING (interposing). Do you question the authenticity of
the documentation?

Mr. Loomis. I do.
Senator KING. Your contention is the mother ship is owned by

foreigners?
Mr. Looms. Yes. One case of positive evidence was placed before

the Merchant Marine and Fisheries Committee showing majority
control of the corporation not held by citizens of the United States.

The CHAIRMAN. As I recall you reported this matter to the Joint
Committee on Tax Evasion?

Mr. Loomis. I did.
The CHAIRMAIJ. We thought it was a matter the Treasury Depart-

ment should take up.
Mr., Looms. We thought so, too. But I want to observe that

I do not want anything that I have said about the Treasury Depart-
mnet to indicate I think there is anything wrong about the Treasury
Department ruling except the interpretation. , '

Senator CONNALLY. Wat.domestic oil does tis compete with?
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Mr. Looms. With the cottonseed, lard, butter, and soybeans.

The lower grades of cottonseed, I should have said, and also with fish
oil and the lower-

Senator KING (interposing). Do they export butter, lard, and vari-
ous edible products that are the result of the utilization-

Mr. Loomis (interposing). We export cottonseed oil and lard and
probably should export more than we do.

Senator KING. Export large amounts of edible products?
Mt. LooMIs. Yes, sir.
Senator KING. So this is in part reciprocal trade. We ship to them

and they ship to us?
Mr. LooMis. We do not ship to people producing this oil.
Senator KING. You ship to other countries?
Mr. Loomis. Yes.
Senator KING. Before you got through will you state how much

whale oil is used for edible purposes?
Mr. Loohns. Not a great deal in this country.
Senator KING. In the United States?
Mr. LooMhs. I cannot carry figures in my mind very well but I will

furnish that for the committee. It is reported regularly by the Bureau
of the Census.

(Subsequently Mr. Loomis furnished the following information:)
The use of fish and marine animal oils inedible and In edible products as shown

by the reports of the Bureau of the Census, for the past 5 years (1937 not yet
available) is as follows:

rISH OILS

Com-
pounds Paint Linoleum Printing 'uNcel- Loss, in-

Total and Prin
etabl* Soap and and ofl. ink laneous eluding
short- varnish cloth a ootsending

1932 ............... .93,685 11.620 49,291 7. 65 11,088 63 12.723 735
1933 ............... 108,247 9.27 62,188 8,763 13,223 113 21,873 845
1934 ................ 126,490 1%776 4684 11,65 13.2R2 103 25,235 883
IS ................ 2.9u 27.671 109,970 1 23 .13 354 5,21 3,203
193 .............. 248,432 40,278 1124,044 2,168 18,235 235 30,914 8,160

MARINE ANIMAL OIL (PRtKCIPALLY WHALE) I

1932 ................ 681,974 2,186 48.044 38 2 788 49
1033 ................. 46,110 .......... 44,893 2 2 1,211 ..........
1934 ................ 35207 304 3,086 37 ..... 8SU 27
9 3...............3so, 9 427 2440 34 .4 1.983 7

1938...............35,3-.........3%M83 17 1...... 11 Z.747 10

I Words in parenthesis supplied for explanation, not found in Census report.

NoTZ.-From "Animal and vegetable fats and oils-production consumption, imports. exports and
stocks," U. 8. Department of Commerce-Bureau of the Census. Washington, 1937. (Pp. 28 and 2.)

Senator KING. It is my understanding the greater part of whale
oil is not used for edible purposes.

Mr. Looms. Ten or twelve percent; I am not sure of that figure.
It differs widely in various years.

The second matter I want to present is this: It has to do with the
same section, 702. The item on top of page 339, where the rate of duty
of hempseed, Perilla seed, rapeseed, kapok seeol, and sesame seed have
been criticized before this conunittee. I only want to comment briefly.



This matter was taken up briefly before the Ways and Means
Subcommittee. It was given full consideration and the criticism was
definitely rejected by the Ways and Means Committee. In other
words, it has at least passed that scrutiny which is valuable therefore
in any consideration this committee may give it.

The CHAIRMAN. We understand the situation thoroughly.
Mr. LooMis. The reason this rate was 2 cents %ds because they

compete on soybeans. Perilla seed produces three times as much oil
per pound of seed as do the soybeans.

Senator CONNALLY. What is the rate now on Perilla?
Mr. LooMis. Two cents; just what it is in the act.
Senator CONNALLY. I thought we had 3 cents.
Mr. Loomis. The 3-cent tax is on the oil. This item covers the

seeds only. The rate is 3 cents on some oils, 4% cents on others.
The CHAIRMAN. Mr. Loomis, are you through?
Senator CONNALLY. Two cents on the seeds and 3 cents on the oil?
Mr. Loomis. That is right.
Senator CONNALLY. Is that a proper relationship, 2 cents and 3

cents?
Mr. LooMIs. No one has been able to figure the proper relationship,

Senator.
Senator CONNALLY. I read in the paper they had reduced the rate.
Mr. Looms. The subcommittee of the Senate Ways and Means

Committee brought in a report for a very serious reduction, but the
rate was left as it now appears on consideration by the full committee.

Senator BULKLEY. Is it a fact, if you want to' buy Perilla oil that
you buy it cheaper than the seeds?

Mr. Loomis. Yes.
Senator BULKLEY. It would be cheaper to buy the oil?
Mr. LooMis. Yes.
(The brief referred to by Mr. Loomis is as follows:)
Mr. Chairman and members of the Finance Committee, we are asking your

attention to two matters both of which seriously affect our domestic interests.
The first one relates to the rate of taxation on Imported oil seeds, presented here

on Thursday by the representative of the Institute of Oil Seeds Products.
This is a statement in rebuttal of the view and in part of the facts presented at

that time.
The law on this subject now is that a tax of 2 cents a pounds is levied on the

importation of Perilla seed, hempseed, rapeseed kapok seed, and sesame seed.
This is repeated in the bill which is now before you. It is a tax which has worked
successfully, providing a modest amount of revenue, depriving no one of any oil
which they needed, and harming only a very few small operations of oil mills on
the Pacific coast who are by this tax limited in their operations to domestic-
produced oil seeds.

You were not told that this matter was presented fully to the Way and Means
Committee and there rejected and stricken out of the subcommittee report. That
is a matter of record.

The presentation made to you failed also to present one other important factor
to be considered. It is true that these seeds have widely varying oil content.
That is sesame seed may produce more than half its weight in oil, and kapok
seed produces less then 20 percent of its weight in oil, the others ranging between
these extremes. But it is also a fact, which was not mentioned, that there is a
second and valuable coproduct from these seeds, namely oil cake or oil meal,
which is an important item in cattle-feeding materials. And the higher the
content of oil, the less the content of meal or cake.

The lower the oil yield, the higher the content of oil cake. All the seed Is
used, is sold, and is converted into money so the variation in oil content in ref-
erence to the rate of taxatibn is by no means the whole story to be considered.Nor is the exact mathematical computation of just what rate of taxation on
the seed is exactly equal to the rate of tax or duty on both the oil and the oil
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cake, the only or final factor to be used in determining what this rate should be.
Because any one or all of these seeds are imported and made here into cake and
oil this product in the domestic markets replaces the products of some domestic
oilseed or other source of fat or of oil. Consequently the fair rate to be approved
and supported by this committee should be the rate which makes it possible for
the domestic producer of competing seeds to produce his product, sell it in the
domestic market and at least break even, and make a small profit, if possible.

Perilla and hemp seeds produce an oil which can be used in paints and varnishes.
They, therefore, compete directly with flaxseed, soybeans and their product with
fish oil-these are the domestic sources of paint, varnish, and linoleum oils.
The present import duty on soybeans is 2 cents a pound. Soybeans produce
about 14 pounds of oil per hundred pounds. Perilla seeds produce about 37
pounds of oil per hundred pounds of seed. If the oil were the only basis for
working out compensatory taxes, then in order to equalize the rates between
Perilla seed and soybean seed, both imported from Manchuria and Japan, the
rates should be between 0 and 7 cents a pound of Perilla seed producing 37
pounds of oil per hundred, to equalize the rate of 2 cents on soybean seed, pro-
ducing 14 pounds of oil per hundred pounds.

The present rate of 2 cents a pound was placed in the law in the first place
because the rate on soybean seed, with which every single one of these seeds directly
competes, was already established by Congress in the Tariff Act of 1930 at 2 cents
a pound. The implication presented here on Thursday that there was sonic lack
of brains or of understanding in the heads of members of this committee in approv-
ing and putting into effect a flat rate of these different seeds was a reflection on the
members of this committee which has no basis in fact.

With no more basis it would be possible to manufacture an attack on the mem-
bers of the committee of the other house which only 3 weeks ago threw out this
same demand for greatly reduced rates. But the facts are that such committee
having before it the same documentary statements from the Tariff Commission
that have been sent to this committee, and after giving the matter rather thorough
consideration, did throw out tisls suggestion. In other words, there is a far
greater problem presented here than a mere mathematical computation of second-
grade arithmetic.

The facts are, also, that the Tariff Commission has not made any recommenida-
tion on this matter. What the Tariff Commission has done is to send here to you
a mathematical statement of just what the exact compensatory rates would be
based on a 3-cent duty on oil, and the existing three-tenths of a cent per pound
duty on oil cake or oil meal. Then there Is appended to that a statement of the
result which would show if from these compensatory rates there should be con-
tracted certain arbitrary figures.

No basis is given, or reason shown, for the use of any of these arbitrary sub-
tractions. In fact, again, the Commission frankly states'that it does not have the
necessary data upon which to figure what deductions should be made. Nowhere
does it state a case why any deductions should be made.

In other words, we come before you with the only tangible and factual state-
ment which is being presented. Namely, that these seeds compete with soy-
beans, and soybeans carry a rate in the existing law of 2 cents a pound. There-
fore, these seeds should carry a rate of 2 cents a pound, certainly not less than
that amount. Every seed in this list produces more oil per hundred pounds than
do soybeans. To be wholly fair about it the rates should be more than 2 cents
a pound.a wish to ask permission to file a brief for your consideration, and to urge the

committee not to endanger any domestic producer of any oil or fat product by
action on this matter which does not fully comprehend all the factors involved.

The second matter I desire to present is far less complicated and I think I can
make it clear in much less time.

1, am calling attention to and proposing an amendment to the first subparagraph
on page 337. The amendmentI am asking you to consider would be added after
the semicolon after the word "pound" in line 11, and would read as follows:

"Provided, That no whale oil, fish oil, or marine animal oil of any kind (whether
or not refined, sulphonated, sulphated, hydrogenated, or otherwise processed),
or fatty acids derived therefrom, shall be admitted to entry free from payment
of the tax provided in this sub aragraph unless such oil was produced by citizens
of the United States, on vessels of the United States, or in the United States or
its possessions, from whales fish or marine animals, or parts thereof, taken or
captured by citizens of time United States while employed on vessels of the United
States."
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This amendment should also end with a semicolon, so as not to interrupt the
continuity of the entire paragraph.

We are asking for this amendment to correct the situation which has arisen
In the whaling industry resulting in large quantities of whale oil being dumped
Into our markets under conditions which we are sure wore never contemplated
when the whale-oil tax was written into the law in 1936. This subparagraph
numbered 8-a, says that whale oil when imported into the United States shall
be taxed 3 cents a pound. But, only within the past 3 weeks, 12,526 tons of
whale oil were admitted, landed from a foreign tanker ship in two of our ports,
and our protest against permitting this to come in free of tax was answered by
a letter from the Assistant Secretary of the Treasury stating that they find no
reason for collecting the tax on this cargo.

This oil was produced on a ship which has received registration as an American
ship, but every whale from which it was made was fished for, sighted, pursued,
caught and killed by the crews of foreign vessels. This is of evidence in the
Bureau of Marine Inspection and Navigation where the credentials of these
vessels under the Whaling Treaty Act are issued and recorded. I am not here
raising the very much disputed question of the character of the registration of
the mother ships, or factory ships, as they are called. Whether or not these
ships can legally engage in fishing and have it come under the rule of what con-
stitutes an American fishery, I am. raising here the fact that these 22 killer ships
are frankly and admittedly foreign ships, and still the rule of the Customs Bureau
permits the oil to be made from these whales to be admitted free from payment
of this tax.

It may he perfectly legal under the law as it now stands. I do not admit it,
hut I say that under the remainder of the customs law it will be most difficult to
do anything about it. But I further say that I am certain that it, was not the
intent of Congress in 1934, or again in 130 when this was reenacted with addi-
tions, to permit this subterfuge by which foreign capital invested in factory ships,
and in foreign killer ships could produce whale oil, and beat this tax.

This amendment will end this subterfuge and evasion of the intent of Congress.
It is brief and clear. After it is enacted whale oil will fall into one of two classi-
fications, that produced by the citizens of the United States, like the whaling
companies now operating on the Pacific coast, and which will be free from this
tax, and whale oil produced by foreigners in foreign ships, which will pay this
*tax to equalize the differences in the cost of reduction, the wages, and living
conditions of the sailors, laborers, and fishermen employed In the operation.

I have been over this matter with officials of both the Bureau of Navigation and
Customs, and with operators of vessels engaged in both the foreign-owned, pseudo-
American-operated boats, and the all-American-operated boats. Unless and until
the laws relating to whale fishing are changed as indicated in this amendment,
this whale oil, produced as I indicate will continue to be offered here in such quan-
tities as free from tax in such manner and at such prices as to ruin not only domes-
tic whalers, but also the manufacturers and producers of competing products
made by the citizens of the United States.

In the past few years these free-of-duty whale-oil cargoes admitted here free
from tax have amounted to about 90,000,000 pounds. This amendment, had it
been written into the act last year, when we first brought this to public attention,
would have either retained the domestic market for domestic producers or col-
lected a tax of 3 cents a pound, or about $2,700,000.

Every pound of this whale oil, of the better grades goes into manufacture of
products usually made from cottonseed, soybean or corn oil, and competes with
lard, while every pound of the low-grade whale oil competes with the low grades
of cottonseed, soybean, corn oil, and tallow in soap and lubricants. It has a
market here solely because of its low price, when coming in without tax payment.
There is not, so far as I have been able to ascertain, any single use for this oil in
the United States not as well or better served by one or more of our own products.

The CHAIRMA, Miss Parker.

STATEMENT OF MISS MARY JANE PARKER, REPRESENTING THE
BEAUTY INDUSTRY LEGISLATIVE COMMITTEE, NEW YORK
CITY

Miss PARKER. My name is Mary Jane Parker, and I represent the
Beauty Industry Legislative Committee, of which I am secretary.
The address is 400 East Forty-ninth Street, New York City. This
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committee was formed in 1935, composed of representatives of the
American Cosmeticians' Association, the National Hairdressers' and
Cosmetologists' Association, the All-American Beauty-Culture Schools,
Associated, and the Beauty and Barber Supply Institute, Inc.

These two national organizations of beauty-shop owners include an
active membership of around 16,000 and are fairly representative of
th. 64,000 beauty shops of the country.

These 64,000 beauty-shop owners and their employees as well as
the manufacturers, distributors, jobbers of cosmetics and beauty
schools, wish to enter a most vigorous protest against the proposal
that the tax on their products be retained.

They accepted with good grace the fdct that the tax of 10 percent
put on these products 6 years ago because it was an emergency matter
and included a long list of otherr products similarly, taxed. They and
the women of the country consider these products necessities and no
more properly subject to tax than hundreds of other articles. The
women of this country consider these products are absolutely, essential
and should not bp taxed. There are numerous examples I could give
you, but a specific one known is albolono. I knoWv that numbers and
numbers of women find such products as albolone absolutely essential
and necessary for cleansing a ski that is abnormally oily or dry or
has some peculiarity which makes soap impossible, or impracticable,
for them to use. I call that one particularly to your attention.

Since 1932 the, tax on jewelry, obviously a luxury, has bee4
abolished. The tax on furs, largely luxuries, reduced to 3 percent,
and the present bill removes the tax on furs altogether, and on prac-
tica!ly everything which was taxed along with cosmetics in 1032. It
is aitimated that at least 97 percent of the women of the country
coii ider cosmetics necessities and they arer certainly essential to women
in industry, whom the census shows number more than ten million.

Now, the viewpoint held by the industry is that the tax seriously
affects both the volume of business and conditions of labor. In this
respect I call your attention to a statement made in the House of
Representatives on March 10, by Congresswoman Mary T. Norton,
of New Jersey, chairman of the House Labor Committee. Mrs.
Norton said she had made a careful study prior to her introduction
of an amendment asking the elimination of this discriminatory tax on
cosmetics,- and she estimated that indirectly or directly the tax
affected employment and wages of some 500,000 people. Of this
total between 250,000 and 300,000 fall within the beauty industry.
And these people feel that it is most unjust and unfair to sigle out
for taxation the industry in which they earn their livelihood, while
furs and jewelry and other luxuries go scot-free.

irs. Nor'-on also made reference to a letter which came from the
the President of district No. 50, of the Upited Mine Workers of Amer-
ica; attached to which were resolutions adopt tbd by six of the local
unions under his jurisdiction. She said, "TAis message points out
the injustice of the tax to the members, all of whom are employes of
cosmetic manufacturers. It states that the tax has increasingly
reduced employment, has affected and is affecting adversely wage
scales in the industry, and has prevented the expansion which would
have been normal and increased employment. It also stresses that
thQ tax has affected adversely the wages, hours, and employment of
the hundreds of thousands of employees in, rie. estimated.64,000 beauty
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shops in the country * * *. They are vitally interested in re-
moving this burden from the industry in which they gain their living."
.1 refer you to page 4268 of the Congressional Record for March
10 1938.

Let me add that the Department of Labor and those interested in
employment generally have taken up the matter of the increasing un-
employment among people past 35. They have found it a major and
distressing problem. On this subject a conference was held in the
Department of Labor a few weeks ago and the conditions revealed
were most unhappy. For women in this class, the retention of a job
is in all cases difficult and originally impossible where the appearance
begins to show signs of age. It is not too much to say that for prac-
tically all of these women the use of cosmetics is absolutely essential
to the retention of employment. The difficulty, of course, is multiplied
when she seeks not to retain a position but to obtain employment in
competition with those who are younger. In modern industrial
society, appearance of youth and efficiency must go along with effi-
ciency itself. Cosmetics are not used by one class of women, but by
all classes of women and, therefore, the tax falls heaviest on the
woihen among working people, who are the most numerous.

Senator KING. May I ask you a question?
Miss PARKER. Yes, sir.
Senator KING. Do you have the thought that the charming ladies

of this generation, by the use of cosmetics, are more beautiful than
their grandmothers?*

Miss PARKER. No; I would not say that, Senator King. Of course,
I have only the benefit of the experience in my own generation, but I
feel that modern industrial competition has made grooming an abso-
lute essential to women morb than ever before, especially among those
women who have to meet the competition of those who0 are younger
and better looking.

The CHAIRMAN. We thank you very much.
Miss PARKER. I would like to add,'if I may, that on these grounds

I have mentioned, the Woman's Trade Union League of Chicago,
through its president, Agnes Nestor, has protested against the con-
tinuance of the tax and particularly as an injustice to working women
who find the use of cosmetics essential.

All divisions of the beauty industry have from time to time during
the past year voiced vigorous protests against this unjust taxation.
In official conventions, trade shows, as organized national and local
bodies, and as individuals, resolutions and various forms of protests
have been adopted. The national trade journals which constantly
reflect and direct the feeling of the industry, Modern Beauty Shop
Magazine, with a circulation of 45,000 beauty shops, the American
Hairdresser Magazine, Beauty Culture Magazine, and Beauty Trades
Review, all with wide national circulation, have repeatedly encouraged
the industry's nation with regard to the tax and have forcefully urged
that protests against it be made in terms loud and effective enough to
be heard.

It stands to reason when organized bodies of beauty-shop owners
distributors of cosmetics and the schools, as well as the individual
beauty-shop owner, protest to this committee against this tax, it is
evident that they and their customers are vitally affected by the tax
and are feeling the burden of it.
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Mr Eisner spoke for the members of the Toilet Goods Association,
who furnish the 5- and 10- and 25- and 50-cent stores and the retailers
in general Who in many instances, are not able to pass on the tax, at
least not Airecdy, although it may be done by smaller packagig, etc.
Those manufacturers do not supply the beauty shops. I, therefore,
wish to quote a letter written last March by the executive director
of the National Hairdressers' and Cosmetologists' Association, Inc.

Every beauty shop in the United States is paying annually a substantial
amount of money on account of the Federal excise tax on toilet preparations.
This tax is of the "Invisible" variety, and because it is commonly included in the
price of merchandise bought, many shop owners do not know that they are paying
it, but believe, erroneously, that the tax is levied on aod paid by the manufacturer.
The fact is, however, that every dollar of the tax levi',d against toilet preparations
sold to and used by beauty shops is paid by the shops.

According to the census figures, the average gross income of the 61,355 beauty
shops in the United States for the year 1935 was approximately $2,800. Out of
this amount the shop owner had to pay rent, wages, and the other operating costs
of the business. It Is evident that any enterprise of such limited income is not
in position to continue to bear the burden of a tax of this character.

This tax is discriminatory and places an unreasonable burden on the shops.
Every shop owner, therefore, should be glad to join in a vigorous protest to
Congress against the continuance of this levy, which is destructive to business,
and has a serious adverse effect upon employment in the beauty-shop field.

I do not think, however, that the fact that the manufacturer may
include the tax in his price negatives the contention made by women
generally that the ultimate burden must be borne by them and that,
as in the case of other excise taxes, it is included as a basic cost on
which the jobber and beauty shop fix their prices as well, and that the
ultimate amount paid by the consumer on account of the tax is, of
necessity, much larger than the tax itself. The manufacturer, the
shop owner, and the consumer each believes that he or she bears the
full burden of the tax. What proportion each does bear is difficult to
determine.

That the tax is, however, an unjust burden both on the industry
and its women patrons is increasingly evident. I am quite sure that
the members of this committee would not favor imposing such an
inequitable tax on women, to the exclusion of taxes on things that are
palpably luxuries, if the matter came to them as an original proposition.

Senator KING. Are any of them utilizing cosmetics, or do they
just teach beautology, if you call it that, in the schools?

Miss PARKER. There are any number of universities that have
included a course in grooming in their curriculum. New York
University, and I think Kansas, or some Midwest university, and
some of the public high schools, in Now York for instance, are doing it. I,

My argument is not Beauty over Brains or Appearance over
Ability or Artificiality over Naturalness; it is not that at all. My
point'is, and I think you will agree with me, that in merchandising
anything, whether it is an article of merchandise or personal ability ,
appearance is important, and in this (lay of competition it is the
attractive package that gets the attention. [Laughter.] But I am
not concerned only with that fact; my plea is for the 300,000 people
who earn and who are entitled to make their living doing that all-
important packaging and repackaging job.

6onator KING. A ou look at the Senator from Texas when you
speak about the handsome package. [Laughter.]

54885-38----35



Senator CONNALLY. I have not exhibited as much interest in the
subject as the Senator from Utah. [Laughter.]

The CHAIRMAN. All right.
Judge Goodwin, you have 10 minutes. Have you a brief there?

STATEMENT OF CLARENCE N. GOODWIN, WASHINGTON, D. C.,
I REPRESENTING SALES AFFILIATES

Mr. GOODWIN. Mr. Chairman, I will keep within the 10 minutes,
I hope, and if I do not, you will keep me within it. You understand,
however, how difficult it is to meet such competition as I have had
just preceding me.

The CHAIRMAN. I do not think you can do that.
Mr. GOODWIN. I will not try.
I think perhaps everybr -y Will wonder why, in view of the presen-

tation made by the five C,,igressmen on the floor of the House, that
the amendment was not passed. I third , that the reason why it was
not passed will be found in one sentence by the chairman of the com-
mittee, if I can locate that sentence. It was this, Mr. Chairman:

This is one of the most prosperous industries in the country, and the adoption
of such an amendment would simply mean taking $17,000,000 out of the Treasury
of the United States to yield to a matter of sentiment, with the money going into
the pockets of the manufacturers.

Now, that statement, Mr. Chairman-Mr. Eisner has shown that
so far as the $17,000,000 is concerned, there was $17,500,000 spoken
of by Mr. Cooper-the estimate was 112 percent too hugh because
there is not more than $8,000,000 here involved, and he had inad-
vertently included the tax on toilet soaps and dentifrices, which are
not in the bill and which had been taken out of the bill. So far as
this tax going into the pockets of the manufacturers is concerned, he
was about 90 percent wrong. The result of taking off this tax would
be to the gradual benefit of those associations and organizations and
other beauty parlors represented by the lady who just preceded me.

In view of the intensive competition which exists among manu-
facturers, it would be impossible for the manufacturers to retain that
benefit. Their competition is directed to an increase in volume, and
to obtaining volume from their competitors, and the first result of
that lowering or elimination of the tax would be for the benefit of
both the beauty parlors, of whom there are 64,000 and their employees
of whom I think there are 300,000, and it would mean more work in
the manufactures, a lower price, and consequently a benefit to the
public generally.

There is, Mr. Chairman, a law of gravitation, and that law of
gravitation works in business and industry just as it does in other
things, and if there is a reduction in cost in a competitive industry
there is a reduction in price, and ultimately the consumers get the
benefit of it.
. Now, Mr. Chairman, I happen to represent Sales Affiliate, which is

a distributor of cosmetics. They stand between the manufacturer
and the 1,500 jobbers and in turn they know the conditions affect-
ing the manufacturers and affecting the jobbers and affecting the
beauty shops and affecting the public. I notice in Mr. Eisner's
presentation he suggested elimination of the tax on a number ot
things, and I am entirely in accord with him on that; for instance he
suggested cleansing creams and hair tonic.
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I am not so much sold on the idea of the efficiency of hair tonic, but

we represent a large number of different brands of hair coloring-
and I want to say a word about that. Now, who buys the hair color-
ing? Of course it is women whose hair has begun to gray and grizzle;
but what women? Almost entirely women who are employed, whether
they are executives, assistants, or whether they are stenographers or
whether they are working in stores or in service or otherwise, they
buy it, and they have to use it in order to keep their jobs.

I think Miss Parker referred to the conference in the Department of
Labor that lasted nearly a week, on the subject of the people em-
ployed-the difficulties of people employed over 35 years of age.
The women in industry could not keep their jobs overnight if they
allowed, their hair to become gray and grizzled. They must be not
only efficient in industry, but the managers or superintendents demand
that there be an appearance of efficiency as well as efficiency, and an
appearance of youthfulness, and our customers, those to whom we
se, are people who have to use it in order to keep their jobs, and it is
a tax, therefore, on the necessities of the working women.

The 10,000,000 women gainfully employed supply the bulk of the
hair-coloring demand; the rest is hardly more than a fringe. This is
illustrated by the fact that in New York the Third Avenue shops
where the patrons are largely women employed the percentage who
have their hair colored is high while in the Fifth Avenue shops where
the percentage of patrons gainfully employed is low, the number
who have their hair colored is proportionately small.

There is another thing I want to mention. It has been said cos-
metics are in general use among all classes.

I am a witness here and I can testify first-hand in regard to that.
In the summer of 1936 we drove from Blue Ridge Summit to Delaware
Water Gap, where my people lived 200 years ago and we passed
through all of those coal mining towns along the road. This hap-
pened to be a Saturday and the streets were full of the wives and
daughters of the men who work in the mines. Thanks to the Congress
they appeared to be in good circumstances, but all of them, apparently,
so far as we could see, made use of cosmetics. So, it is a tax that
does not fall on any particular class; it is a burden that the working
classes bear their part of as well as others; they bear the larger part
of it because there are more of them.

The CHAIRMAN. There is another witness on cosmetics and I am
going to call him next. We will recess for 1 minute.

(Wereupon a short recess was taken after which the hearing
continued.)

The CHAIRMAN. Mr. Goodwin, I understand you have something
else to present.

I am advised that returning tourists bring in great quantities of
tax-free foreign toilet articles under their customs exemption-
often as high as 60 percent-which are sold in competition with our
products paying 10 percent; this is an added burden to manufacturers.

Mr. GOODWIN. The bill removes the tax from toilet soaps and denti-
frices but, while we approve of this because we are opposed to a tax on
any toilet articles there is no more reason for removing it from toilet
soaps and dentriices than from other toilet articles. The subcom-
mittee recommended the removal of the tax from toilet soap and denti-
frices, along with chewing gum and cameras, because, they said,
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"they are imposed upon commodities in common use." These articles
are not, however, in as common use as cosmetics, barring the fact that
they are used by men and women alike while cosmetics are used
principally by women alone.

While soap is universally used in this country for the toilet, the
information gained during the years I represented one of our largest
soap manufacturers indicated that at least 75 percent of the soap
used for personal toilet purposes was general household soap and not
toilet soap. Toilet soa is therefore, in a sense a luxury, used by the
comparatively well-to- o, but in a true sense I think that anything
25 percent of our people find necessary for their accustomed mode of
living is not a luxury but a necessity; this applies with equal force to
toilet articles, which the testimony shows are used by at least 90
percent of the women of the country. Neither toilet soap nor other
toilet articles should be taxed, but if one is exempt the other should be
exempt; if one is taxed the other should be taxed, and at the same rate.
What is said about toilet soap applies equally to dentifrices, as the
great mass of the people use salt, chalk, orrisroot, sodium perborate,
powdered charcoal, and like material rather than taxable dentifrices.

I wish to submit a number of alternative proposals for amendments;
(a) eliminating the tax altogether; (b) reducing it to 3 percent; (c)
broadening the scope of tlus 3 percent tax to include proprietor
brands in accordance with recommendation 63 of the House subcom-
mittee; (d) making the 3 percent tax apply to .all toilet articles, in-
cluding toilet soap and dentifrices; and (e) applying the 3 percent to all
toilet articles and broadening the scope in accordance with recommen-
dation 63.

The CHAIRMAN. That may be placed in the record.
(The amendments proposed are as follows:)
(a) On page 299, lines 5 and 6, strike out the words "tooth and mouth washes,

dentifrices, tooth pastes, or toilet soap" and insert the word "articles."
(b) On page 209, line 6, strike out the period after the figures "1938" and add

"and the tax imposed by said section on other articles shall be 3 percent after
that date." (Accepting Mr. Elsner's estimate that the bill would produce
$8,000 000 in 1938, be yield under this amendment would be $2,400,000.)

(c) bn page 299, line 6, strike out the period after the figures "1938" and add
"and the tax Imposed by said section on other articles shall be 3 percent after
that date."

Add: "It is further provided that on and after said date the person, firm,
corporation or association, owning or controlling, directly or indirectly, the
trade-mark or marks, trade name or names, brand or brands (whether or not
affixed to the article or its container or wrappings, or however otherwise the
same may be indicated), shall be deemed the manufacturer, producer or importer
of the article within the meaning of section 603 of the Revenue Act of 1932, regard-
less of who may perform Its actual manufacturing and processing, in whole or
in part.

As used in this section, ownership or control of trade-mark, name, or brand,
shall include the right to use or employ the same, whether conferred by license
or permission, expressed or Implied, agreement or agency relationship, or by any
other manner or means.

"The tax shall) be paid upon the sale of an article by the manufacturer, producer
or importer as herein defined." (Mr. Eisner estimated that this change recom-
mended by the subcommittee would increase the total amount of taxable sales
by some 60 to 75 percent. On the basis of 60 percent, the yield under this amend-
ment would be $3,840,000.)

(d) On page 299, lines 4, 5, and 6, strike out the words "not apply to tooth and
mouth washes, dentifrices, tooth pastes or toilet soaps" and insert inp lace thereof
"be 3 percent on all articles". (The yield on toilet soaps and dentifrices in 1937
was $6,642,000. Assuming that it would have been $6,000,000 for 1938 under
the present law, at 3 percent the tax would be $4,800,000, making a total yield
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on a straight 3-percent basis of $7,200,000 instead of the $8,000,000 suggested
by Mr. Eisner's figures.)

(e) On page 299, lines 4, 5, and 6, strike out the words "not apply to tooth and
mouth washes, dentifrices, tooth pastes or toilet soaps" and insert in place thereof
"be 3 percent on all articles."

Add: "It is further provided that on and after said date the person, firm, cor-
poration, or association, owning or controlling, directly or indirectly, the trade-
mark or marks, trade name or names, brand or brands (whether or not affixed to
the article or its container or wrappings, or however otherwise the same may be
indicated), shall be deemed the manufacturer, producer or importer of the article
within the meaning of section 603 of the Revenue' Act of 1932, regardless of who
may perform its actual manufacturing and processing, in whole or in part.
"As used in said section, ownership or control of trade-mark, name, or brand,

shall include the right to use or employ the same, whether conferred by license or
permission, expressed or implied, agreement or agency relationship, or by any other
manner or means.

"The tax shall be paid upon the sale of an article by the manufacturer, producer
or importer as herein defined." (On the basis stated above the tax under this
amendment would be $11,700,000 or about $3,700,000 more than under the terms
of the bill as it passed the House.)

Mr. GOODwIN. I thank you very much.
The CHAIRMAN. Mr. Mannes.

STATEMENT BY J. W. MANNES, NEW YORK CITY

Mr. MANNES. I am an employee of one of the largest cosmetic
firms in New York City and also president of one of the local unions
in that city. I want to stress a point that has not been stressed here-
tofore, I think, and that is the actual effect of the collection of this tax
on the fellows and the girls who do the actual work in the plants.
This cosmetic industry is one of the worst paid and hardest worked
in the country. Wages of $8 a week are not uncommon in St. Louis
and the Middle West, and $10 and $11 are far too common in New
York City, which is not in the South, where living is supposed to be
cheap and where workers do not need any wages at all, but is probably
one of the most expensive parts of the country to live in.

Senator KING. Is that the women who work in the beauty shops
that you refer to?

Mr. MANNES. No, sir; in the factories that produce the stuff.
When we ask for an increase in wages our answer is the company

has not made money the previous year but has lost money, and in
addition to that they have paid out over $200,000 in excise tax, and
then we do not have any answer, naturally.

When the tax was first introduced in 1932 an emergency which has
lasted 5 years and the tax has been taken off every other thing except
cosmetics-we think we are a stepchild altogether. Through what
process of reasoning golf balls, jewelry, furs, and chewing gum are
considered to be necessities and cosmetics a luxury, I cannot say.
If you gentlemen have any lingering doubts as to whether cosmetics
are necessities or luxuries, I suggest you ask your wife or daughters
and they will quickly dispel any doubt you may have on the subject.
If cosmetics are luxuries, then shaving also is a luxury and you might
as well put a tax on safety razors.

Senator KING. You want the tax removed?
Mr. MANNES. Entirely. It has been removed on everything else.

The yield of the tax is so small in comparison with the damage it does
to the industry in general and to the worker in particular, it is not
warranted. The wages I have mentioned are not the exception but
the rule rather than the exception.



Senator KiNa. Would the abolition of the tax on the manufacturing
of these cosmetics seriously affect, or to what extent would the aboli-
tion of the tax on the manufacturers ,affe t the workers in beauty
parlors?

Mr. MANNES. As to the matter of incl-ea?ed production, it would
affect them, .but I am only talking about the people in the factories
themselves. Some of the fellows have already gone on record saying
they would be willing to turn part of it back m wages, and those who
have not gone on record could probably be induced to do so.

The CHAIRMAN. We thank you very much. The cosmetics people
have certainly presented their case strongly. We have heard about
six of them and I do not think there is any phase of this question
which we do not understand. Of course we cannot say what the
conunittee will do.

Senator BULKLEY. Several witnesses have discussed before the
committee the tax on cosmetics. I would like to offer for the record
a memorandum sent me by Mr. T. S. Strong, of Cleveland, Ohio,
on this matter, in order that the committee may have as complete
information as possible when the cosmetic tax is considered in execu-
tive session.

MEMORANDUM SUBMITTED BY T. S. STRONG, CLEVELANDS, OHIO

Sections 603 and 619 of the Revenue Act of 1932 which impose and fix the
basis of the manufacturers' excise tax on toilet preparations, should be amended
and clarified so as to remove administrative uncertainties, difficulties and dis-
putes which are at present vitally and adversely affecting commercial and em-
ployment conditions in the toilet-goods industry. In support of this position we
respectfully invite attention to the following matters:
P(1) A manufacturers' excise tax is imposed on the privilege of manufacturing
and should be based upon cost of manufacture, plus assembly and packing costs,
plus a reasonable manufacturer's profit; in other words, a manufacturers' sale
price.

(2) A sales tax is imposed on the privilege of selling goods and should be based
on the cost of goods sold (whether manufactured or purchased) plus selling,
promotional and distributional costs, plus selling profits; in other words, a mer-
chant's sale price.

(3) It seems clear that Congress in enacting the Revenue Act of 1932 intended
to impose a manufacturers' excise tax, not a sales tax, because,
(a The 1932 Congress rejected Mr. Hoover's recommendation for a sales tax.
(b) Section 603 is a part of title 4, which specifically imposes manufacturers'

excise taxes on various articles.
(c) Section 619 (a) specifically includes manufacturing and packaging charges

but specifically excludes from the tax base selling expenses such as transporta-
tion, delivery, Insurance, installation, "or other charge," not specifically required
to be included in the price.

(d) The construction which Congress intended to be placed upon the phrase
,or other charge" is clearly indicated by the uneontradlted and unambiguous

statement made by Congressman Crisp on the floor of the House of Representa-
tives, "' * * the selling cost is not intended to be added.'

(4) Notwithstanding the clear intent of Congress to impose a manufacturers'
excise tax based upon the manufacturers sale price at the factory, excluding de-
livery, selling and advertising costs and expenses, the Bureau of Internal Revenue
is assessing the td% as if it were a sales tax computed on the price paid by a re-
tailer for an article, including all the selling costs and expenses.

(6) The Bureau started to administer this law as Congress intended, as wit-
ness the first regulations issued by them. However, by an evolutionary' process
of modifying old regulations and issuing others more stringent, they by 1936
had arrived at their objective of including in the tax base all sales, advertising
and other promotional costs. By 1936 they were assessing this tax throughout
the industry on this basis.

(6) This is done in violation of congressional intent by a bureaucratic finding
that a cosmetic distributor who buys cosmetics from a cosmetic factory and sell.

REVEVUH ACT OF i938540
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tO a retailer Is a manufacturer himself. Such finding Is frequently a fiction. It
is as reasonable to hold that an owner who orders a genera contractor to build
a house according to blue prints is himself the general contractor.
. (7) It is done, secondly, by a bureaucratic and arbitrary denial of deductIuS
of selling-cost items, bureaucratic because the law itself specifies the deductions;
arbitrary because some taxpayers are favored over others, and when a taxpayer
cites another's treatment as a precedent, the Treasury authorities refuse to discuss
the more favored treatment accorded to others. This cannot be in accord with
congressional Intent.

(8) Such executive action violating the congressional intent has already turned
some modest profits into substantial losses, and raised the question of winding
up many companies with consequential increased unemployment and complete
loss of revenue for the Government.

(9) It is true that the Bureau of Internal Revenue, in the settlement of certain
isolated cases, has allowed deductions for certain specific types of sales and dis-
tributional costs, thereby effecting substantial reductions in the assessments In
such instances. But the Bureau does not grant the same deductions to all manu-
facturers generally, nor will they give assurance even in these isolated cases that
similar deductions will be allowed in the future. And "f the future can be fore-
seen from the past It seems clear that the Bureau will continue to disallow selling,
advertising, and similar costs in the average run of cases both large and small.
The result is gross discrimination and unfair competitive conditions in an industry
which should be competing upon an equal basis. Moreover, there is such uncer-
tainty in the industry that business cannot be transacted without assuming un-
reasonable and prohibitive risks of being subjected to ruinous deficiency assess-
ments because of a change of front by the Bureau.

(10) One of the largest companies in the industry paid as excise tax over 260
percent of their remaining net profit, which means that 71 percent of their profit
was paid out as excise tax; and this is only a start in the taxation competition,
for the balance of 29 percent may be subject to corporation income tax, undis-
tributed profits tax, closely held corporation tax, and, finally, individual income
tax on dividends paid, if any.

(11) In addition to the present doubts as to the proper basis and computation
of the tax the even more important question of "Who is the manufacturer" is
cloaked with uncertainty due to the vacillating executive administration of the
statute.

At the inception of its administration of the manufacturers excise tax imposed
by the 1032 Revenue Act the Bureau of Internal Revenue held in accordance
with the intent of Congress as expressed in section 619 (a), that-

(a) Where a 'manufacturer makes a packaged cosmetic for a wholesaler who
furnishes labels, metal containers, etc., to the manufacturer, the wholesaler is
taxable as the manufacturer.

(b) Where a manufacturer makes a packaged cosmetic for a wholesaler, fur-
nishing all necessary labels, containers, and supplies to complete the package,
the manufacturer is subject to the tax and the wholesaler is not liable.

(c) Where a manufacturer sells a bulk cosmetic to a wholesaler who separates
the bulk and places It in retail-size packages, the wholesaler is taxable as the
manufacturer.

Under these varying conditions the result was to consistently fix the manufac-
turer or taxpayer as the one who placed the article in containers ready for sale at
retail, thus In all instances including the retail container in the tax base.

Later the Bureau held that the container need not be included in the price where
its cost was disproportionate to the value of the cosmetic placed therein. This was
the first breach of the will of Congress (see. S. T. 559).

Next the Bureau reversed its former ruling and held that (see G. C. M. 11522)-
(a) Where a manufacturer makes a packaged cosmetic for a wholesaler who

furnishes labels, containers, etc., to the manufacturer the one subject to tax is the
manufacturer and he is subject to tax only on the sale price of the bulk cosmetic.
Here the containers are excluded from the tax base.

(b) Where a manufacturer sells a bulk cosmetic to a wholesaler who separates
the bulk and places it in retail size packages, the manufacturer is subject'to tax
on the bulk sale price only. The wholesaler is not subject to tax. Here the
containers are also excluded from the tax base.

(c) Where a manufacturer makes a packaged cosmetic for a wholesaler who
furnishes not only the labels and containers but also ingredients which become a
component part of the bulk cosmetic, the wholesaler is the manufacturer and
subject to tax on his resale price. Here the containers are Included in the tax
base.
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More recently the Bureau has held that a wholesaler who purbases a corn
retely packaged cosmetic from a manufacturer is taxable as the manufacturer

cause-
(a) He specifies that the cosmetic shall have a certain odor, shape, size, or color.
(b) He advertises that he is the manufacturer.
(c) He owns the trade-mark or label under which the product is sold.
At present the definite tendency of the Bureau Is to hold that the one who

owns the label under which a cosmetic is marketed is taxable as the manufacturer
even though he does not manufacture or produce the cosmetic and does not furnish
any of the ingredients or packaging materials.

(12) Recently, the Treasury submitted to the House Committee on Ways and
Means their recommendation No. 63 to H. R. 9682, which was intended to clarify
the law, but presumably after further consideration the Bureau of Internal
Revenue felt it would embarrass it in disposing of cases now pending before it, so
this recommendation was withdrawn. This is typical of the uncertainty in the
Bureau with which the cosmetic trade has had to do business.

We therefore both from the past record of old regulations modified and new more
stringent regulations adopted, and from the withdrawal of this recommendation
No. 63, have every reason to believe that the industry cannot hope for nondis-
criminatory and reasonably consistent treatment, rulings, and decisions from the
Bureau unless Congress clears the way by removing all possible opportunity for
executive misconstruction of the law. This can be done, we believe, by means of
the following amendments to sections 603 and 619 (a) of the 1932 Revenue Act.
We further believe that the suggested amendments are not only in strict accord-
ance with the original intent of Congress in enacting these sections of the 1 res-
ently existing law, but that if enacted they will remove existing inconsistencies
in Bureau rulings and compel the Bureau to administer the statute equitably and
without discrimination throughout the industry. T. S. STRON,

2654 Lisbon Road Cleveland, Ohio.

Senator KING. Mr. Frederic Brenckman.

STATEMENT OF FREDERIC BRENCKMAN, WASHINGTON, D. C.,
REPRESENTING THE NATIONAL GRANGE

Senator KING. If you have a written statement we will be glad to
take it.

Mr. BRENCKMAN. Mr. Chairman and gentlemen of the Committee
my name is Fred Brenckman and I am Washington representative of
the National Grange. I will try to be as brief as possible so as to
conserv-e the time of the committee.

In appearing before the committee, I wish to say that the National
-Grange favors that provision of the revenue bill which places an
excise tax of 6 cents per pound on pork and pork products.

Official figures of the Department of Commerce show that our
imports of pork and pork products have gone up by leaps and bounds
during the past 3 years. The statistics in this connection are as
follows:

Pork imports for consumption during the past 3 years

Item 1935 1938 1037

Pounds Pound. Pounds
Live swine .......................................................... 8,414,317 17,445,47 16, 655, 218
Fresh pork ........................................................ 3,703,875 12 8m, 160 20,876,669
Hams, shoulders, and bacon ........................................ 5,230,766 26, 009,700 47,42, 022Pickled, salted, and other ........................................... 1,288, 529 2, 80, 787 6,531,889

Adding these figures together gives us total pork imports of 91,385,-
698 pounds for the year 1937, as compared with 13,570,987 pounds for
1935.

Senator KING, Do those fi ures show the exports of lard and canned
goods, such as canned fruits?
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Mr. BHENCKMAN. No; but I would like to place them in the record
if it is the wish of the committee.

Senator KINo. They will be placed in the record.
Mr. BRENCKMAN. I am speaking of imports.
Senator Knio. You may do so.
Mr. BENCKMAN. According to the Department of Agriculture on

January 1, 1936, there were 42,837,000 hogs on the farms of the United
States, having a farm value of $544,911,000. On January 1, 1938, the
number of hogs on farms had increased to 44,418,000. Their value as
given by the Department of Agriculture was $498,025,000. It will be
seen, therefore, that while the number of hogs on our farms had in-
creased by more than a million and a half during the past 2 years,
their value has decreased to the extent of nearly $47,000,000.

The latest index of the Department of Agriculture shows that the
average price level of all farm commodities now stands at 102 percent of
pre-war. Prices paid by farmers for commodities bought averaged
126 percent of pre-war, giving the farm dollar the purchasing power of
81 cents,

During the calendar year ending December 31, 1937, our imports of
canned beef amounted to more than 88,000,000 pounds. According
to our information, for every pound of canned beef produced domes-
tically, we imported 12 pounds. In fairness to domestic producers,
we advocate the imposition of an excise tax of 3 cents per pound on
imported preserved beef and veal products contained in air-tight
containers.

During the last calendar year, we imported the equivalent of more
than a million cases of eggs in various forms. This amounts to 31,-
933,000 dozens. While these eggs were being imported, the Surplus
Commodities Corporation was buying eggs in the domestic market in
an effort to stabilizeprices.

The price index of the Department of Agriculture shows that the
average farm price of eggs in our local markets throughout the United
States on February 15 was 16.4 cents per dozen. Such a price for
eggs during the winter months is ruinously low.

Many people do not realize that poultry and poultry products
account for approximately 1 billion dollars of our farm income an-
nually. Thus far, our poultrymen have received no benefit from any
of the adjustment programs carried out by the Government. On the
contrary, the poultrymen have been penalized by the higher prices
they have been compelled to pay for feed by virtue of the control
programs carried out for .the benefit of other agricultural producers.

Under the circumstances, we are persuaded that reasonable excise
taxes on imported eggs should be included in the pending revenue bill.

Under the Tariff Act of 1930, tapioca, cassava, and sago were placed
on the free list on the theory that these were noncompetitive food
products.

In reality, however, these starches, for such they are, come into
competition with domestic starch made from corn, Irish and sweet
potatoes, rice, and other farm products. The United States has be-
come the dumping ground of the world for these starches. In 1932
our imports of duty-free tapioca and sago amounted to 139 000,000
pounds. By 1935 this figure had jumped to 227,000,000, and during
1937, our total imports were more than 460,000,000 pounds.

With more than a million and half pounds of duty-free starch
entering the country every working day in the year, we respectfully
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submit that it is the duty of Congress to take proper steps for the
protection of domestic producers of starch-bearing commodities. I
have some facts pertinent to the matter under discussion that I should
like to file for the record.

We are asking that an excise tax of 1% cents per pound be placed
upon the first domestic processing or use of sago sago crude, and sago
flour, tapioca, tapioca crude, tapioca flour, and cassava, whether or
not such products or any of them have been refined, modified, or
otherwise processed, and in whatever combination or mixtures con-
taining a substantial quantity of any one or more of such products,
the tax to. be paid by the processor or user thereof in manufacturing
or processing.

For the purposes of this section the term "first domestic processing"
shall mean the first use in the United States, in the manufacture or
production of an article intended for sale, of the articles with respect
to which the tax is imposed. The tax on the article described in this
paragraph shall apply only with respect to such articles imported
after the date of the enactment of this paragraph and shall not be
subject to the provisions of subsection (b) (4 of section 601 of the
Revenue Act of 1932, as amended (prohibiting drawback), or section
629 of such act (relating to expiration of taxes).

We assume that this amendment should follow section 712 of the
1938 Revenue Bill now being considered by your honorable committee.

These products are of the Orient, produced mostly on the Islands
of Java and Madura with coolie labor on fertile soil. An acre planted
to tapioca bushes will yield approximately 1,650 pounds of competing
product. Sago palms will yield around 10,000 pounds per acre. In
this country, about 865 pounds would be the yield per acre of domestic
starch. These imported products compete directly with the American-
produced starches-corn, wheat, sweet- and white potatoes, and rice,
The products, tapioca and sago, come into this country prepared so
there is no American labor involved, whereas in the corn-refining
industry, for instance, between 7,000 and 8,000 men are employed.
There is practically no expenditure for supplies or processing of the
imported products whereas in the corn-refining industry, the pur-
chases of supplies and fuel for processing are very heavy. You would
probably be surprised to know it takes 16 tons of coal to process a
thousand bushels of corn. In a normal year, the industry buys about
1,500,000 tons of coal. There is a great deal of freight transportation
necessary in the receipt, processing, and delivering of these products
from corn. The corn-refining industry has. to freight the corn in,
freight its finished products out to the market, freight the feed out
to the various districts, freight the coal and supplies in, and so forth.

The ever-increasing imports of these starches have been the source
of a great dislocation to the domestic industry. The menace of these
imports has been mentioned by the agricultural interests for some
time. In 1900 there were about 16,000,000 pounds imported. This
amount was douhed in every 10-year period, and when the Nether-
lands treaty was first being considered, the imports were around
180,000,000 pounds. The year the treaty was consummated the
imports were 220,000,000 pounds. The first year under the treaty
they were 306,000,000 pounds, and last year a 50-percent increase
over that to 466,000,000 pounds. All of this at the expense of the
American starch producers. The imports of these Asiatic starches
today amount to two-fiftis of the total starch sales in this country;
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in other words, for every 5 pounds of starch sold, 2 are of Asiatio
origin and 3 domestic. The 466,000,000 pounds of Asiatic starches
which we're brought into this country last year were equal to the
domestic starch produced from 13,700,000 bushels of corn. I want
to read to you the dislocation that caused:

IMPORTANT DISLOCATIONS RESULTING FROM DUTY-FREE STARCH IMPORTS REVENUE
TO THE FARMER

The 466,327,683 pounds of du'ty-free starches imported in 1937 are equivalent
to the cornstarch produced from about 13,700,000 bushels of corn. One bushel
of corn yields approximately 34 pounds of cornstarch. Weighting the average
monthly price of corn at Corn Belt farms by each month's corn grind, the weighted
average price for 1937 was 93.5 cents per bushel.
Value of 13,700,000 bushels, at 93.5 cents per bushel ------------ $12, 810, 000
Revenue to the railroads:

(a) Freight revenue on the corn-grain equivalent of the duty-
free starch imports -------------------------------- 1,370, 000

(The average freight from the farm to the processing plant is
placed at 10 cents per bushel.)
(b) Freight revenue on cornstarch ........... * ............. 700, 000

(It is assumed that the freight revenue on cornstarch from the
corn-processing plants to the points of consumption would be at
least 15 cents per 100 pounds greater than the revenue obtained
from the transportation of the duty-free starches from the
Atlantic coast ports to the points of consumption.)
(c) Freight revenue on the byproducts obtained from the pro-

cessing of the corn-grain equivalent of the duty-free starch
imports ------------------------------------------ 330, 000

(It is assumed that in the processing of a bushel of corn, from
14 to 16 pounds of byproduct feeds are produced; also, the aver-
age freight rate on the byproduct feeds from the point of pro-
duction to that of consumption is $3 to $3.50 per ton.)
In addition, the processing of a bushel of corn yields about 1%

pounds of corn oil; the average freight on corn oil is estimated
atj cent per pound ---------------------------------- 00, 000

(d) Freight revenue to railroads on coal which would have been
consumed to process corn-grain equivalent of the duty-free
starch imports ------------------------------------- 226, 000

(The average freight per ton is placed at $1.)
(e) Freight revenue from other fuel, chemicals, bags and con-

tainers, supplies, etc., estimated at ------------------- , 250, 000
Revenue to labor:

(a) Wages of men at corn plants to process the corn equivalent
of the duty-free starch imports ---------------------- 1, 680, 000

(About 7,000 men are employed at the corn processing
plants. The daily average capacity of the corn processing
plants is 365,320 bushels. Assuming the plants could operate
at about 90 percent of their capacity, it would take a little more
than 8 5-day weeks to process 13 700,000 bushels, the corn-
grain equivalent of the imports. The average wage per week
is $30).
() Wages to bituminous-coal miners ----------------------- 250, 000

(It would take about 226 000 tons of bituminous coal to
process 13,700,000 bushels of corn. The average output per
man per day is 4.5 tons, and the average wage is about $5.)
(c) Revenue to additional railroad labor ..................

(The freight revenue listed above would cover a large portion
of dislocation in railroad labor. However, the processing of an
additional 13,700,000 bushels would probably require more
locomotives, cars, other equipment and crews. The amount
involved is not known.)
(d) Revenue to farm labor ...............................

(The price of corn under "Revenue to the farmer" would
include practically all of this item. It would not cover addi-
tional costs, if any, necessary to provide a larger supply of
corn-grain, such as shelling charges, storage, etc )



Miscellaneous:
Elevator charges a r g es...................... ------------ $250, 000
Fuel, excluding coal chemicals, cotton bags and other con-

tainers, and miscellaneous supplies necessary to process the
additional 13,700 000 bushels of corn (excluding freight
costs included under "Revenue to railroads") ------------- 2, 500, 000

Total ------------------------------- ---------------- 21,460,000
I want to call your attention to section 202, on page 17 of the

recently enacted Farm Act, which provides for setting up labora-
tories and the expenditure of money to investigate and find newer and
greater uses for the products of American agriculture. How strange
it is that we do things of this kind and then fail to avail ourselves of
the opportunity to further increase the use of our American products
by permitting competing products produced under slave labor, at
costs this country cannot meet, to come in duty-free. In this con-
nection, a study shows that whereas 15 years ago practically half of
the exports of these starches was taken on the continent and half here,
now the continental countries have enacted duties to protect their
domestic starches so that now 82 percent of the Asiatic starches are
coming to this country duty-free. It is interesting to note that while
the Netherlands asked Secretary Hull to bind tapioca on the free list
in this country, they have an import fee on these products front their
own islands vhen it comes into the mother country Holland. Hol-
land sees fit to protect her domestic starch supply anA asks the Ameri-
can farmer "to take it on the nose" by letting these products come in
here duty-free, rather than come to Holland and menace her domestic
starch supply. We claim that the American farmer should not be
asked to do any such thing. Therefore, we ask that you place an
excise tax of 1% cents per pound upon the first domestic processing of
these products. One and three-fourths cents is the rate the President
of the United States fixed for imported potato starch at the time the
Netherlands Treaty was consummated. Potato starch up to that
time had an import rate of 2% cents per pound. The President,
under the authority he has, reduced it to 1 cents.

The thought may come to some of you that because these products
were bound on the free list in the Netherlands Treaty, you are
violating an international agreement when you place an excise tax on
the first domestic processing of these products. Such is not the case.
Section 5 of the Netherlands Treaty provides-and mind you, that
was there when both Nations approved the treaty:

Articles the growth, produce, or manufacture of the United States of America
or tho Kingdom of the Netherlands, shall, after importation into the other country,
be exempt from all internal taxes, fees, charges, or exactions other or higher than
those payable on like articles of national or igin or any other foreign origin.

This definitely says that if this country wants to place an excise
tax on these articles, it has a right to do so, as long as the tax is not
higher than is placed on like articles of national origin or any other
foreign origin. Now, that means you can place a 1-cent excise tax
on these products and the 1-cent excise tax will apply, of course, to
sago flour and tapioca flour coming from other countries as well as
Netherland possessions-and some is produced in Brazil). If tapioca
and sago were produced in this country, they would bear the same
rate of tax: Please keep that in mind, because we have heard it
stated that an excise tax on these products would be in violation of an
international agreement.

546 RMNUE ACT OF 1038



REVENUE ACT OF 1038 547
Senator CAPPER. Mr. Brenckman, do you know of any things whore

these trade agreements have opened up the foreign markets for the
product for the American farmers?

Mr. BRENCKMAN. In answer to that question, Senator Capper it
may be true that we have gained certain foreign outlets for specifed
commodities; but on the whole, the figures show that agriculture's
share of our total of exports during the year 1937 dropped to 24.1
percent, which is the lowest on record-that is 24.1 percent of the
total. Our total exports of agricultural commodities amounted to
$700,000,000 plus, during the calendar year 1937, while competitive
agricultural imports were valued at $868,000,000. That was the
fiscal year 1937.

Senator KING. You remember when you were shipping agricultural
commodities, and cotton was an important part, which was perhaps
three-fourths of our exports.

Mr. BRENCKMAN. Yes.
Senator KINO. Do you not believe that the high tariff rates which

we have imposed have interfered with our agricultural exports as well
as other exports?

Mr. BRENCKMAN. Senator, when the Hawley-Smoot tariff bill was
pending, the National Grange made a fight against the excessively
hih rates imposed on industrial commodities on the theory they were

not needed, in any legitimate sense, for the protection of industry and
labor, and that the imposition of those rates would react unfavorably
on agricultural exports, and I think that was the case.

Senator KING. I remember your organization was very vociferous
and very logical and ver fair in the presentation of your views in respect
to that matter, and I shared those views which you entertained.

Mr. BRENCKMAN. Now, speaking further of cotton, if I may have
another minute.

Senator KING. You may have 1 minute.
Mr. BRENCKMAN. I think the record will show our exports on cotton

have very seriously declined as a result of the control program of the
Government itself. I recall very definitely being at a meeting of the
southern agricultural people in Memphis when the Bankhead Act was
pending; an effort was made to sell the Bankhead Act to the southern
cotton producers; they were told the only thing we needed to do was
restrict, reduce, and control world price.

Senator KING. Kill the pigs and destroy the farm products and we
would be happy.

Mr. BRENCKMAN. With that assurance, the domestic producers re-
duced the production of cotton. At that time the foreign production
of cotton amounted to ten and a half million bales, and while we were
restricting and reducing, foreign production went up year after year,
until last year foreign countries produced approxifiatl y 20,000000
bales of cotton. At the present time foreign consumption of cotton
amounts to only about 19,000,000 bales, and you can see what that
did to the American export market for cotton.

Senator CAPPER. You do not know of any tariff on farm products
that ought to be reduced?

Mr. BRENCKMAN. No. [Laughter.]
Senator KING. I suppose the manufacturers of various other com-

modities do not know of any, either; so we will have a stalemate;
maintain the status quo.

The CHAIRMAN. Mir. Frazier.



STATEMENT OF T. McCALL FRAZIER, RICHMOND, VA., CHAIRMAN
OF THE VIRGINIA ALCOHOLIC BEVERAGE CONTROL BOARD

Mr. FRAZIER. I appear in opposition to the 25-cent tax increase on
each gallon of whisky. For the past 4 years in Virginia a very posi-
tive, a very definite, and very sincere effort has been made to combat
illicit liquor traffic. We believe we can report progress, but the
problem of bootlegging and illicit traffic is still with us, and evidence
of that fact is that last year, with the assistance of Federal agents,
we destroyed 1,707 stills in Virginia and 175,503 gallonsof illicit
whisky.

Senator KING. You are not rohibition men down there, are you?
Mr. FRAZIER. Not yet. Had that whisky gotten into bootleg chan-

nels it would have represented a loss in revenue to the Federal Gov-
eminent of $351,000 under the present tax law. On each pint you
would lose 224% cents.

On the tax that is proposed there is no hope, and I (1o not believe
there is anyone who has made any study of the matter who can believe
or hope that the distillers can absorb the tax. Of course, the State
could have, but we are not operating our system for profit, although
we have made a considerable profit each year, the reason being we
have lowered the price to where it competes with the bootlegger and
therefore encourages consumption of legal whisky.

This increase, added to increase( cost of transportation from ware-
house to stores, will increase the cost of whisky in Virginia by 10 cents
a pint, as a conservative estimate. If the State should absorb it it
would throw our budget out of balance by $600,000, and Virginia is
operating tinder a balanced budget. We cannot absorb it and it
means reduced revenue to the Federal Government and the State.

I cannot speak for other States, but I am advised that Iowa, Ohio,
New Hampshire, and Utah have expressed their opposition to0 this
tax; how many others will, I do not know. We know this, only: If
this tax is put on, our experiment in liquor control will be definitely
retarded and possibly the efforts of the past 4 years will be brought
to' naught. Certainly in the long run we cannot with an increased
tax compete with the situation I have described, when 1,707 stills
are found in 1 year.

Senator CAPPER. How much revenue does Virginia obtain from this
source?

Mr. FRAZIER. $17,000,000 last year, a net profit of $4,600,000.
Senator KINo. $4,600,000?
Mr. FRAZIER Yes sir.
Senator BROwN. #ou have the State store system like we have in

Michigan?
Mr. FRAZIER. Yes, sir.
The CHAIRMAN. We thank you very much.
Mr. Matthew Q. Patterson. Mr. Patterson is from Boston, Mass.,

and represents the National Retail Liquor Package Stores Association.
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STATEMENT OF MATTHEW 0. PATTERSON, BOSTON, MASS.,
REPRESENTING NATIONAL RETAIL LIQUOR PACKAGE STORES
ASSOCIATION

Mr. PATTERSON. Mr. Chairman and gentlemen, I have a statbment
I would like to read.

I appear as the proprietor of a small liquor store in Boston and
also on behalf of the National Retail Liquor Stores Association, a
group of 32,000 stores throughout the United States. We have been
complimented by the various State liquor administrators where our
type of outlet exists on our businesss methods.

The Alcohol Tax Unit of the Treasury Department made a survey
last year from coast to coast and in one of the most careful checks
failed to find a single non-tax-paid bottle in any of our stores. Not
only have we observed the letter and spirit of the law but we have
campaigned for stricter law enforcement.

The reason for that is simple. 'rhe average dealer is satisfied to
go along and make an honest living. If you add this additional tax
we fear the temptation for those whose business is jeopardized will be
too great. Faced with the propsect of going out of business, theymight
listen to the bootlegger and be tempted to sell spurious non-tax-paid
products.

Few of the stores are today in a position to raise any additional
capital, neither are the small wholesaler nor the small distiller.

Wareh oses are at the present time loaded to capacity with liquor
stocks. 'IThe small distiller in order to raise capital for the additional
tax will have to dump stocks on the market. The only ones in a
position to avail themselves of this type of merchandise will be the
very large wholesalers, those that are financed by Wall Street capital
thus forcing the small jobber out of business. The same holds good
with the retail stores. Surplus stocks can only be picked up by the
very large dealers, such as department stores and chain store outlets,
who in turn by their ruthless work will squeeze the small independent
merchant out of the picture. Although they may offer a bargain to
the purchaser for a short time, in the end you will have created a
monopoly which will have the consumer at its mercy when independent
competition has been eliminated.

There are, as I said at the outset, about 32,000 units in our national
retail association employing on the average of three men per store.
A tax of this type will force out of business about half of the stores
which now are hanging on the ropes, resulting in unemployment for
about 48,000 people. The increase in the relief rolls will create more
problems for Federal and local governments than the amount of the
proposed tax could overcome.

The above evils of the proposed tax are sufficient arguments
against it.

However, if you take into consideration the next move, the levy on
floor stocks, then the danger is beyond doubt very grave and very
serious.

The average retail liquor-package store carries about $6,000 worth
of stock. To be conservative, let us say $5,000. That means that a
storekeeper at a time when lie is having difficulty in meeting his fixed
overhead and paying his current bills have will to dig up more capital.
Where will lie get money? The banks won't lend it. If he is overdue
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on his bills with the wholesalers, various State and Federal laws
prohibit him from accepting help from those in the industry.

What happens? He will go out of business and those retailers
remaining will have to stop buying and work off their present stock,
thus forcing the small wholesaler into bankruptcy.

Gentlemen, the little man, whether he be distiller, rectifier, whole-
saler, or retailer is the one that keeps the business on an even keel.
It is for them that I make this plea. Please don't place any more
tax on our business. It is already overburdened by Federal and State
taxes, to say nothing of high Federal, State, and local license fees.
FLxed overhead now threatens our existence.

We have employed thousands of men in a period when that has been
the most vital problem in our country and we do not believe you
gentlemen are willing to send those men back to the relief rolls who
have gained employment as the result of repeal.

These are the facts and on behalf of the 96,000 families involved in
the package-store group, I ask you to void this additional tax.

The CHAIRMAN. Thank you very much.
Mr. Barker, I understood, filed his brief.
Mr. SWxTZER. Mr. Barker has to leave for St. Louis and I would

appreciate reading his statement to the committee.
The CHAIRMAN. What is that?
Mr. SWITZER. It will only take about 2 minutes.
The CHAIRMAN. I was looking at that large sheaf of papers you

have. All right.
Mr. Switzer.

STATEMENT OF FOREST SWITZER, ST. LOUIS, MO., REPRESENTING
WHOLESALE LIQUOR DEALERS ASSOCIATION

Mr. SWITZER. My name is Forest Switzer and I represent the
Wholesale Liquor Dealers Association. Mr. Barker is a member of
the firm of Simpson & Barker, a wholesale firm in the city of St. Louis.

His statement is as follows:

STATEMENT OF E. D. BARKER, OF SIMPsoN & BARKER, ST. Louis, MO., AND
REPRESENTATIVE OF THE MISSOURI WHOLESALE LIQUOR DEALERS ASSOCIA-
TION, BEFORE THE SENATE FINANCE COMMITTEE IN OPPOSITION TO THE
DISTILLED SpinTS TAX INCREASE OF 25 CENTS A GALLON

I have been appointed by the president of the Missouri Wholesale Liquor
Dealers Association to appear before this committee to state the case of the
wholesalers in Missouri. We have been attempting to establish ourselves in the
wholesale liquor business since repeal. Despite the fact that before prohibition
there were approximately twice as many wholesalers engaged in business in
Missouri as we have today, tho wholesaling of liquors since repeal has not proved
to be a profitable business in Missouri. I am well acquainted with the situation,
particularly in St. Louis, and can state that none of the wholesalers realizes any-
thing like a just profit on the distilled spirits which he handles. Right at this
particular time, business is, relatively speaking, at a standstill. The credit situa-
tion is bad. Instead of a 30-day credit situation, a very substantial number of
accounts on the books ( " every wholesaler runs up to 60 and even 90 days. The
wholesalers in "fiosouri are simply struggling along hoping for better days.

Taxes which . levied all along the lne today and finally lodge on the whole-
saler require far more capital than was the case before prohibition. The whole-
saler's investment now needed Is about three times as great as was formerly the
case and the profits are nowhere near as great.

We are verging on a situation which would make it impossible for any but the
big houses to stay in business. The little fellow would be driven to the wall. I
think it would be bad for us and for the country to bring about any such result.
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'' he proposed gallonage tax increase on distilled spirits though seemingly
small, will be a severe strain on a considerable number of the wholesalers working
with small capital. It will undoubtedly result in.the elimination of some of the
weaker ones. If the bill is amended to provide for a floor tax, I am positive that
the credit and competitive situation is such that the wholesalers will be unable
to realize the tax increase from an increase in price, making the situation worse
than it is now. If there is no floor tax, the stronger wholesalers will be able to
secure a 25-cent-a-gallon advantage over the wholesalers who are not in a position
to load up before the tax goes into effect.

In Missouri, the bootlegger has not been eliminated. An additional advantage
of 25 to 50 cents a gallon will enable the bootlegger, in my opinion to conduct a
more thriving business. Frankly, I fear anything which will give the bootlegger
an additional advantage. As a matter of fact there has been considerable
sentiment looking to a reduction of the 80 cent State gallonage tax to prevent
the bootlegger from getting a stronger hold of Missouri. The increase would
create further problems anddecrease the Federal revenue from sales in Missouri.

From my rather considerable experience, I am convinced that this
measure will not add to the revenue of the Federal Government and
I am positive that it will make our present difficult situation even
worse.

Senator KING. What is the reason for the necessity for such a
large increase of capital; you say three times as much.

Mr. SWITZER. Mostly because of taxes. Where we had $1.10 we
now have $2 Federal excise and 80 cents occupational tax.

Senator KING. It is largely an increase in Federal and State taxes?
Mr. SWITZER. All of the charges amount to three times as much as

we needed before prohibition.
Senator KING. We may learn after a while to cut down our bu-

reaucracy.
The CHAIRMAN. At this point I Wish to place in the record numer-

ous letters, briefs, and statements submitted on the matter of increas-
ing the distilled-spirits tax. These documents are submitted by the
following: Distilled Spirits Institute, Inc., and the League of Distilled
Spirits Rectifiers Ific., Mr. Neil F. Dieghan, president, and William
0. Wellhofer, chairman, public relations committee New Jersey
Licensed Beverage Association, Pennsauken, N. J . Mr. A. Smith
Bowman, Sunset Hills, Fairfax County, Va.; James ,. Hoge, counsel
of the Proprietary Association; the National Association of Retail
Druggists; the National Drug Trade Conference; the Repeal Asso-
ciates, Washington, D. C.; Mr. Emil Nathan, executive secretary,
Wholesale Liquor Dealers of Missouri; and Mr. J. Zimmerman,
editor-in-chief, Daily Metal Reporter, published by the Atlas Pub-
lishing Co., New York City.

BRIEF SUBMITTED BY THE DISTILLED SPIRITS INSTITUTE INC., AND THE
LEAGUE OF DISTILLED SPIRITS RECTIFIERS, INC.

This brief is filed on behalf of the Distilled Spirits Institute, Inc., and the
League of Distilled Spirits Rectifiers Inc., representing the manufacturing end of
the distilled spirits industry. On distillers and rectifiers fall the burdens of the
initial payment of the Federal tax on distilled spirits. The present heavy tax
gives ample warrant in our opinion for the placing before your committee of our
opposition to the increase as proposed in the bill which was passed by the House
and is now under consideration by your committee.

The Federal tax on distilled spirits is now $2 per gallon, which rate has been in
force since the passage of the Revenue Act of 1934. H. R. 0682 would increase the
rate effective July 1, 1938, to $2.25 per gallon except as to brandy. This increase
smaZl as it may seem, must be added to the already heavily taxed commodity and
when pyramided, as it must be in passing through the channels of trade to the
ultimate consumer, will be at least twice that amount at the retail outlet. It will
provide a still greater spread between the price at which the consumer can secure
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a legal tax-paid product and the illegal beverage which the bootlegger dispenses,
and will make more difficult the elinivination of the illicit distiller whom the 'reas-
ury Department has been struggling with some success to suppress. It will create
a capital Investment burden on the manufacturers of distilled spirits which will be
extremely difficult to carry at this time with capital investment funds at a low ebb.
As a source of revenue it will not meet the expectations of those who propose it and
it will have a tendency to disorganize and unsettle a new industry before it has an
Opportunity to really level itself out and stabilize its activities.

With the coming of repeal, Congress imposed on distilled spirits the highest
tax it has borne since 1868 with the exception of the punitive taxes levied during
wartime and prohibition period. Tax history in the United States demonstrates
that revenue goes down and not up when the rate of taxation on distilled spirits
is increased. The Federal tax rate on liquor was changed six times between 1863
and 1917, the longest unbroken period for which comparable figures are avail-
able. Each time the rate was raised there was a decrease in consumption of
tax-paid liquor and each time it was lowered there was an increase. The biggest
increase in receipts was shown in 1869 when the Federal tax was cut from $2
to 50 cents a gallon. The previous income of $14,000,000 was boosted to
$33,000,000. Previously, in 1864, when the Government had raised the tax.
rate from 31 cents to $1.22 a gallon, the Commissioner of Internal Revenue
had expected to raise $40,000,000 from distilled spirits during the last 7 months
of the fiscal year, but the actual revenues for the period were only $16,000,000,
which was $4,000,000 below that expected.

An increase in tax comparable to that proposed now occurred between the years
1894 and 1895. In the former year the tax on distilled spirits was 90 cents. In
1895 it was increased to $1.10-a jump of 20 cents per gallon. The Immediate
effect was an 11,886,000-gallon decrease in legitimate liquor consumption and a
$5,074,000 decrease in revenue. In 1894 the Internal revenue collections from
distilled spirits were $79,913,000. The following year collections dropped to
$74,839,000. Tbis is In marked contrast to the increase in revenue as shown
above when the tax was reduced from $2 to 50 cents a gallon.

Serious consideration was given before the imposition of the $2 rate in the
Revenue Act of 1934 to the possibility that this rate might be so high as to enable
the bootlegger to continue in business at a profit, and the fact that the figures of
the Treasury Department show that over 12,000 stills were seized during the cal-
endar year 1937 proved that the fears of the opponents of this high rate were well
founded. The distilled-spirits industry does not object to taxation; it recognizes
its responsibility as a luxury item to carry a proportionately greater burden than
other commodities, even those falling in the luxury class, but it contends that
there Is a point beyond which the tax cannot go without creating an illicit industry
which will at once defeat tme tax returns to the Government and destroy the
market for the legitimate vendors of tax-paid goods. From its earliest days the
Federal Government has found the taxation of distilled spirits a fruitful source of
revenue and we can well understand that Congress, with the coming of repeal, by
the imposition of the tax of $2 per gallon, intended to secure as great a financial
return from the legalization of liquor as was thought to be possible. In addition
to the $2 tax there is in many instances a 30-cent rectifying tax to pay and also
the cost of the strip stamps which are affixed to the bottles. We find, therefore,
that on a pint of whisky which retails at a dollar or less, and it is estimated that
more than 70 percent of the whisky sold falls into that class, that about 30 cents
is paid by the manufacturer in direct tax to the Federal Government before the
product leaves his premises. And this does not take into consideration the occu-
pational taxes imposed by the Federal Government nor the innumerable license
fees and occupational taxes laid by municipalities. In addition, there are State
gallonage taxes which run as high as $2.20 per gallon. Add to these exactions the
taxes which all business bears and we have an industry and a product laboring
under a tax burden far beyond that imposed upon any other industry or com-
modity. I

The distilled spirits tax Is laid on the article as soon as it comes into existence
and therefore it is necessary for the manufacturer to finance the tax before it
leaves his plant. In many instances when a case of whisky leaves the bottling
plant of the producer it carries over $7 in direct Federal taxes which the producer
has been compelled to pay In advance to the Government on an article the bare
cost of which is about $2.75. Literally, figuring the bare cost of the spirits at
about 50 cents a gallon, the smallest item of cost in a bottle which the consumer
purchases at retail Is the cost of the whisky itef. It may be readily seen, there-
fore, that the necessity of financing the tax outlay which the producer Is required
to make is one of the serious problems of the industry. With the average State
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rate of taxation being about $1, there is about $90,000,000 of capital tied up by the
industry in the nearly 30,000,000 gallons which are constantly In the channels of
distribution between the bonded warehouse and the ultimate consumer.

To this already heavy tax burden the proponents of this tax would add 25
cents per gallon. And It is said that since to add this sum amounts to only 6
cents per quart it would be absorbed by the distiller. This is a wholly erroneous
deduction. In the lower price goods, and this amounts to more than 70 percent
of the sales, the 6% cents is considerably more than the producer makes on a
quart bottle. Any such increase as is proposed in this bill must. of necessity be
passed along to the consumer and when it reaches him it will be nmch more than
he original 6Y4 cents. To this amount must be added the mark-up of the whole-

saler and the mark-up of the retailer, not to speak of the carrying charges of in-
creased capital investment of the producer. When the wholesaler receives the
goods the 61 cents will be added to the present price of the manufacturer and in
arriving at his sales figures the wholesaler will add approximately 20 percent
for his mark-up. This will be 1 cents, thus adding 7% cents to the sales prices
of the wholesaler. In the hands of tihe retailer a mark-up of approximately 40
percent will be placed on the price fixed by the wholesaler. And approximately
3 cents will thus be added on account of this tax and thus we find that in the normal
course of trade by the time the 6Y4 cents tax reaches the consumer it will have
Increased to 10% cents. Probably 70 percent of whisky sold today is in the
class of $2 or less per quart, and to add 10 4 cents to that figure, as would inevitably
result from the proposed tax, would intensify consumer resistance and undoubtedly
drive some purchasers to the bootlegger, with a consequent loss to the legitimate
industry and a drop in tax returns to the Government.

AS further proof that this increase if imposed would be passed on to the
consumer, attention may be directed to the amount of revenue which the propo-
nents of this measure estimate it would produce, to wit, $35,000,000. While
full figures are not available for all uni's in the industry the earnings of the
major companies are readily available in financial circles, and authoriative chti-
mates are that the earnings for the entire distilling industry in 1937 is in the neigh-
borhood of $35,000,000. Experience has shown that an increase in tax reduced
legal consumption and together with the impaired buying power from which we
are now sufferir.g, leads to the certain conclusion tbat the profits from 193,Q will
be less than those of 1937 and therefore, without facing certain bankruptcy, It
would be impossible for the manufacturing industry to absorb this $35,000,000
additional levy or any substantial part of it. Conceding as we must, that this
tax will be passed on to the consumer, yet it must be financed in the first instance
by the distiller and the rectifier who withdraws the product from the bonded
warehouses and who pays the Federal tax at the time of withdrawal. This
burden will then be transferred to the wholesaler and on through to the retailer.
It is estimated that there is at all times a floating stock of 40,00,000 gallons
between the bonded warehouse and the ulchnate consumer. This Includes the
tax-paid goods which the distiller and the rectifier hae in process of bottling and
In transit to the wholesaler, as well as the stock which the wholesaler carries and
the goods on the shelf of the retailer. An increase of 25 cents ;n the tax rate on
40,000,000 gallons of whisky means that the industry must secure additional
financing to the extent of $10,000,000. In the present condition of the capital
investment markets this would create a very serious problem for the industry
While money may be readily available to purchase grain in barrels, to build
warehouses, and add to plant equipment, it is a much more difficult problem to
secure funds for the payment of taxes on a commodity on which the Government
already has a lien before it has even started into the channels of trade. It is
estimated that there is now outstanding in excess of $80,000,000 in bank loans to
distillers and the necessity of financing any additional amount in the depressed
condition of the money market might seriously affect and unsettle existing loans.

'he distilled spirits industry is admittedly under-capitalized and is even now
facing a curtailment in time collateral value of stocks held in bonded warehouses
for aging purposes. Financing for tax payment creates no additional collateral
value In the whisky. Faced with a certain reduction in consumption in 1938 duo
to economic conditions, a situation which is already apparent in tax payments
during the past months, a reduction which will he accentuated and made greater
by the proposed tax, if adopted, the distilled spirits industry will find great
difficulty in securing the extra $10,000,000 to finance the proposed tax over and
above the normal borrowing in which the Industry has to indulge. Add to de-
clining consumption and consequent slowing up In business the fact that Invest-
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ment funds are at a very low ebb and we have a condition in the industry which
will be very serious and may result In the liquidation of the smaller and weaker
units.

To expect that an increase in liquor taxes is going to result In a corresponding
increase in the revenue which such taxes produce is to ignore the past experience
following tax increases and to disregard entirely the bootleg factor which was
developed and brought to full growth during the prohibition period. The high
rate of taxation on distilled spirits in England is referred to as indicating the burden
which this commodity can bear but an examination of the consumption figures
of that country will show that in the past 20 Years while the tax has been increased
from $2.62 to $12.88 per United States proof gallon consumption figures have
fallen from 35,000,000 gallons to about 8,000,000 gallons. This in England, a
country which is traditionally law-abiding and where the problem of illicit liquor
has never developed to any extent. There can be no denying the fact that our
country still has a tremendous illicit industry and as it thrives on the competitive
advantage which a high tax burden gives to the bootlegger, even a small additional
tax increases to that extent the difficulty of suppressing illegal activities.

To fail to consider the bootleg factor in any consideration of the tax problem
is to overlook the fact that Congress is called on each year to appropriate millions
of dollars for the enforcement branch of the Alcohol Tax Unit. While the Treas-
ury Department, even under the $2 Federal tax rate, to which must be added the
heavy taxes imposed in many States, has been making inroads on the illicit traffic,
within the calendar year 1937 a total of 12,355 stills and nearly 9,000,000 gallons
of mash were seized. While it is a considerable reduction from the 16,000 stills
seized in 1936 it gives no indication that the illicit traffic which flourished so
vigorously prior to 1933 has yet been brought under control. Until the time
comes when illicit production is no longer a real factor in supplying the demand
for beverage spirits it is our contention that an increase in taxation is highly
unwise andwill tend to increase lawlessness and to perpetuate the bootlegger.

In ad-lition to the grave Federal problem which would result from the increased
activities of the bootlegger as the result of the proposed increase in the distilled
spirits tax there would be an equally serious situation so far as concerns the several
States. State revenues derived from the taxation of distilled spirits suffer a
corresponding decrease when sales are made by the bootlegger. Furthermore,
the States of Pennsylvania, Ohio, West Virginia, Michigan, Idaho, Maryland,
North Carolina, Maine, Vermont, New Hampshire, Iowa, Virginia, Alabama,
Washington, Oregon, and Utah have State monopoly systems under which sales
of distilled spirits are conducted exclusively by the State and afford an enormous
source of revenue to these States. The loss of revenue suffered by these States
as the result of decreased consumption will deprive the States of moneys which
are urgently needed for relief funds, education, and the many other necessary
activities of the State governments.

For the reason that the proposed increase will not porduce the revenue desired,
that it will depress an industry not yet stabilized after an experiment in prohibi-
tion, that it will increase consumer cost in an already declining market, and that
it will provide the bootlegger with an additional margin of profit and thus tend
to divert the demand for distilled spirits into illicit channels, we ask your com-
mittee to eliminate section 712 of H. R. 9682.Respectfully submitted.

DISTILLED SPIRITS INSTITUTE, INC.,
LEAGUE OF DISTILLED SPIRITS RECTIFIERS, INC.

STATEMENT OF NEIL F. DEIGHAN PRESIDENT AND WILLIAM G. WELLUOFER,

CHAIRMAN, PUBLIC RELATIONS dOMMITEE, NEw JERSEY LICENSED BEVERAGE

ASSOCIATION, PENNSAUKEN, N. J., REPRESENTING 9,000 RETAIL CONSUMPTION

OUTLETS FOR ALCOHOLIC BEVERAGES IN NEW JERSEY, TO THE FINANCE COM-
MITTEE OF THE UJVITED STATES SENATE

Who will be the ultimate payer of the 25-cent additional liquor tax? Will it
be the distiller? The wholesaler? The consumer? No, it will be the tavern
owner.

The distiller will pass it on but only after he has placed a surcharge on it for the
use of the money that he has laid out for the tax. It will rest with his good
graces whether that will be an additional 5, 10 or 25 cents per gallon. The
package store owner will pass It on to the consumer on the price per bottle. We,
the tavern keepers, cannot pass it on on the price per drink. It will not only be
impractical to pass it on to the consumer but unfair, for there is no such thing as a
penny increase per drink. It must be 9 cents or nothing.
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Now, those who sell the better-grade liquors at a price around 25 cents per

drink if they have proper volume, may be able to absorb this additional tax but
only by giving up some of their proper profit. But, those who sell the cheaper
merchandise, the workingman's tavern, the neighborhood place, with small
volume, will be utterly unable to stand the strain. The competition of tile
speakeasy with its moonshine liquor selling at $7 for a 5-gallon can will make it
impossible for the legitimate dealer, paying $12 to $14 a case of 3-gallon liquor to
compete. It will only create a market for the moonshiner and the bootlegger.
Prohibition was not voted out by the people primarily to get revenue or even to
get a drink, but it was a mandate from the people to get rid of the disrespect for
law-the bootlegger and resulting gangster and general lawlessness engendered by
the "noble experiment." A heeding of this method, to our minds, is much more
important than an attempt to get additional revenue where a popular protest is
least likely to come. Let us heed the experiences of the past which have shown
the overburdened liquor industry means less revenue instead of an increase.

On November 6, 1933, the people passed their opinion in favor of repeal of the
eighteenth amendment by majority of 9,000,000. Crime and corruption, then
existing, was encouraged because of disrespect for an improper law. Repeal of the
eighteenth amendment was the beginning of the end of racketeering that had
shaken the confidence of the people. Promises were made that the twenty-first
amendment would play an important factor in starting American industries,
beginning with a market for the farmer's grain, up to and including the rental of
approximately 400,000 properties for retail outlets in the United States and taxes
and revenues were considered. But the major thought at the time was to reflect
the profits from the sale of illicit liquors to the Treasury of the United States and
the various States who voted for repeal. Since repeal in 1933, $300,000,000 a year
in liquor taxes have reached the Treasury and, while opinions differ, it is estimated
that approximately 25 percent of the liquor consumed today is bootleg, drunk in
speakeasies, and any new or additional taxes will not reflect themselves in increased
revenue but will decrease Federal receipts for many reasons, chiefly, the Federal
Government does not have an enforcement bureau for speakeasies or unlicensed
premises.

Federal wholesale stamps required by the municipal licenses can be obtained by
anyone who applies for them. As a result, approximately 1,800 Federal stamps
were issued in New Jersey above the number issued to municipal and State licen-
sees. The lack of sufficient men on enforcement work makes possible the opera-
tion of speakeasies, and the experience in New Jersey in 1935, when an additional
appropriation of $50,000 permitted the employment of 25 additional men on en-
forcement work in Commissioner Burnett's office provided a weapon to strike at
the source of bootleg liquor as well as speakeasy outlets. This appropriation
resulted in an increase of $1,600,000 in liquor taxes to the State of New Jersey as
well as an increase of $3,200,000 to the Federal Government. If an appropriation
of money sufficient to employ the necessary men in the various States were pro-
vided, one does not have to use his imagination to draw the conclusion that con-
sumption of bootleg liquor would be reduced by at least 10 percent. It would not
necessarily mean increased consumption of liquor but rather increased consump-
tion of tax-paid liquor.

On the other hand, if the proposed additional tax of $0.25 per gallon were re-
versed and a decrease of $0.25 per gallon instituted and a sufficient appropriation
was made to employ additional men for enforcement work, it is my personal
opinion and the opinion of those I represent, that even with the reduction of
$0.25 per gallon, Federal receipts were to the increased by a sum of money equal to
10 percent of all taxes received during 1937. And, at the same time, employ-
ment would be provided for many who are now receiving relief. In presenting
this, we ask that your honorable committee give serious consideration to the
recommendation contained in this last paragraph.

SENATE FINANCE COMMITTEE,
Washington, D. C.

GENTLEMEN: On behalf of the National Association of Retail Druggists, com-
prising approximately 25,000 members residing in every State in the Union, begs
leave to bring to the attention of the committee its views in regard to the 10
percent excise tax on cosmetics and toilet preparations.

We submit that a tax of this size is a tremendous burden upon this branch of
industry, in which about 60 percent of the total retail business is conducted in
the retail drug stores of the United States. We are informed that only in the
case of distilled spirits and tobaccos is the tax comparable in size. We further
submit that cosmetics and toilet preparations are no longer in the luxury class;
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that they are purchased and consumed by all classes of our people; and that not
being luxuries, a'tax as great as 10 percent is enormous and insupportable. The
committee of the House, in its wisdom, has seen fit to repeal entirely the excise
taxes on jewelry, furs, sporting goods, photographic supplies, chewing gum,
matches, and other products. With this action we have no quarrel, but we do
submit that it is unfair to relieve such products entirely of taxation and allow
the large excise tax of 10 percent to remain unchanged on cosmetics and toilet
preparations.

We submit that, as a matter of justice, these excise taxes should be lowered
proportionately on all classes of products so covered, and that no single class of
products should be singled out for a continuing heavy tax when 100 percent relief
is afforded to a number of classes of products, many of which are definitely in the
luxury classification. Therefore, we ask that the committee in its deliberation,
give attention to this situation. We specifically ask that the excise tax of 10 per-
cent on cosmetics and toilet preparations be reduced by 50 percent. If it becomes
necessary for revenue purposes to make up any deficiency, we suggest that the
committee consider similar reductions on the present taxes on other products
mentioned in lieu of complete repeal.

The drug Industry has always borne Its share of the tax burden, State, and
national, cheerfully but it is unanimous in its opinion that the bill, as approved
by the House of Representatives is unfair and inequitable in these respects.Respectfully,

ROWLAND JONES, Jr.,
Washington Representative, National Association of Retail Druggists.

MARCH 18, 1038.
SENATE FINANCE COMMITTEE,

Washington, D. C.
GENTLEMEN: On behalf of the National Association of Retail Druggists, coin-

p rising approximately 25,000 members residing in every State in the Union, begs
cave to bring to the attention of the committee our views in regard to the tax

bill now under consideration by the committee. This statement is concurred in
and supported by the National Drug Trade Conference which Is composed of
associations representing all branches of the drug industry. The component
organizations of the conference are:

American Pharmaceutical Association.
National Association of Retail Druggists.
American Drug Manufacturers' Association.
American Association of Colleges of Pharmacy.
National Wholesale Druggists' Association.
The Proprietary Association.
American Pharmaceutical Manufacturers' Association.
National Association Boards of Pharmacy.
Federal Wholesale Druggists' Association.

The 1038 tax bill, as passed by the House of Representatives, now before the
committee, increased the excise tax on distilled spirits in the amount of 25 cents
per gallon.

The above-mentioned organizations respectfully call to the attention of the
committee that this increase in the excise tax represents an approximate Increase
of 47 cents a gallon on ethyl alcohol, which has widespread use in the manufacture
and preparation of drugs and medicines. We believe that the House committee
and the House of Representatives as a whole, did not contemplate and did not
realize that this increased tax on distilled spirits would also increase the tax on
ethyl alcohol, thus increasing the cost of drugs and medicines to the sick.

Therefore, it in respectfully urged that the Senate Finance Committee, In their
wisdom, make provisions for the exemption of ethyl alcohol used for nonbeverage
purposes from this increased tax.

It is further pointed out that such an excise would have a very small effect
upon the total revenue collected under this provision.

The drug industry has always borne its share of the tax burden, State and
national, cheerfully; but it is unanimous in its opinion that the bill, if approved
by the House of Representatives, is unfair and inequitable in this respect.

Respectfully, ROWLAND JONES, Jr.,

Washington Representative, National Association of Retail Druggists;
Secretary, National Drug Trade Conference.
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STATEMENT BY JAMES F. ooE, COUNSEL ON BEHALF OF THE PnOPRIETAnY

ASSOCIATION

To: The Committee on Finance, United States Senate.
In re: The Revenue bill, section 712, tax on distilled spirits.

This is a request to exempt alcohol Intended for use In the preparation of
medicines from the Increased tax proposed by section 712.

Tile Proprietary Association is an unincorporated body. Its membership con-
sists of manufacturers of proprietary medicines. It is estimated that tile member-
ship represents approximately 80 percent in volume of proprietary medicines
manufactured in this country. The association has been in existence for over 50
years, and maintains its principal office at 810 Eighteenth Street NW., Washing-
on, D. C. Practically all of tie well-known proprietary medicines are included

in its membership. These medicines arc advertised for direct sale to the public,
although some of the products are sold only on physicians' prescriptions.

Section 712 of the bill, as adopted by the House of Representatives, increases
the tax on distilled spirits from $2 to $2.25 on each proof gallon, or wine gallon
when below proof. It also increases proportionately the tax at a like rate on all
fractional parts of such proof or wine gallon. This Is, In effect, (commercially
and practically), an increase of 47% cents per wine gallon.

Presumably, the motivating idea was that this was an increase in the tax on
whisky or alcohol used for beverage purposes. There are certain arguments
usually and generally advanced for high taxes on beverage alcohol. However
the term "distilled spirits" includes alcohol used for medicinal purposes. Of
course the arguments which pertain to high taxes on alcohol for beverage purposes
do not pertain to high taxes on alcohol used In the preparation of medicines.

This statement does not contemplate the use of whisky for medicinal purposes.
Whisky is at times used medicinally. This statement, however, contemplates
only the use of alcohol as one of the materials in the manufacture of medicines.

JIvcry vegetable plant and other collateral growth contains to a very great
extent what we term in medicine ingredients which cannot be extracted by water
but must be extracted by the use of alcohol. When a solution is made of these
preparations it is medicine which is utilized to allay sickness and human suffer-
ings and all symptoms that flow from pathological conditions.

Alcohol, therefore, is a usual and important ingredient in the manufacture of
medicines. To increase the tax on it is to increase the cost on the raw materials
which go into the manufacture of medicines. And that, in turn, is to increase
the price of medicines. It Is particularly objectionable in connection with pro-
prietary medicines because they are the medicines sold to, and purchased by,
people who frequently do not have the financial means to obtain medicine on
medical prescription. Proprietary medicines frequently are referred to as the
"poor man's medicine."

It is now the policy of the Government to permit the withdrawal of denatured
alcohol tax-free. The reason given is that it is unfit for use for beverage purposes.
When alcohol is used in the manufacture of medicine and the product is capable
of being used as a beverage, and contains a sufficient amount of alcohol to be
intoxicating , it is, in law, an Intoxicating liquor. It is only when it is so medicated
that it is not capable of being used as a beverage that it is In law treated as a
medicine. In other words, the alcohol which legally enters into the manufacture
of medicinals, which are not capable of being used as a beverage, is a medicine,
and not an intoxicating liquor. When medicine and not intoxicating liquor, there
Is just as good reason why it should not be taxed as there is why denatured alcohol
should not be taxed.

Section 712 of this bill makes an exemption as to brandy. It therefore cannot
be successfully argued that it is administratively impossible, or difficult, to make
exceptions. If exception can be made for brandy, exception can be made for
alcohol used in the manufacture of medicines.

fn the past, revenue laws have provided for drawbacks in the case of alcohol
withdrawn for use in the manufacture of medicine. For instance, section 600 (a)
of the Revenue Act of February 24, 1919, imposed a tax on distilled spirits of
$2.20, or "if withdrawn for beverage purposes, $6.40." This and other similar
enactments in the past show clearly that a distinction can be made between alcohol
used for beverage purposes and alcohol used for the manufacture of medicines.

So much for the administrative purposes.
As for the legislative purposes, It is not believed that there was any intention to

Increase the tax on alcohol used In the manufacture of medicines. As stated
earlier, It is believed that the motivating idea was to increase the tax on alcohol;
used in the manufacture of beverages.
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However the tax as contained in this bill enters into the cost of medicines which
are used alie by the rich and the poor. They are necessaries, and as such should
be kept within the reach of all. In the last analysis, the truth is that this tax is
generally paid by those who are sick, and by far the greater portion of it is paid
by the poor who are sick and can ill afford to pay it.

We request that in subsection (e) of section 712, an exemption be made for
alcohol used in the manufacture of medicines. This could be done by rewriting
subsection (e) to read as follows:

"(e) The amendments made by this section shall not apply tobrandy or to
alcohol used in the manufacture of medicinal preparations and the rates of tax
applicable to such brandy and to such alcohol withdrawn for use in the manufac-
ture of medicinal preparations shall be the rates applicable without regard to such
amendments."

Respectfully submitted. THE PROPRIETARY AssOcIATION,

By JAMES F. HooE, Counsel.
WASHINGTON D C,March 19, 1988.

REPEAL ASSOCIATES,

Hon. PAT HARRISON, Washington, D. C., March 16, 1988.

Chairman, Senate Finance Committee,
Senate Office Building, Washington, D. C.

My DEAR SENATOR HARRIsON: The officers of Repeal Associates, whose names
appear on this letterhead, request that you lay before the Senate Finance Com/mit-
tee the information contained in the attached statement.

In order not to add to the pressure on the committee in its consideration of the
revenue bill, we are asking for no part of the time allowed for public hearings,
but should the committee desire fuller information, I shall be glad to send a repre-
sentative to appear, at the convenience of the committee, to answer questions.Very truly yours, W. H. STAYVON, Execulive Director.

STATEMENT FROM REPEAL ASSOCIATES, OTIS BUILDING, WASHINGTON', D. C.

To accompany letter from W. H. Stayton, executive director, to the chairinan,
Senate Finance Committee, March 10, 1938.

SUBJECT

That section of the bill H. R. 9682 which provides that "section 4 of the Liquor
Taxing Act of 1934 is amended by striking out '$2' and inserting in lieu thereof
$2.25'."

WHO REPEAL ASSOCIATES REPRESENT

Repeal Associates is a nonpartisan, nonpolitical Nation-wide membership
organization of American citizens who are interested in establishing and main-
rining proper control of the liquor traffic.

In presenting this statement to the Senate Finance Committee, Repeal Associ-
ates speaks in behalf of citizens having no financial interest in the liquor traffic,
but who are keenly interested in matters affecting proper State control of the
traffic.

STATEMENT

We believe that to lay this increased tax upon distilled spirits at this time--
when State control bodies are endeavoring to establish satisfactory control and
to eliminate the scourge of bootlegging and tax evasion which still exists-would
increase the difficulties of State liquor-law enforcement and result in evil conditions
adversely affccting-the welfare of the country as a whole.

We, therefore, request that the Senate Finance Committee give due thought
to the following considerations:

1. Revenue to the Federal Government from taxes on distilled spirits has
Increased each year as the States have been able to reduce the amount of illicit
manufacture and sale, through the establishment and enforcement of local control
measures.

2. When the increased rate of tax was proposed it was offered as a means of
adding an estimated $30,000,000 to Federal receipts, without bringing dissatis-
faction to the consumers.
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There Is no basis for the belief that an increase of 12% percent In this tax would

be absorbed wholly by the manufacturers alad not passed on, at least in part, to.
the consumers,

An increase in taxation on a commodity which Is in great demand, which lends
itself so readily to smuggling and bootlegging, and which so recently has been
supplied entirely through illegal but well-organized channels, would increase.
tax evasion and the cost of law enforcement.

Therefore, any increase in the rate of taxation would not produce a proportion-
ate increase in the amount of revenue.

8. The people of the United States have decreed that the liquor traffic shall be
a legal traffic, controlled by the States in accordance with the wishes and judgment
of the people of the respective States.

Any action taken by the Federal Government which increases the difficulties
of State and local control, tends to prevent the fulfillment of the expressed wishes
of the great majority of the American voters.

4. The conclusion that the proposed increased liquor tax would materially add
to the difficulties of State control of the liquor traffic is confirmed by the following
testimony from State liquor administrators:

CALIFORNIA

"Any increase in Federal or State taxes on liquor would, in my opinion, increase
the problems of enforcement In California. Everyone knows illicit liquor opera-
tions are en aged in for profit only, and increasing the taxes on the legally manu-
factured and distributed product proportionately increases the profits to the boot-
legger."-George M. Stout, State liquor administrator.

COLORADO

"Colorado tax of 20 cents per pint, plus 25 cents per pint Federal Government.
tax, plus license fee and property tax, is severe penalty. Further penalty might
encourage Illicit trade."- George E. Saunders, Secretary of State.

FLORIDA

"The higher the tax on liquor the more it encourages the manufacture and sale
of moonshine whisky, and this illegal manufacture and sale of moonshine whisky
is now our greatest problem, as it pays neither a license or excise tax."-State-
beverage department.

ILLINOIS

"High taxes make bootleggers. Bootleggers make enforcement difficult."-
Arthur S. Smith, chairman, Illinois Liquor Control Commission.

IOWA

"Increased taxes make higher consumer costs. This encourages illicit stills
thus interfering with State control."-Bernard E. Manley, Iowa Liquor Control
Commission.

MAINE

"In our opinion, proposed. increased Federal liquor tax in this State would not
reach consumer, but would result in the State absorbing the tax. Impossible for
us to increase liquor prices as they are already at the peak. Further increases
would result in bootlegging and real protest from the citizens of the State."-H. F.
Boardman, chairman of the commission.

MARYLAND

"Increased Federal liquor tax would encourage sale of illegal liquor and add to
local enforcement problem."-Wm. S. Gordy, Jr., State comptroller.

MASSACHUSE'IrS

"This commission believes that increased Federal tax 25 cents per gallon on
distilled spirits is very apt to increase the difficulties surrounding the proper
enforcement of the provisions of our liquor-control act. Our excise tax rate on
all distilled spirits sold In this Commonwealth is at the reasonable rate of 40 cents
per gallon. This rates was decided upon by the legislature with a view to mini-
mizing the possibility of bootlegging, by endeavoring to keep down consumer
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iees to such levels as would remove opportunities for large bootlegging profits.
e sincerely trust that no action will'be taken by the Congress which wili tend to

invite such activity. "-Alcoholic beverages control commission, William I?.
Hayes, chairman.

MINNESOTA

"Every increase in liquor tax enlarges the margin of profit for the illicit manu-
facturer and seller and encourages violation of the State and Federal liquor laws.
Increased activity of illicit liquor traffickers necessitates an increase in enforce-
ment agents and in the cost of enforcement."-William Mahoney, Minnesota
State Liquor Commissioner.

NEW JERSEY

"Proposed increase in liquor tax means more work and less revenue for State.
Present Federal tax of $2 per gallon, to which State adds $1, makes a $3 tax on
alcohol which costs less than 20 cents a gallon to produce. That is why we have
bootleggers in spite of repeal. The additional tax of 25 cents a gallon (proposed)
is thus a tax of 125 percent on the cost of production. Adding this to the present
1,500 percent makes a total of 1,625 percent. No wonder we have bootleggers.
The more the illicit alcohol the less the revenue. Why add fat to the prize already
so tempting to the bootlegger?"-D. Frederick Burnett, commissioner.

NEVADA

"Increased Federal or State tax on alcoholic beverages will mean additional cost
of enforcement of liquor laws."-Wm. Kelly Klaus, supervisor, Liquor Tax
Department, Nevada Tax Commission.

NORTH CAROLINA

"Proposed increase in Federal liquor tax will necessitate increase in retail
prices in North Carolina, which will force us to increase prices on cheap whisky,

eretofore used to combat the illicit liquor traffic in rural counties and industrial
towns. We are now selling some whisky for 50 cents per pint. With increase in
tax it will be impossible to use this method of combating the bootlegger."-
North Carolina Board of Alcoholic Control, Cutlar Moore, chairman.

OHIO

"As chairman of taxation committee of the National Conference of Liquor
Administrators during 1935 and 1936, will say that we took action recommend-
ing that the Federal Government reduce the gallonage tax. The Ohio Board feels
that increasing taxation encourages the bootleggers and makes enforcement more
difficult."-Wellington T. Leonard, member, Ohio Board of Liquor Control.

SOUTH CAROLINA

"Increased Federal liquor tax will have tendency to encourage the manufacture
of illicit liquor, especially in States imposing high rates of tax."-W. G. Query,
chairman, South Carolina Tax Commission.

UTAH

"Any measure increasing cost of legal liquor to consumer would make illicit
traffic more profitable and thereby increase enforcement problem."-J. W. Funk,
chairman, Utah Liquor Control Commission.

VIRGINIA

"Virginia Board.Jhas notified our Senators we are opposed to this increase."-
R. McC. Bullington, chairman, Alcoholic Beverage Control Board.

WASHINGTON

"Proposed increase of Federal liquor tax will certainly be passed on to con-
sumer. Previous experience shows that increasing tax is followed by increasing
activity of illicit trade. In this State moonshining has been almost entirely
-eliminated because of moderate mark-up and close cooperation of Federal and
State enforcement officers. Impossible to forecast effect of the increased tax now

-contemplated."-Washington State Liquor Control Board.
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WEST VIRGINIA

"We have wired West Virginia Senators urging them to oppose increased Federal
liquor tax. Such an increase by causing hi gher prices to consumer undoubtedly
would lend encouragement to bootleggers and thus would render enforcement more
-difficult."-R. E. Kelly, chairman, West Virginia Liquor Control Commission.

WYOMING

"Difficulty In enforcement of local liquor control would be increased more than
25 percent by proposed increase Federal liquor tax."-O. 0. Natwick, directQr,
Wyoming Liquor Commission.

SUNSET HILLS FARM,
SUNSET HILLS, FAIRFAX COUNTY, VA.,March 18, 1938.

Hon. PAT HARRISON,

Chairman of Senate Finance Committee,
Senate Office Building, Washington, D. C.

MY DEAR SENATOR HARRISON: Several days ago I requested the privilege of
appearing before your committee in regard to the increase of the revenue on dis-
tilled spirits of 25 cents a gallon. I visited your committee room yesterday
but understand there arc so many witnesses to be heard and so many other
schedules before your committee that there would probably be no time available
to hear me. I am, therefore, submitting these thoughts to your committee for such
consideration as you may think advisable.

While I manufacture distilled spirits, I am writing this letter to your committee
us a citizen and taxpayer with interests far larger along other lines than my dis-
tillery. Therefore, I trust that you may take my remarks as coming from an
unbiased source.

My distillery is a small one making approximately 1,300 gallons a day -and is
located on my farm of 4,000 acres in the blue grass hills of Virginia. I am situated
so that I raise a large amount of grain for my distillery and feed the by-product
to my dairy cattle, beef cattle, horses, hogs, etc. Operating my distillery in
conjunction with my farm as I do, I could sell my whisky at cost and still make a
reasonable profit.

The tax probably would not affect me very much for the reason that I am making
a very high grade bourbon whisky such as was made in the old days when bourbon
whisky became famous and my trade is rather exclusive and of high grade and as
mnyprod-,otion is small, the increase in tax may not materially affect me or my
product, but -Pk other hand, as my distillery is probably the only one in
America down on the farm with no stocks, bonds or mortgages to contend with,
and a high grade trade developed, I am probably the only one so situated who
could absorb this increase in taxation.

Being rather familiar with the industry before prohibition, during prohibition,
and since prohibition, it is my firm conviction that the increase in tax, such as
proposed by you, would not bring increased revenue but a diminishing revenue
for the reason that the tax you propose together with the tax already imposed
would be more than 300 percent of the average cost of manufacture, and such a
tax would be prohibitory and would open the door for the bootlegger as in the days
of prohibition. In fact, is it not problematical that if this tax was imposed and
the bootlegger again became active that the cost of enforcement might be greater
thai the income received? It might be comparable to pouring water into a bung
with the spigot open.

The American Encyclopaedia of 1879-volume XVI, page 598-states that in
•-18d8 when the ta,, of $2 a gallon was imposed that $19,000,000 was collected in
revenue. In 18%t when the tax was reduced to 50 cents a gallon, the Govern-
ment revenue inrt-eased to $45,000,000. The following year it increased to
$65,000,000.

Thus showing that in that period the total revenue tax diminished with the
increase of revenue and increased with the decreased revenue.

A tax of 25 cents per gallon may seem small to the Congress but when it is
added to an already back-breaking revenue it is my opinion that it will bring
results very differen( than those contemplated by your honorable body. Of
course, it must le remembered also that hack in the days of which I speak, the
revenue from distilled spirits largely paid the running expenses of the Govern-
ment, but In the present day with not only this particular tax but the other im-
mense and burdensome taxes that are imposed, they are really getting beyond
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the possibility of the taxpayer to pay them and in the last analysis it will be
passed on to the ultimate consumer and in reality will not be a tax on the dis-
tillery but the public at large. This, in my opinion, will drive the ultimate
consumer to the bootlegger which, as we all know, before the end of prohibition
made a quality of whisky better than some of the legal liquor immediately after
prohibition.

In conclusion I desire to state that my experience of rather an active business
life extending from the panic of the early nineties down to the present time makes
it my belief that if the Congress and the administration were as alert in putting
forth economies, curtailing expenses and stopping the unnecessary outflow of the
taxpayers' money as they are in digging up new and increased taxes, business
might take a turn for the better.

It seems to me that the major things that are confronting us are:

Fear, fear, more fear, and then some.
Taxes, taxes, more taxes, and then some.
Politics, politics, more politics, and then some.

All of which are fast getting on the nerves of the businessman whether he be
farmer, merchant, stock breeder, distiller, or what not.

Yours very truly. A. SMITH BOWMAN.

STATEMENT OF EMIL NATHAN, EXECUTIVE SECRETARY, WHOLESALE LIQUOR DEALERS
OF MISSOURI, TO SENATE FINANCE COMMITTEE AT PUBLIO HEARING HELD AT
WASHINGTON, D. C., MARCH 19, 1938

iRepresenting the responsible wholesale liquor dealers of the State of Missouri,
I beg to submit the following facts in connection with the proposal to raise the
excise tax from $2 per gallon to $2.25 per gallon on distilled spirits.

My activity of more than 50 years in the distilled-spirits industry affords the
opportunity of expressing to you the experience of a half century devoted entirely
and continuously to this line of service.

There is no question that if 100,000,000 gallons are tax-paid in a given year
that the raise of 25 cents per gallon would produce $25,000,000 additional revenue,
but the experience of the past half century has proved that when the rate is
raised the withdrawal and tax payment from bond is correspondingly reduced,
and the calculation so simply arrived at with a pencil is not in fact realized.

The reasons for this are obvious, as it has been the unfailing experience that
every increase in the tax rate has increased the production of illicit whisky, which
pays no tax but takes its place in the realm of consumption to the detriment of
the industry and the loss to the Federal Treasury.

The present tax on a case of 100-proof whisky is $8.88, which includes Federal
tax, Missouri State tax, and Federal strip-stamp tax, while the tax bill on pro-
prohibition whisky of the same strength and gallons was $3.30 per case.

Preprohibition times recorded no State taxes, no strip-stamp taxes, and only a
Federal tax of $1.10 per gallon.

The effect of this difference alone on the indiintry is terrific, as it requires an
investment by the wholesaler of three times the amount that he needed in his
business prior to the prohibition era. The profit on sales is far less and the expense
of doing business more, which has brought about a very serious condition and is
showing losses instead of profits and practically making the wholesale liquor
dealer a responsible collector of taxes for Federal and State authority without pay.

It cannot be said this condition is due to too many firms in the business of whole-
saling liquors, as there were over 6,000 wholesalers actively engaged in business
prior to 1920, while today there are less than one-half that number so engaged,
and these, generally speaking, operating without profit.

The business is in such a desperate condition that the present form of distribu-
tion at wholesale can be completely upset by some such apparently small and
simple act as this proposed raise in tax which might be likened to the "straw that
broke the camel's back."

MAnCH 18, 1038.
Senator PAT HARRISON

Chairman, Senate Finance Committee,
Washington, D. C.

DEAR SIR: As the editor in chief of the Daily Metal Reporter, which eaters to
the ferrous and nonferrous metal industries, and of se i'eral other trade papers
catering to basic industries, I desire to voice my objection to the proposed increase
in the excise tax on liquor.
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The steel and metal industries have benefited materially by the business that

has come to them in one form or another from the liquor industry. Any increase
in the internal revenue tax on liquor, is bound to have a two-fold influence. It is
bound to result in a lessened consumption of liquor and it most certainly will
divert a good portion of the remaining liquor business from the legitimate trade
to the bootleggers, In turn, these results will have their bearing on the steel and
metal industries. If the liquor industry is deprived of a good portion of its reve-
nue it will mean that the industry will spend less for equipment, for machinery,
for supplies, and for the hundred and one other commodities that it uses. I am
not only referring to the purchase of new equipment but also to replacement and
repairs.

In times like these when basic industries like steel and metal are operating at a
low rate, when every channel is being fine-combed in an effort to dig up new busi-
ness to keep plants going and to give employment to men who want to keep off
the relief rolls, it would seem to me to be poor economies to say the least, to place
greater burdens on a legitimate industry which, in my opinion, is already heavily
taxed. The proposed increase in the excise tax would be akin to killing the hen
that laid the golden egg.

Respectfully yours,

Editor in Chief.

Mr. W. B. Holton, Jr., New York City, representing the Walworth
Co., is the next witness.

STATEMENT OF W. B. HOLTON, JR., NEW YORK CITY, PRESIDENT
THE WALWORTH CO.

Mr. HOLTON. My name is W. B. Holton and I am president of the
Walworth Co. I have come here to talk to you through your courtesy
this afternoon on matters pertaining to the effect of the undistributed-
profits tax on the so-called heavy industries, the capital-goods indus-
tries.

The Walworth Co. is part of and largely selves the capital-goods
industry. To my mind, and after a careful review of the underlying
facts of the business trend in the heavy industries over the past 6
months, there is no question but that the undistributed-profits tax
was one of the major factors which caused the precipitate decline in
the latter part of the second half of the year.

Before going into that general question I shall be quite brief, but I
should like to call attention to two points in respect to the provisions
of the House bill in matters pertaining to the undistributed-profits tax
if it is to be retained, and I sincerely hope that proves not to be true.
The first is on page 17 of the House report, subsection E of section 13,
and has to do with the exemption of companies which emerged or are
emerging from reorganization proceedings. If I have read the section
correctly, and I think I have, it means that the "breather" provided
for companies having undergone a reorganization depends upon the
date of the final decree in other words, if the company emerges from
a reorganization in the last of the taxable year, on the last day, there
is no breather; they would have one day of exemption; if, on the other
hand, they emerged from reorganization proceedings in the early part
of the taxable year, there would be the remainder of the year. It
seems to me it would only be equitable if a uniform period were pro-
vided for those companies which have gone through reorganization.

The second point has to do with the recording of the dividend posi-
tion and the annual statement. At the present time all of us have
been re quired to guess as to what our net profits would be, with an
audit 2% to 3 months off, and to take dividend action in respect to



the provision of the undistributed-profits tax, with no knowledge of
what the precise earnings were.

Both of those points could be readily corrected.
Senator BjiowN. On the last one you mentioned, if a flat rate of 17

or 18 percent corporation tax is levied, the problem would not arise,
would it?

Mr. HOLTON. It would not; sir.
The CHAIRM AN. We took care of that difficulty in the personal

holding company provision but not in the undistributed-profits tax.
Mr. HOLTON. That is right.
The CHAIRMAN. You want it to apply the same as to holding coin-

panics so far as notice of distribution is concerned, if it should be
retained?

Mr. HOLTON. Yes; and I hope it will not be retained.
I should like to take just a minute of your time on the question of

what has happened to the buying power of the heavy industries.
The heavy industries gain their sales volume both from maintenance

and from reconstruction, and we in our industry, which is the valve
and fittings industry, providing valves and fittings which are used
for the control of pipe-line transmission of all types-oil, Whter, gas,
liquids, and what not, from a vacuum to 10,000 pounds per square
inch pressure-have a rough rule of thumb measure as to whether the
volume is coming from maintenance or whether from construction,
and that turns on a particular type of fitting known in the trade as
a union. Unions are used very much more extensively in repair work
than they are in new construction. When you have to replace a
worn-out fitting or a worn-out valve it is necessary to cut the line
and in order to bring it together again a union of the two is required.

Whenever we find in the analysis of the sales volume in our industry
the demand for unions is going up in the air, we can be pretty sure
there has been considerable stimulation hi the maintenance field.
That happened last spring, and the last precipitous decline in volume
was most noticeable in that same field. In other words, the necessary
repairs were being deferred by customers of the heavy industries
because they were unable to see into the future just what the threat
against their working capital would be in the event they had to pay
as high as 27 percent undistributed-profits tax.

Now, the arithmetic is very simple, Senator. Take, for example, a
company, or an individual, who has one-third of his not worth invested
in an inventory which has been manufactured in his own plant.
Consider further that the heavy industries granted to labor, from the
period June 30, 1936, until June 30, 1937, or a little later, very sub-
stantial increases in wages. These increased labor-rates reached as
high as a 25 to 30'percent increase. Any company which is a customer
of the heavy industries and which had one-third of its total net worth
invested in fabricated products of its own manufacture and having as
little as a 15 percent increase in labor and materials in the total loading
of costs as carried oi their books for inventory purposes, when taken
together with the normal tax of 15 percent would have absorbed in
these two items alone a full 0 percent earning power on the total net
worth of its investment. At the time when the business man began
to see that his working capital, although increasing from profits
would all be required to finance additional inventory, he stopped
buying. Company after company on June 30, or thereabouts, of
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last year realized that although they were having a profitable year, a
very large part of those profits would be required to finance an increased
cost of the same number of units in their inventory, whether pounds,
tons, barrels, bags, or what not.

Now, the result was that there was an immediate stopping in major
repair work. The further result was that there was an effort to
fet money out of their own inventories, whether of their own manu.
acture or raw material. And what happened? We had a flattening

down of the demand for raw materials, semi-finished, and all other
products of the heavy industries almost immediately. When it was
understood that a large portion of their cash would be required for
operating purposes the heavy industries took a nose dive. Volume
went off as though you had cut it with a knife, and although at the
end of the year there were substant,4 9 its in many lines, those
earnings and current accrual Isurplis were n6t-Wpresented by cash,and they are not represent by cash oday. .

The earnings and tl #-&rront accruals to surplus wertblooked uponby a great many peqpfe as a surplus iq t0 nature of workdg capital
beyond the needs .f that particular ompany,:but that is -not true;
working capital iis represented by higher inv~etory cost of thfl same
number of unit"hnd tie csh wa not 6yaiAble with ,which topay a
dividend, and,urthermore, in oriler not-to pay aA .#i htod aviage
of a profits talon undistoi'AtcoJ profit- of 20)6 perctit,Wive times at
amount had h be paid out to s, gikhqJder4. Th sto0oholders 00n-
orally would ave preferred to hbf.r4 the monoy remainin iik*the busing,
save for the enalty taxes. j , .
I have be' quite disturbed of !to 'ittor Harrison, about de.

questioning the importancep! tho undls4ibuted-profits tax of l st
year in its eff, t on bualpess, amd, f I mai'Heaye pna.thought with !ds
committee it s, insofart as the heavy duitrbs are cojcerned,4an
examination o the record last year will umdjubtedlyobring yo U to
the conclusion' \hat the i iost import~pk, control uting factor i,0 the
decline and prec1pitous decline of voloime e the bev industry was
due to the undist tmuted-profitsdtax. ,,if

I thank you very uch. " -J,
The CHAIRMAN. Thnk you very much.
Mr. Percy Phillips, M senting the Baltimore Tra00 Co.
Have you a brief, Mr. i
Mr. PHILLIPS. I have left cCjies1 i 66he. ceirk for distribution.

I also have a brief statement that should not take more than 7 minutes,
to summarize this matter, which has not previously been brought to
the attention of the committee.

STATEMENT OF PERCY W. PHILLIPS, WASHINGTON, D. C., REPRE-
SENTING THE BALTIMORE TRANSIT C0.

Mr. PHILLIPS. My name is Percy W. Phillips and I am a member
of the law firm of Ivins, Phillips, Graves & Barker, of Washington,
D. C. For several years I had the privilege of being a member of
the United States Board of Tax Appeals.

I appear here on behalf of the Baltimore Transit Co,, which operates
the transportation system in the city of Baltimore.

In 1934 that company went into receivership. In 1935 it was
reorganized under section 77 (b) of the Bankruptcy Act. Indebted-
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ness of some $64,000 000 was reduced to $23,000,000, a cut of more
than 50 percent, and the annual interest charges of that company
were reduced from some $3,000,000 to less than $1,000,000.

That company has not earned its interest requirements since it
came out of the receivership, and its bonds today are selling at about
20 percent of their par value.

Senator KING. The stock, I suppose, is wiped out entirely?
Mr. PHILLIPS. So far as value is concerned; yes. In the reorganiza-

tion the common stock, I believe, was practically wiped out. The
stockholders were given a very small percentage of the common stock
in the resulting capitalization under 77 (b), but it was very small.

That company has certain capital assets which could normally be
used in the purchase and retirement of these bonds, but has no income
which it could use for that purpose and the only securities are these
bonds which, as I say, are selling at 20 percent of their par.

However, under a decision of the Supreme Court in the Kirby
Lumber case, handed down in 1931, the Treasury Department would
attempt to collect a tax upon the difference between the par value of
these bonds and the price paid to purchase them-it would attempt
to collect from the company an income tax on the difference between
the par value of those bonds and the price at which the company went
in the market and bought them, or a tax as income upon 80 percent
of the par value of those bonds if they were purchased and retired at 20.
The net result of that is that the company is not in a position to go
out and buy and retire its bonds.

Senator KING. Were those bonds purchased and retired by officers
.or capitalists who got the benefit?

Mr. PHILLIPS. They have not been retired, Senator King, and that
is the point I am making. The company would normally use some of
these capital assets for the purchase and retirement of its bonds, but
the income-tax burden is such the company cannot do so. It is not a
question of the officers or some outside financiers retiring the bonds;
it is a case of the company itself being able to retire parts of its in-
debtedness except for the provision of the Income Tax Act.

Senator KING. It is not in the position of the land banks, where they
speculated and made enormous profits and got away with it?

Mr. PHILLIPS. I think not, sir.
We have a situation in the income-tax laws by which a corporation

which is in a strong financial position may retire or call its bonds-and
usually the call provision is at a premium; they call them to refinance
at a lowgr rate of interest. If, for example, those bonds are called at
110, the company is entitled to take as a deduction on its income-tax
return the premium over par at which they retire those bonds, or 10
percent. For the purpose of my illustration, I am assuming the bonds
are sold at par. If, on the other hand, a corporation which is in a weak
financial position finds itself in a position to retire its mortgage bonds
at a percentage of their par value, that corporation must pay a tax
upon an income computed by including in that income the difference
between the price at which those bonds were marketed, or perhaps the
amortized price, and the price at which retired.

So we have a situation in the income-tax law which gives a premium
to the strong company, which allows it to retire its bonds at a pre-
mium, and take the resulting loss, and which puts a burden upon the
weak financial corporation which finds itself in a position where it can
retire its bonds at less than par.
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Now, it seems a rather strange situation and we made inquiry to
learn whether it was general; that is, whether corporations generally
were in a position where theywere not able to retire their bonds because
of tax burden, and we found we were not alone in that situation, and it
is a situation which is fairly general among transit companies and
railroads. That same situation is true in the case of the individual
who finds an opportunity to compromise his indebtedness with one or
more creditors. The compromise is regarded as income to the extent
the indebtedness is wiped out. There are a number of cases which
have been tried in the Board of Tax Appeals and the courts in which
conflict has developed as to the extent of that liability and there are
decisions which say that the individual or company which effects a
compromise with its creditors is taxable only to the extent it makes the
individual solvent, because no one would contend, and so far as I know
no ono has yet contended that a man who goes through bankruptcy
and whose debts are wiped out has received income to the extent they
are wiped out, although the logic of the situation would carry the
rule that far.

Senator WALSH., Is there not a provision in the new bill that a cor-
poration can go bankrupt and yet not take a loss?

Mr. PILLIPS. None that would correct the situation I have in
mind, sir.

Senator WALSH. I would like to ask Mr. Stai about that.
Mr. STAM. That is not the same proposition.
Mr. PHI, Ps. We do not believe that a policy which so hampers

the weak corporation' which is trying to reestablish its credit or put
itself on its feet, or the individual, or any other business which is in
such a situation, can be regarded as a sound public policy. It was not
the rule prior to the decision in the Kirby Lumber Co. case, and when
I say it was not the rule, I mean it was not the rule laid down by the
Board of Tax Appeals and the courts, although there may be .some
doubt as to what the Treasury Departnment's ruling on that situation
was, prior to that time. There may be some question as to the situa-
tion which has developed in the decisions of the courts and the Board
of Tax Appeals as to whether the Kirby Lumber case and the Kerbaugh
Empire, case are in conflict with each other; there is a no man's land
in there, and the individual taxpayer who finds himself in that no
man's land, also finds himself in the position of being in litigation to
determine what his tax liability is.

We believe such a policy tends to injure business and also tends to
reduce taxes. I say it tends to reduce taxes because the strong cor-
poration which will get the benefit of a reduction has all of the advan-
tage of carrying out the transaction which would produce that reduc-
tion in its tax return.

The CHAIRMAN. Did you bring this to the attention of the House
subcommittee?

Mr. PHILLIPS. It was not brought to the attention of the House
subcommittee in any way except in a brief filed b'y the Railroad
Security Owners' Association; a more mention of that situation was
made as one of the recommendations of tliat association, but it was
not discussed.

The CHAIRMAN. Do you know whether it has recently been brought
to the attention of the Treasury officials?

Mr. PHmr'm'Ps. Not as far as I know.
5 4885-38---37
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The CHAIRMAN. We will ask Mr. Stam and others of our advisers
to give us their reaction to this, and the Committee will consider tile
points you make.

Mr. PHLIPS. I doubt if the Treasury Depratment could take any
position other than it has under tile decisions as they stand at the
present time.

I would like to make a point elaborated on in tile brief. I believe
there will be no decrease in revenue as a result of the change, but
ultimately an increase because of the retirement of the bonds and
the reduction of the annual interest deductions of the corporations
whose bonds are retired. I believe it would improve the. bond market
because there are practically no buyers for bonds of that sort, selling
around 20. The natural buyers are the corporations themselves, and
they are unable to go into the market because of the tax situation.

I believe it is in the interest of public policy these debts be retired
and that is enlarged on in the brief. The present tendency in alt
refinancing operations is to require a provision for the refinancing of
now indebtedness floated at the present time. I think that is the
policy of the Interstate Commerce Commission and other such Fed-
eral and State organizations generally. I think it will accord with
good accounting and sound business.

I doubt whether under any proper definition of income, this is
income.

I will ask the committee to give consideration to my brief.
Senator IING. Is that memorandum you have there supplemental

to tile printed brief?
Mr. PmHLmIPs. No, sir.
(Tite brief referred to is as follows:)

MEMORANDUM ON BEHALF OF THE BALTIMORE TRANSIT COMPANY WITH REFER-
ENCE TO RECOMMENDATION Fon AMENDMENT OF TilE INCOME TAX LAW TO
PROVIDE THAT NEITHER Loss NOR GAIN SIALL BE RECOGNIZED UPON RE-
TIREMENT OR COMPOSITION OF INDEBTEDNESS

The Baltimore Transit Co. requests that the Senate Finance Committee con-
sider all amendment to the proposed Revenue Act of 1938 (1I. R1. 9682) in the
following respects:

By adding to section 22 (b), which provides for exclusions from gross income,
an additional paragraph to read substantially as follows (p. 25):

"(9) DiscOUNT.---The discount under the face value thereof (or amortized
value if issued at some value other than face value), at which a taxpayer may
redeem, compromise or otherwise satisfy his bonds, notes or other indebtedness."

By adding to section 24 (a), which enumerates iteml not allowable in computing
net income, an additional paragraph to read substantially as follows (p. 38):

"(6) PtEMIU.-Tlie premium over tile face value thereof (or amortized value
if issued at some value other than face value), at which a taxpayer may redeem,
compromise or otherwise satis5fy his bonds, notes or other indTebtedne~s."

Under present Treasury rulings a taxpayer realizes taxable gain or deductible
loss from tile retirement or satisfaction of indebtedness at other than the amount
borrowed. This position of the Treasury seriously hampers time taxpayer who is
financially weak but who hais an opportunity to strengthen his position by a
composition with one or more creditors or the purchase of bonds or notes at a
discount.

At the same time it places the financially strong business in a favored position.
Such a taxpayer who retires or satisfies its indebtedness at a premium, for the
purpose of refinancing the indebtedness at a lower interest rate, is allowed to
deduct the premium.

The purpose of the change requested is to provide that neither gain nor loss
shall be realized by a taxpayer for purposes of computing taxable income by
reason of tile discharge or retirement of indebtedness, without, however, dis-
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turbing tile present rulings requiring that tile premium or discount at which
bonds are Issued be amortized over the life of the bonds.

The changes proposed will effect the following results:
(I) Ali ultimate increase in the revenue, with no immediate loss therein.
(2) It will be consistent with a sound publicc policy which requires the reduc-

tion of indebtedness, especially by transit companies and railroads the accom-
plishinent of which policy is now hampered, if not prohibited by the resultingliability

(3) it will be of substantial assistance to those corporations and businesses
which are weak financially and most in need of assistance.
, (4) It will bring the taxing statute into accord with good accounting and sound

business practice.
(5) It will simplify the administration of the tax law by removing the doubt

and uncertainty with respect to the tax liability resulting from tile discharge of
indebtedness caused by the great confusion now existing In the decisions of the
United States Board of Tax Appeals and the courts.

TiE EVIL TO BE CURED

The situation of the Baltimore Transit Co. is typical of that of many otlwr cor-
porations. It found itself unable to meet its obligations and was forced to seek
relief in section 77 (b) of the Bankruptcy Act. In July 193.5 it was reorganized.
A total funded debt of $64,000,000, which bore interest of $3,000,000, was reduced
to $23,000,000, represented by cumulative income bonds. The annual interest
requirement is now $988,000, payable if earned; otherwise cumulative. Tile
bonds Issued in the reorganizations are now selling at about 20 percent of their
par value. It would be greatly to the advantage of the company to use such
capital funds as may be available in the purchase and retirement of some of these
bonds. Under the present rulings of the Bureau of Internal Revenue, tile com-
pany would realize a gain of 80 percent of the par value of these bonds, if it should
purchase and retire them at 20. It would have to pay taxes upon an income so
computed. This tax obligation is so onerous that the company cannot afford
to use its funds in this manner. As a consequence, the company suffers, the bond-
holders suffer, tlme securities market suffers, and tihe Government realizes no taxes.
In fact, as we shall show, the Government suffers a loss from the continuance of
the bonded indebtedness, unreduced.

This situation is not peculiar to this company alone. As shown later, this
situation could not have existed under the decisions of the Board of Tax Appeals
and the courts, prior to the decision of the Supreme Court im Kirby Lumber Co.,'
and it is proposed to restore the rule which existed prior to that decision and which
apparently was satisfactory to Congress.

The .present position of the Treasury is that whenever a taxpayer retires his
bonds or other business indebtedness at a premium, lie is entitled to a deduction
upon his income-tax return, while if he redeems or discharges his obligations at
a discount, a gain is realized which is subject to income tax. It is obvious that
such a rule benefits financially strong corporations whose obligations are selling
above par, or which are in a position to refinance bonds bearing a high rate of
interest with bonds bearing a lower rate of interest. It is equally obvious that
this rule works to the disadvantage of those corporations which are in a weak con-
dition and whose bonds consequently sell below their par value and to the dis-
advantage of the individual or corporation which must seek a compromise with
creditors.

Such transactions are in the nature of adjustments to* capital and, under gemi-
orally accepted principles of accounting, do not represent either income or loss of
the year. Tite transaction does not bring to the taxpayer any cash which It can
use to pay taxes. It does not represent any true income but is, in reality the
recognition of the fact that there'has been a diminution in the value of assets,
which ig reflected il the reduced value of the debt.

THE IMMEDIATE EFFECT WOULD NOT BE ANY LOSS OF REVENUE

AP the law now stand, a deduction is allowed to a corporation which retires its
bonds at a premium. Many. corporation bonds, particularly those bearing a
high rate of Interest contain provisions permitting the bonds to be called at a
premium. The result has been that in periods of low interest rates, such as exist
at the present time, strong corporations find it beneficial to exercise this privilege.

1284 U. S.
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In addition to a lower Interest rate, these corporations also teceive a deduction
upon their income-tax returns substantially equal to the premium. There is,
therefore, every incentive for such corporations to take advantage of this deduc-
tion. The Government loses revenue from this source which it would otherwise
receive from such corporations.

On the other hand, the business which is in a weak finotncial condition, but which
finds it possible to retire a part of its bonded indebtedness at a discount, finds that
it will have to account for the discount as income and pay taxes thereon. Such a
business is already struggling for its very existence; otherwise, the discount
situation would not exist. Tho ax burden, when added to its other financial
problems, makes the situation so difficult that the management hesitates to do
that which sound business judgment would dictate.

In the case of the Baltimore Transit Co. thr, burden is so great that it cannot
afford to acquire any suitantial amount of US bonds, and the same situation is
unquestionably true of many other concerns in a like condition. In other words,
those who are in a position to show a loss upon their tax returns will carry out the
transactions bringing about such a loss, while those who would have a profit
under the Treasury rulings do not undertake such transactions. While statistics
are not available, it seems reasonable to a.ssune that the net result to the Govern-
ment Is a loss. It is inconceivable that there could be any substantial taxable
profits in excess of deductible losses.

The situation is comparable to that which existed prior to 1921 with respect to
the computation of galn or loss on the sale of property given by one person to
another. Under the law pr or to 1921, the done reported profit, only on the
difference between the selling price of property and its value when it wasreceived
by him. The result was that if an individual owned property which had risen
substantially in value and which he wished to sell, a gift might be made to a wife,
son, or daughter, or to a trust, and the sale would be made by the donee. There
would then be no taxable gain to the donee on which the Government could collect
tax. If, on the other hand, the property had decpreciated in the liads of the
owner, the sale would be made by the owner so that the loss could be taken for
income tax purposes. Congress saw fit to correct that situation by providing that
the done should take the cost basis of the donor.

If the law could be restored to the condition existing before the decision in the
case of Kirby Lumber Co., there would be no tax premium to the strong corpora-
tion, which would, retire its bonds in any event, and no prohibitive tax on the
financially weak .taxpayer who would like to reduce his debt but cannot do so.

TIlE ULTIMATE EFFECT OF TIE PROPOSAL WOULD BE TO INCREASE THE REVENUES

The Government revenues are benefited whenever indebtedness is reduced,
because the interest deduction allowed by law is decreased and taxable income is
Increased correspondingly. For purposes of illustration we assume the following
facts:

Assume annual income before interest of ----------------------- $1,200, 000
Assume indebtedness of -------------------------------------- 25, 000, 000
Assume interest of 4 percent ---------------------------------- 1,000, 000

Assume annual reduction of debt of $500,000 by purchasing own bonds at a
discount, either from income or from capital funds, such as depltion or deprecia-
tion reserve.

The following would result:

Interest Taxable Tax at 18
Income deduction Ine(.une percent

First year .............................................. $1,200,000 $1 000, oo $200, 00o $32 000
Second year ............................................ 1,200,000 900,000 2 20,00 35,200
Third year ............. ) .......................... I ,20, 000 0,000 240,(00 38,400
Fourth year........................................ .10 0, 00 040,000 260,00 41,6(

If on the other hand, the Indebtedness is not retired, the tax remained at $32,000
in each of the years.

The benefit to the Government in revenues from encouraging debt retirement is
obvious.
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THE RETIREMENT OF DEBT IS IN THE PUBLIC INTEREST

The railroads and public utilities have been severely criticized on the ground
that in the past their provisions for the retirement of their debts have been inade-
quate. Today many of the regulatory commissions require that sinking funds be
established. Provision for tile retirement of debt is sound public policy.

Today the tax constitutes a burden which makes it difficult or impossible for a
taxpayer to effect a compromise with creditors or to retire indebtedness at less
than par without the aid of the bankruptcy courts.

Any taxpayer effecting a compromise with creditors which leaves him solvent, is
subjected to tax. A tax in such circumstances defeats the very urp so of any
such compromise. Voluntary settlements with creditors on the basis of ability
to pay are made difficult or impossible. Businesses are thrown into bankruptcy or
receivership proceedings which might have been avoided.

This situation should be corrected. It is submitted that the amendments
suggested, or something of the same effect, wiU make the law more just and more
consistent with the public interest.

THERE IS NO TRUE INCOME IN A COMPROMISE WITH CREDITORS OIL IN ThE RETIRE-
MENT OF DEBT

The Treasury Department has never attempted to collect tax from one who is
discharged from his debts in the bankruptcy courts on the ground that he has
received income equal to his unpaid debts. But if strict logic were to be applied,
the Treasury rulings should go to that extent.

What then of the debtor who, in tile bankruptcy courts, effects a compromise
with his creditors? Or of the debtor who effects such a compromise without the
intervention of a court? What if the compromise is with only a part of the
creditors, or with one principal creditor? Is there any distinction in principle
between the latter situation and the purchase and retirement by a corporation
of its own bonds at a price below par? Should voluntary compromises with
creditors, or retirement of indebtedness be encouraged, or should the debtor be
forced into the courts in order to avoid the tax?

When indebtedness is reduced by reason of the doubtful ability of the debtor to
ay, there is no true income; nothing is realized which the debtor may use to pay
is tax. True, there has been a reduction in liabilities, and an improvementin

the balance sheet, Nut no improvement in the income statement. There has been,
in effect, a limited recapitalization or reorganization, but one which (loes not come
within the definition of reorganization in the revenue act.

If a discharge of indebtedness in a reorganization or bankruptcy is not income,
is it sound to rule that a partial discharge is income? Is a policy sound which so
penalizes voluntary retirement of debt that taxpayers are forced into the court for
reorganization? Is a policy sound which leaves taxpayers in grave doubt whether
the compromise, retirement, or payment of debt will impose a tax which they
cannot pay?

. BONDS SOLD AT PREMIUM OR DISCOUNT

The suggested amendment would not change the existing rulings with respect
to bonds which gre issued ac a premium or a discount. These rulings now provide
that the Rlnount of such premium or discount shall be amortized over the life of
the bonds. When bonds are originally issued, the premium or discount at which
they are sold can be controlled by the rate of interest to be paid-assuming the
bonds to be otherwise acceptable as an investments--and it seems proper that
amortization of such premium or discount should be used as an offset to the interest
deduction. Consequently, no change in the present rule is contemplated In the
amendment suggested.
The situation is different, however, when the financial condition of the debtor

'becomes such that lie must seek a compromise with his creditor, or can retire part
of his debt at less than par. As pointed out above, the very fact that the debt
can be retired at less than par usually indicates that the condition of the debtor
Is worse than at the time the indebtedness was incurred.

THE'LAW 15 NOW IN CONFUSION AND AMENDMENT OF THE STATUTF, IS NECESARY
TO AVOID MUCH LIT10ATION BETWEEN TAXPAYERS AND THE rREASURY

The Treasury Department, at least since 1919, has consistently contended that
the release or forgiveness of indebtedness, or reduction of debt by compositiol of
creditors or by acquisition of obligations at less than their face, constituted income
to the debtor. The Treasury never attempted to assert taxes on this basis against
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debtors who were discharged in bankruptcy, for the practical reason that such
taxes would almost always be uncollectible.

The first reported litigation was in 1924 when the District court decided
Kerbaugh Empire Co. v. Bowers.' The taxpayer had borrowed German marks
before the war and was able to discharge its obligation in greatly depreciated
marks. The Treasury determined a profit and asserted a tax. The District
court held that there was no income and that the mere fact that after the trans-
action the plaintiff's balance sheet had improved was not sufficient to constitute
"a gain derived from capital." This decision was relied on by the Board of Tax
Appeals in April 192O, 3 in holding that where a debtor made a composition with
creditors who wrote down their claims and settled them for less than face, no
income was realized by the debtor.

The Kerbatigh Empire case was affirmed by the Supreme Court in May 1926,4
in an opinion which analyzed the definitions of income in previous opinions,
indicated that the reduction of indebtedness could not be said to be income
derived from capital or labor, overruled the Treasury's theory that the situation
was analogous to that of a short sale of stock, but went on to say that in the
particular case the borrowed money had been lost in a certain venture, and so
the whole transaction taken together resulted in a loss rather than a gain. The
opinion of the Supreme Court was so couched that it was universally accepted by
ali tribunals confronted with similar problems as authority for the broad proposi-
tion that one who liquidates a debt for less than the amount borrowed does not
derive income thereby. Tile Board of Tax Appeals in at least 15 cases, the
circuit courts of appeals for several circuits, the Court of Appeals of the District
of Columbia, and the Court of Claims all held that the reduction of indebtedness,
whether by voluntary release on the part of creditors or by the purchase on the
part of its debtor of its bonds or notes at a discount, did not constitute income.

In November 1931 the Supreme Court decided the Kirby Lumber Co. case.6

There a corporation issued bonds at par and later in the same year repurchased
some of them in the market for less thanpar. The company was not insolvent
nor in financial difficulty. The Su preme Court in a very brief opinion quoted the
Treasury Regulations to the effect that taxable gain result ted from the retirements
of bonds at less than the issuing price and said:

"We see no reason why the regulations should not be accepted as a correct
statement of the law."

It then distinguished the Kerbaugh Empire Co. case on the ground that in the
latter the transaction as a whole was a loss and said of the case before it-

"lere there was no shrinkage of assets and the taxpayer made a clear gain."
Since the Kirby decision numerous eases have been litigated with respect to

transactions which occurred before its rendition. The Board of Tax Appeal i
held 6 that a corporation which bought some of its bonds at a discount realized
taxable income. The case differed from the Kirby case in that the sale and repur-
chase were not In the same year and that here there was evidence of shrinkage in
value of assets absent in the Kirby case. The Board regarded neither of these
elements as controlling.

Shortly afterward, however, the Board of Tax Appeals held 7 that where a tax-
payer was in receivership and the creditors forgave part of the indebtedness and
their claims wre liquidated at a discount, no taxable income was derived. The
Board distinguished the Kirby case .nd said that here--

"The parties contemplated, no l)r(~t from the transactions which merely re-
lieved the taxpayer from a part of its liabilities."

This decision was followed in several other cases, and the Consolidated Gas Co.
case was also followed, so that the test seemed to be whether the taxpayer agreed
with its creditors to reduce their claims or whether it went into the market and
purchased its bonds below par, with no income resulting in the first instance
and taxable income resulting in the second.

The Board presently realized that this distinction was unsound and held that
where a solvent purchaser gave notes for machinery and in a later year some of
the machinery proved defective and the creditor canceled some of the notes, the
amount of the canceled notes represented income. The Board said that the
cases-subsequent to Kirby Lumber Co.-where the reduction of indebtedness
had not been treated as income were all cases of insolvent debtors. And in

S 300 F. 938.
a Meyer Jewelry Co., 3 B. T. A. 1319.

4 271 U. 8. 170.
,284 U. 8. 1.
4Consolidated Gas Co. of Pittsburgh, 25 D. T. A. 901.
I E. B. Hligley & Co., 25 B. T. A. 127.
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Dalls Transfer & Terminal Warehouse Co. where real estate worth $42,507.20
was transferred' to the creditor and the balance of an indebtedness of $110,101.00
was canceled, tile Board held that the debtor had realized taxable income to the
extent of the debt canceled. The circuit court of appeals,' however, ioversed
the Board, saying that the cancelation of the balance of debt did not have tile
effect of making taxpayers' assets any greater. In Coastwise Transportation
Co. the Board's first decision had preceded the Kirby Lumber Co. decision of
the Supreme Court. The circuit court of appeals reversed 10 on the authority
of the Kirby case and remanded the case to the Board to make further findings
as to losses so that it could be determined whether the case fell within the reason-
ing of the Kirby Lumber Co. or the Kerbaugh Empire case. The Board decided
that the assets acquired with the borrowed money had so shrunk that the gain
by reduction of debt (lid not offset the loss in value, and held that there was no
income, but the circuit court L? appeals again reversed the Board "in an opinion
which practically limits the Kerbaugh Empire decision to cases where the entire
transaction entered into with the borrowed money has been finally closed-a
very unusual situation.

Other decisions of the Board of Tax Appeals hold that if the taxpayer is solvent
both before and after the reduction of its debt, gain will be recognized on that
reduction; if the taxpayer is insolvent both before and after, no gain will be
recognized; and if the taxpayer is insolvent before but solvent after the reduction
of its debt, gain will be recognized, not to the extent of the difference between
the face of the debt and'the amounts paid in discharge thereof, but to the extent
of the not worth of the debtor after the transaction. 2

Of course, it may be possible after a taxpayer has made a composition with
creditors to determine its net worth-although this couwd be done in the case of
a transit company, a railroad, or a public utility only at prohibitive expense and
i he net worth could probably not be decided except by fit.igation. A taxpayer,
with assets of indefinite value, confronted with the problem of whether or not to
buy in its securities at a discount would find it practically impossible to determine
In advance of the transaction whether or not it would result In taxable income.
'rhe risk of (1) the probable expense of litigation in deciding the question and
(2) the risk of losing in such litigation, would make it extremely unwise for any
taxpayer to undertake such a step, involving any substantial amount, unless it
knew itself to be so insolvent that by no possibility could the reduction of its debt
render it solvent.

On the converse of the question, the Bu,,i4 of Tax A appeals has held that where
a taxpayer retires bonds at a premium it sust.':: no deductible loss,"3 and has held
exactly the opposite. 4

Another rather fine-spun distinction is made by the Board in holding that if a
debtor's obligation is reduced taxable income results, but, if the debtor is under
no personal obligation but the composition has the effect of reducing liens upon
his property, for example, where he has bought land subject to a mortgage which
he does not assume, no income results. s

The decision of the Supreme Court in the Kirby Laimber Co. case is very difficult
to reconcile In logic with its decision in General Utilities & Operating Co. v. lfel-
vering," wherein the Government unsuccessfully relied upon the Kirby Lumber Co.
decision. Tie Court held that no taxable income resulted to the t'.xpayer cor-
poration.

With the confusion in the authorities, we are sure to have much litigation
between taxpayers and the Treasury for some time to come, unless Congress will
eliminate tile source of controversy.

Respectfully submitted.
IVIS PHILLIPS, GRAVES & BARKER,

Couneelfor the Baltimore Tran8it Co., outhern Building, WVashingto6n, D. C.
EDwARD J. COLOAN, JR., AND HENRY II WATERS,

Baltimore, 11d.,
of Counsel.

'27 B. T. A. 061.
t 70 F. (2d) 95.
10 62 F. (2d) 332,
It 71 F. (2d) 104.
It Lakeland Grocery Co., 36 B. T. A. 289; Madison Railways Co., 30 B. T. A. 1106.
Is Coast Counties Gas & Electric Co., 33 B. T, A. 1199,
'4 Metropolitan Ediron Co., 35 B. T. A. 1110.
Is Fulton Gold Corporatf,)n, 31 B. T. A. 519; P. 1. Hiatt, 35 B. T. A. 292.
JIM U. S. 200.



The CHAIRMAN. Mr. Joseph France, Baltimore, Md.

STATEMENT OF JOSEPH FRANCE, BALTIMORE, MD.

Mr. FRANCE. I am going to give a few illustrationm in support of
the brief just filed. My name is Joseph France. I am a lawyer in
Baltimore, and during the last 5 years I have done a great deal of cor-
porationu work, reorganizing corporations.

I am particularly concerned with the remnants of about 20 corpora-
tions now being liquidated for the benefit of bondholders. I have not
formed a new corporation in the last 3 years, except for reorganizations.
I have to advise clients not to incorporate, particularly small partner-
ships, because they were leading themselves into the hazard of being
attacked and penalized on what would really be an innocent undis-
tributed profit, as anyone who has studied the returns of small com-
panies can easily see.

Senator KING. Your view is the influence of the undistributed-
profits lax is to do violence to the small businessman?

Mr. FRANCE. Absolutely; and force hira to dissolve his corporations.
We have made dissolutions in Maryland easier and quicker, and I
have been, dissolving many more corporations than I have formed.

Senator KING. That is because of the undistributed-profits tax?
Mr. FRANCE.. Of the hazards of it.
Senator KING. I think you verify my prediction made in 1936.
Mr. FRANCE. First, my three illustrations will show how important

it is to entirely eliminate the tax on undistributed profits.
Second, I believe it will help to simplify the tax on capital gains.

It is bad enough to work out percentages from 100 to 30 and then
find you can only take a $2,000 losp, but if you go through all of the
arithmetic on a monthly basis or a daily basis, it, really justifies
resentment on the part of the person making out the return.

Third, I hope you are not going to create another artificial distinc-
tion; in substance saying: If I own a corporate mortgage I cannot
take a loss, but if I own an individual mortgage, I can. That dis-
tinction is in the House bill.

Now as to my three illustrations. First, a coiplany that came to
me after it bad begun its bond purchasing. It is a company that
came out of 77B with a plan that said it should set aside in a depre-
ciation fund earnings to the extent of depreciation before paying
interest on its bonds. It bought $90,000 of bonds at an approximate
cost of $20,000. It is laced with a $20,000 tax and has not a nickel
to pay it with; literally, not a nickel. It bought its bonds out of its
depreciation fund and apparently there is a profit of $70,000 which
cannot be distributed-in the first place because it hasn't got it, ard
in the second place, it of course should not do so when it has so much
debt.

Senator KIN(jI That is, when it expended the money they, treated
it as an income gain?

Mr. FHANCE. Yes; but it is not income nor capital gain. They
extinguished a $90,000 debt with $20,000 and there is $70,000 of alleged
income for which they are penalized with taxes, not only income
taxes, but also both the capital stock excess profits tax and the un-
distributed profits tax; as there was nothing in that indenture (legally--
within the meaning of the Treasury Department regulations) which
prevented distribution of income.
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Senator KING. That is, the Treasury Department held that was

income and subject to the undistributed profits tax.
Mr. FRANCE. The reurn has been filed stating the facts and I

have every reason, as my next illustration will show you, to believe
that the Commissioner will so hol.

Postal Service Building Corporation went into 7711 in 1935. 1 par-
ticipated in the reorganization plan. The Government refused to
permit its attorney in Baltimore to consent to our plan because there
were $6,000 of unpaid income taxes. The $6,000 of unpaid income
taxes represented a tax assessed by the Government at this time on
incomne--lleged income-which was solely the difference Letween
the par value of the bonds and the price paid for them. In other
words, here was a tax of the kind Senator King was talking about,
actually placed or assessed on bond discount, and a refusal to consent
to confirmation. I took the position, as counsel for the committee,
that the corporation was insolvent now, that it had been insolvent
in 1934, that it had decreased its liabilities, that it had not increased
its assets, and that I could not see where there was any income.

We could not get anywhere in negotiations with the Government,
set the case for a hearing, and settled it for $500. We paid that
$500 because it would have been more expensive for us to pay
appraisers and lawyers.

My third illustration shows the way I think we can. start the
wheels of business turnin a little bit, if these small corporations can
use their funds to buy their bonds without being taxed on what is
really a reduction of debt. It is a mortgage company that had a lot
of real estate and mortgages and by foreclosing and taking over
properties, established worthless deficiencies and had losses. We
felt that these losses could be offset against discount on bonds pur-
chased so that we would be able each year to buy bonds to the extent
of such losses. We could liquidate and have a $50,000 loss and then
buy bonds at a discount even if the Government's contention that
such discount is a )rofit is continued. We raised the price of these
bonds from 1935 to (late from 33 to 85, but if present taxes continue
we will have to stop because we are pretty well liquidated and cannot
get many more losses out of our rcIfl estate. As a matter of fact we
had them up to 87, but when we stopped buying at this price they
dropped and if our losses stop we cannot afford to have any more
discounits.

The CHAIRMAN. YOU will stop buying when you have to pay a tax.
Mr. FRANCE. Yes.
The CHAIRMAN. Mr. Carroll, I understood you wanted to got away.

STATEMENT OF MITCHELL B. CARROLL, NEW YORK CITY, REPRE-
SENTING THE AMERICAN CHAMBER OF COMMERE IN LONDON

Mr. CARROLL. Mr. Chairman, I ami Mitchell B. Carroll, a lawyer,
representing the American Chamber of Commerce in London. I
wish to speak to you about various limitations that inadvertently or
extra-legislatively, if I may use that word, have been placed upon the
foreign tax credit, the provision to protect American enterprises
from international double taxation. As you recall, the late Dr.
T. S. Adams, back in 1918, proposed that this provision be inserted
in our revenue act, and it was enacted. It has been reenacted in all



subseq uent revenue acts, and relying thereon corporations have
extended their commerce into the British Isles and overseas posses-
sions, and also in many other foreign countries.

The maintenance of the full credit for relief from international
double taxation is of vital importance to our foreign commerce. It
should be regarded as a supplementary policy to that of promoting
trade through reciprocal-trade agreements. Obviously, the purpose
of reciprocal-trade agreements is to remove the harriers to the impor-
tation of goods within a foreign country. Much of these goods is
sold through foreign sales branches and subsidiaries and if the profits
of these sales branches and subsidiaries are subjected to taxation in
the foreign countries, and again to taxation at. home, the resulting
burden under existing rates of taxation would be too crushing for the'
commerce to be carried on.

Senator KING. Just give us a complete example of how that operates.
Mr. CARROLL. Take for example an American corporation that is

producing shoes, for example, in New England, and selling them in
London. The profits realized through a branch in London are subject
there to a profits tax of 5 percent and then to a standard rate of
income tax of 25 percent.

Senator KING. Do you mean by the British Government?
Mr. CARROLL. Yes. When these profits are brought home to the

United States a credit is granted against the United States tax which
cannot exceed what the American tax would have been on that foreign
income. In other words, the credit does not in any way operate
to reduce the tax on the balance of the income realized exclusively in
the United States.

The importance of this credit is to save those particular profits from
being fully taxed twice for if on top of the 5- and 25-percent taxes you
pile a corporation tax and undistributed-profits tax, or if the profits
were distributed, the normal tax and surtax of the individual, the
total rates might well exceed half the income.

If the income goes into the higher brackets of the surtaxes, the rate
is almost confiscatory. Recently there has been a tendency to en-
croach more and more upon this credit for foreign taxes and, in behalf
of American enterprises engaged in foreign trade, I wish to call this
to your attention in the hope that measures may be taken to remove
these encroachments and prevent future encroachments.

In the first place, in the Revenue Act of 1936, in fornmulatiig the
undistributed-profits tax, the deduction for intercorporate dividends
was converted into a credit against net income. It is rather compli-
cated to explain it all here, but it resulted in arithmetically pudding
the denominator of the limiting fraction which protects the revenues
of the United States.

As you know, 'the credit cannot be greater than the proportion of
the foreign income over total net income. By including in total net
income all the dividends received by one domestic corporation from
another domestic corporation even though only 15 percent of the inter-
corporate dividends were subjected to tax, it automatically padded
the denominator of the fraction, and made the fraction smaller, and
thereby reduced the credit that could be allowed.

That could be simply rectified and I have ventured in all humility
to submit in and annexed to my brief a draft of amendment which
I think would cure it, although I think it could be greatly improved
upon by tho draftsmen of your committee. It reads as follows:
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PaoPOSZD AMENDMENTr TO REVENUE BILL OF 1938, AS SECTION 131 (h)

Section 131 (h), definition of "entire net income": For the purposes of this sec-
tion the term "entire net income" means net income as defined by section 21
after deduction of the credit for dividends received which is aflowed in see-
tion 20 (b).

The other limitation results from a decision recently handed down
by the Supreme Court, in the case of Mary Duke Riddle v. The Com-
missioner of Internal Revenue involving a minority shareholder in a
British corporation. The Supreme Court in examining the British
system of collecting at the source said it is the will of Congress which
controls the application of the provisions of the credit, but expression
of its will in legislation must be taken to conform to its own criteria,
unless the statute by express language or necessary implication makes
the meaning of the phrase "paid or accrued" and hence the operation
of the statute in which it occurs, dependent upon its characterization
by the foreign statutes and by the decisions under them.

In other words, here is a case involving British law, ar.d when
you read the rules of the British law it is quite clear, and when you
talk to officials of the British Board of Inland Revenue, it is explained
that under the British system of collection at the source, that tax is
first collected from the corporation and then recouped from the
shareholder.

However, the court held that the corporation was the taxpayer
although in fact the tax was borne by the American shareholder, and
it is the American minorit-y shareholder who by virtue of this decision
is deprived of the credit for foreign taxes, even though the American
enterprise which sells directly in England, through a sales branch and
an American corporation which has a sales subsidiary in England can
still get the foreign-tax credit. In other words, by virtue of this
decision, one category of taxpayers, the minority shareholder in a
British corporation, is discriminated against.

Furthermore, because of a difference in interpretation of what con-
stitutes taxes withheld at source, shareholders in French corporations
can get tile credit although shareholders in British corporations are
denied the credit. As you will recall, the purpose of this credit was
to encourage our foreign commerce after the war, when taxes were
high, and when the elnination of all barriers that could possibly
be eliminated was necessary in order to retrieve our foreign markets.

We are in a similar situation today. It is even harder today to
do business abroad than it was then. Furthermore, in the field of
international double taxation for the period since 1918, other coun-
tries have in their laws or in bilateral treaties, of which there are
more than 40, granted even more liberal treatment to their enter-
prises than we are granting to ours. For example, Franco and Italy
exempt outright the profits of a domestic enterprise which are allocable
to a sales branch in another country. Tile same principle of exempting
from profits tax the income allocable to an establishment in another
country is found in the treaties mentioned above. In other words, the
corporations of those countries selling in a given country have an
advantage over ours because they are exempted from their home tax
on the profits they realize abroad, whereas our corporations have to
compute this complicated credit, and if the foreign tax is by any
chance lower than the American tax, they have to pay to the American
Government the different between the foreign tax and the American
tax.

577
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The CHAuMAN. You have elaborated on your views in your brief?
Mr. CAIltOLL. Yes; and I have also ventured to draft a clarifying

amendment, which is as follows:
SEC. 1001. Definitions: (c) The term "income, war-profits, and excess-profits

taxes paid or accrued" as used in Section 131 of this act, and the same or simihir
term in the corresponding provisions of prior revenue acts, includes any taxes
treated as income taxes by the laws of a foreign country or of a possession of the
United States, and any taxes withheld or deducted upon payment of income, or
recovered from, charged to, or otherwise borne by the recipient of the income,
under any such laws.

(Subsequently Mr. Carroll submitted the following brief:)
STATEMENT OF MITCHELL, B. CARROLL, REPRESENTING TIlE AMERICAN CHAMBER

OF COMMERCE IN LONDON, BEFORE THE SENATE FINANCE COMMITTEE, MARCH
21, 1938, CONCERNING 11. It. 9642
In behalf of the American Chamber of Commerce in London, which represents

the numerous American citizens and corporations engaged in trade with Great
Britain, I beg to call your attention to certain obstacles to that trade which result
from limitations indirectly or extralegislatively placed upon the provisions in the
United States revenue act which are intended to protect our members from the
crushing burdIn that would result if they had to pay the full income taxes of both
the United Kingdom and the United States. Relylng upon provisions to prevent
such double taxation (known as the'credit for foreign taxes), which were first
introduced by Congress in the Revenue Act of 1918 secss. 222 and 238), Americans
have extended their activities to the British Isles and overseas possessions. The
importance of this question is evidenced by the fact that Great Britain is not
only the best customer of the United States, but also buys more than three times
as much from us as we buy from her people. The credit is correspondingly im-
portant to American enterprises which are marketing American products in all
other countries with income taxes.

These provisions were introduced to help our enterprises regain foreign markets
Just after the World War when the accumulation of taxes in two countries on tile
same income often consumed more than one-half the gain from producing in the
United States and selling abroad, and in the case of individuals subject to high
progressive surtax in both countries, the combined liabilities to the two Govern-
ments even exceeded the income involved. Duo to the high rate of taxes of the
present time, tile situation is much time same, and in view of the many other
obstacles to trading abroad the maintenance of the full credit for foreign taxes is
absolutely essential to the fulfillment of the administration's policy of encouraging
foreign trade through concluding reciprocal tariff agreements end other measures.

It is more necessary than ever to maintain these provision: becausee during the
last two decades practically all other commercial countries have in their national
legislation or treaties, adopted measures for preventing international double
taxation, which in many instances are more liberal than the foreign-tax credit.
Thus, some countries, such as France and Italy, by virtue of their own laws,
exempt the profit of a domestic enterprise which is allocable to a permanent
establishment in another state, and a similar provision has been incorporated in
more than 40 bilateral treaties between the principal European governments.

In order to encourage trade within the Empire, the United Kingdom grants a
credit against its tax which, in conjunction with corresponding 'rovisions in the
tax laws of the various dominions, is intended to relieve the Britishi enterprise
trading therein from double taxation. In view of the brevity of time allotted, I
shall not discuss these provisions further, but I am annexing a reprint of a report
submitted at the last meeting of the American Bar Association, which describes
more fully the provisions in foreign laws and treaties which grant to foreign enter-
prises a treatment more liberal than our own enjoy. (See annexed reprint in the
Tax Magazine, February 1938, p. 75 et seq., Developments in International Tax
Law in 1037.)

Obviously, to compete with these enterprises under the extremely difficult
conditions 'of foreign trade at the present time, it is essential that our enter-
prises should not be subjected to a greater burden of taxation. Furthermore, it is
essential to domestic recovery and to preventing further unemployment, that no
artificial restrictions be placed on foreign trade by our own Government that will
diminish the volume thereof and, hence, cause unemployment among the esti-
mated 10 percent of our population depending directly upon our foreign trade as
well as those which are indirectly dependent thereon.
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Moreover it is essential to our economic welfare that no obstructions be placed
in tile way o bringing back froin abroad the income derived from foreign activities,
in order that such income may l)e paid out as salaries to employees, dividends to
shar 'iollers, an(d for the purchase of raw materials and supplies from the very
interior of our country. It is needless to point out that practically every time
this income changes hands it becomes subject to our Federal income tax and
consequently, the Government should collect tenfold whatever amount is involved
inl granting the credit for foreign taxes. In fact, the revenues of the United States
are protected by certain justifiable limitations that have specifically been placed
upon the foreign tax credit in the successive revenue acts since 1918, but I wish to
point out that in the last few years indirect limitations have been placed upon it
which were never intended by Congress.

It may recalled that the amount of credit allowed against the United States
tax in respect of the tax paid or accrued to ally foreign country shall tiot exceed the
same proportion of the United States tax which the taxpayers' net income from
sources within such foreign country bears to his entire net income for the same
taxable year.

When tile undistributed-profits tax was introduced in the Revenue Act of 1936,
no direct amendment was made to section 31 which grants the foreign-tax credit,
and to section 131, which defines it, but an indirect limitation resulted front con-
vertiig the allowance for intercorporate dividends, which was in the form of a
deduction under ection 23 (p) of the 1934 Ilevenue Act into a credit against net
income under section 26 (b) of the 1936 act. The phrase "entire net income"
in section 131 (h) was, therefore, construed to mean the taxpayer's entire net
income including dividends front domestic corporations with the Consequence
that the denominator of the limiting fraction is arithmetically l)added which
causes a re(luction in the allowable credit. The foreign-tax credit provisions
of the law were intended (1) to eliminate the United States tax on income fromn
foreign sources to the extent such income was taxed at its source, but (2) to do
this without reducing the tax on income actually earned in the United States.
Nothing we suggest would be in violation of those principles. We merely point.
out the incidental effect of a technicality which has made the arithmetical formula
work out in a ditrerent manner than was the intention of this provision. (A
restriction on the credit would also inadvertently result if Congress should enact
the present see. 13 (e) (2) (A) of H. It. 9642.)

It is respectfully urged that this indirect limitation be removed. If the undis-
tributed profits tax is repealed, it can he done merely by restoring the allowance
for intercorporate dividends to its previous position in section 23 as a deduction
in arriving at net income. If the undistributed-profits tax is maintained, it is
respectfully urged that an appropriate l)rovision be inserted to assure the granting
of the full credit clearly intended by Congress. (See annex I.)

Another restriction on tile foreign tax credit results from a decision rendered
by the United States Sulireme Court ont January 10, 1938, in tile case of Mary
Duke Biddle v. Commissioner of Internal Revenue. In tle carrying on of trade with
the United Kingdom, it is often unavoidable because of local restrictions and re-
1uirements to form companies under the British laws and under this decision

American taxpayers owning minority interests in such corporations are denied the
relief front double taxation which they had enjoyed since 1918 and is still granted
to others, ineludjng taxpayers with direct branches and corporations with sales
subsidiaries. The decision involved a very technical interpretation of the British
system of collection of tax at source, whelecunder the standard rate of income tax
is collected front the corporation which in turn recovers it from the shareholder.
The Court held the Corporation to be the "taxpayer," although under British law
the shareholder bears the tax. Furthermore taxpayers have been informed by
officials of tile Bureau of Internal Revenue that they feel this decision makes i't
necessary for them to question tile credit in the case of Americans receiving in-
tprest and royalties front British corporations, as well as certain classes of income
from other countries, such as dividends from Belgian corporations and interest
from Italian corporations.

It results in discrimination not only as hetjeen different American tax payers
deriving dividends from British sources but also in discrimination in favor of those
deriving dividen(s from French and other foreign corporations in the case of
which the tax withheld at source is allowed as a credit. Thus the United States
citizen iF denied the credit for the British tax of 25 percent withheld at source
whereas another would be allowed a credit for the French 18 percent withheld at
source. IJu other words, through judicial and ahninistrative interpretation of
terms used in the law, the credit is not being given the full scope which we believe
was intended by Congress.
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We believe that these and any other Indirect limitations are contrary to the
intention of Congress In that to use language employed by the Senate Finance
Committee in its report on the 1934 revenue bill, thley place "an undue burden
upon income from foreign sources." And under then 'an exporter or trader is at
a serious disadvantage by reason of the necessity to pay taxes to two governments
on the sane income, the total amount of which taxes may be greatly In excess of
the taxes paid by his foreign competitor."

We, therefore, urge that a clarifying definition 1) inserted under section 1001,
or under some other appropriate section of the act, along the lines of the one con-
tained in annex 11, which would remove sonm of the restrictions that have been
Imposed by judicial or administrative interpretation and permit of the applica-
tion of the full credit as a measure to encourage international cominnerce. Such
action Is essential at the present time in order to maintain the current volume of
our foreign commerce and not to preclude some of the advantages that might be
derived from trade agreements, including the contemplated trade agreement
with Great Britain.

I also wish to submit for the record a report made at the last
meeting of the American Bar Association entitled "Developments in
International Tax Law in 1937, Reprinted from the Tax Magazine
February 1938."
DEVELOPMENTS IN INTERNATIONAL TAX LAW IN 1937 '-AND SUGGESTION TO

PROTECT AMERIcAN FonRIoN TRADE

By Mitchell B. Carroll 2

[Reprinted from the Tax Magazine, February 19381

A trend toward the iaore active participation of the United States Goveinment
in the development of international tax law may be found in the exchange of
ratifications of the tax treaty with Canada on August 13, 1937, and the announce-
ment of Under Secretary of the Treasury, Roswell Magill, that the State Depart-
ment with the cooperation of the Treasury is entering into discussions with
representatives of Canada and other countries with a view to making treaty
arrangements for the exchange of Information by the respective tax administra-tions.l

The treaty with Canada follows the provisions contained in sections 211 (a)
and 231 (a) of the Revenue Act of 1936 to reduce from 10 percent to 5 percent
the withholding rate applicable to dividends, interest, and other recurring classes
of income in the case of individuals residing in Canada, and only to dividends in
the case of Canadian corporations. The primary purpose of the above-mentioned
provisions in the 1936 act and the treaty was to meet the 5 percent withholding
rate applied by Canada to dividends and interest flowing to residents of other
countries including the United States. This treaty does not "freeze" the 5-percent
rate, however, as either country is free to modify its rate at any time and thereby
terminate the treaty.

The proposal to arrange with other countries for an exchange of information
was made during the hearings before the Committee on Ways and Means in con-
neetion with the bill to reduce certain forms of tax avoidance and evasion. It is
significant in this connection, that out of 44 general arrangements, by treaty or
reciprocal legislation, between European States for the prevention of double taxa-
tion in the field of income taxes (most of which are in effect), only 27 have made
some reference to mutual assistance and only 19 go into the question in some
detail in the same or in supplementary agreements. In only three instances of
minor importance do mutual assistance agreements stand alone. It is therefore
to be hoped that if the United States is to enter into such arrangements it will do
so only in connection with broad treaties to prevent unfair and excessive taxation
of American citizens nd corporations with investments and business enterprises
abroad, and In furtherance of the administration's program for encouraging foreign
trade.

Incidentally the amendment to section 211 (a) or the 1936 act in section 501 of
the 1937 revemie act which subjects to normal tax and surtax nonresident alien
individuals not ,ngaged In business in the United States, derive more than $21,600

tI port to the meeting of the American Bar Aswclation Kansas City, Mo., Sept. 28, 1937.
Attorney at law, New York; chairman, committee on International double taxation, section of intet.

national and comparative law, American Bar Association.
3 Hearings before the Committee on Ways and Means, Aug. 9 and 10, 1937, p. 31.
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in dividends, interest, and other recurring types of income from American sources,
may give rise to various complications (especially in connection with foreign cor-
porations owned by aliens), which can be solved by treaties.

It is opportune first to consider tile steps taken by other countries to protect
their citizens and corporations from international double taxation, in order to
determine to what extent they are more advantageous than the credit allowed
American enterprises in section 131 of the Revenue Act of 1936. This involves
consideration of the underlying theory of this measure to prevent the excessive
tax burden that would otherwise fall on Americans engaging in foreign commerce,
the scope of the crellit, the similar provisions in the laws of other countries, and
the provisions in laws and treaties which are essentially the same nature, and
afford foreign enterprises a competitive handicap over our own.

PURPOSE OF THE CREDIT AND EQUIVALENT PROVISIONS

The most frequent case of international double taxation occurs when one
country taxes income from sources in its territory and a second country taxes the
recipient on the basis of his entire income by reason of his being a citizen, or a
resident within its territory. Corporations are likewise subject to this overlap-
ping of fiscal jurisdiction of the country of source of the income and of the country
of the corporate fiscal domicile.

During the years immediately following the World War, the rates of income
tax were so high that the total taxes and surtaxes by two countries on income
flowing from sources in the one to persons resident in the other often amounted
to more than the income involved, and the cumulation of taxes on corporations
was paralyzing trade.

With the realization that relief from such double taxation was needed to
permit American enterprises to recapture markets lost during the World War,
and, at the. same time, remove tax obstacles to tile bringing honm of the profits
earned abroad, Congress upon the recommendation of Dr. T. S. Adams, then
economic adviser to the Treasury Depiartment, incorporated the foreign tax credit
in sections 222 and 238 of the Revenue Act of 1918. Relying upon this protection
which has been reenacted with ever more limiting amendments in subsequent
revenue acts, American citizens and corporations have expanded our commercial
frontiers through establishing branches and subsidiaries or making other invest-
ments abroad.

Concurrently, by legislation or by an ever-growing recourse to treaties, other
countries have also protected their enterprises from multiple taxation. The
movement has been aided by work carried on since 1921 under tile auspices of the
League of Nations, primarily by governmental experts and representatives of tile
International Chamber of Commerce. This work has resulted in the formulation
of model conventions which have conducted to a large degree of uniformity in the
numerous bilateral treaties.

The situation is again almost as bad as when the need for relief from double
taxation was recognized in the Wilson administration, If an American corporation
has a subsidiary in Great Britain, its profits will be subject there, under the
Finance Act of 1937, first to a profits tax of 5 percent and then to a standard rate of
Income tax of 25 percent. If the American corporation has a branch in France, It
is subject to a profits tax of 12 percent, and to a dividend tax of 24 percent which,
under article V of the France-American treaty, is imposed on the basis of three-
fourths of the profits earned by the branch, making a total rate of about 30 percent.
Should the American corporation receive dividends from a Belgian subsidiary, it
would suffer deduction of tax at the rate of 22 percent. Aggregate tax rates in
other countries, such as Japan, run much higher.

If tile income derived il any one of these countries has also to bear in the United
States the corporation normal tax progressing from 8 to 15 percent, and the surtax
progressing !:oin 7 to 27 percent on undistributed income, tile cumulation of taxes
would obviously consume the greater portion of the profits, without taking Into
account tile normal tax and surtax paid by individuals on whatever amount is
distributed. Most governments recognize that tile imposition of taxes by two or
more countries on tile same Income may Go reduce the net profit of an enterprise
remaining after deduction of all other costs incident to trading that its owner may
be forced to give up foreign business. As an alternative, tile owner might feel
constrained to keep the foreign profits in tile country where they were earned and
use them for the development of an Industry abroad which would soon compete
with enterprises at home.

In the face of such tax burdens new enterprises hesitate to venture into foreign
commerce. Double taxation is often the direct cause of tax avoidance or evasion,
and more revenues may be lost through the depression of trade or measures to
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escape taxes than would have been given up through the granting of relief. Con-
sidering the various consequences of double taxation, whatever Is foregone tlxrovjgh
granting relief should be more than retrieved when the profits from abroad are
distributed as dividends or paid for services or supplies, and the Government
collects increased taxes from the recipients.

In short, such measures of relief from double taxation as the foreign-tax credit
conform to the administration's policy of encouraging foreign trade through
reciprocal tariff agreements and also tend to increase revenues through adding
to the national income the earnings from abroad.

GENERAL NATURE OF RELIEF MEASURES

To prevent double taxation it is obviously necessary for either the country of
a source of income or the country of the recipient's fiscal domicile (whether on
ground of residence or nationality) to give tip all of its tax on the income involved,
or for each to forego a part of its levy. Whereas the principle of reciprocal exemp-
tion at source and full taxation at fiscal domicile is almost universally applied
through bilateral arrangements by the United States and other countries with
regard to shipping profits, and is also prescribed in treaties for certain other iteris
of income, the only case where it is applicable to all classes of income derived from
sources in one country by persons resident in the other is in the British-Irish Free
State agreement mentioned further on.

In the great majority of cases the country of fiscal domicile renounces all or a
part of its tax in favor of the country of source. In other words, the country
where the recipient resides generally exempts from its levy the income attributable
to another state which has already been taxed there. At least 10 treaties exempt
such foreign income but require that the progressive home tax be levied on the
domestic income at the rate which would have been applicable if the foreign income
were included, or require the computation of the home tax and then allow a reduc-
tion in respect of the foreign income of an amount equal to tax at Its own rates
exclusively on the foreign income.

The fundamental principle underlying these provisions, that of the country of
fiscal domicile foregoing its tax in favor of the country of source, yet without
lowering the tax on domestic income, is likewise inherent in the United States
credit for foreign taxes.

DESCRIPTION OF UNITED STATES FOREIGN TAX CREDIT

Briefly, section 131 (a) (1) grants to a United States citizen and a domestic
corporation a credit against the tax imposed by the aot for the amount of any
income, war profits, and excess profits taxes paid or accrued during the taxable
year to any foreign country or to any possession of the United States. Further-
more, section 131 (a) (3) grants to an alien resident accrued during the taxable
year to an), foreign country, if the foreign country of which such alien resident
is a citizen or subject, in imposing such taxes, allows a similar credit to the United
States citizens residing in its territory.

Congress has taken cognizance of the fact that in order to do business in a
foreign country it is often necessary to organize a subsidiary corporation under its
laws, and in section 131 (f) it has granted a credit to a domestic corporation owning
a majority of the voting stock of a foreign corporation, which places the domestic
corporatio, in substantially the same position as if it had there a direct branch.
The protection Against duplicate taxation is just as necessary In one case as in the
other. The American corporation Is deemed to have paid the same proportion of
the income tax paid by the foreign subsidiary upon Its accumulated profits as the
amount of dividends which is distributed to the parent corporation out of such
profits bears to the total amount of the accumulated profits of the subsidiary.
however, the amount of tax deemed to have been paid by the parent corporation

shall not exceed the same proportion of the tax, against which credit is taken.
which the amount of such dividends bears to the amount of the entire net Income
of the domestic corporation In which such dividends are included.

In all cases, the credit is subject under section 131 (b) to each of the following
limitations: (1) The amount of the credit In respect of the tax paid or accrued to
any country shall not exceed the same proportion of the tax against which such
credit is taken which the taxpayer's net income from sources within such country
bears to his entire net Income for the same taxable year; and (2) the total amount
of the credit shall not exceed the same proportion of the tax, against which such
credit is taken, which the taxpayer's net Income from sources without the United
States bears to his entire net income for tile same taxable year.



REVINUE AOT OF 1W8 583
A further indirect limitation results from tile fact that in tile Revenue Act of

1930, the allowance of 85 percent of the dividends from domestic corporations,
which had previously been granted as a deduction in computing not income, is
now taken as a credit against "net income" fin arriv inf at normal tax net income,
with the result that the taxjpayer's "entire net income ' in the denominator of the
limiting fraction in section 131 (b) is p added with untaxed income, which causes a
reduction in the allowahle credit. This is contrary to the original princi)lo of the
credit, namely, that the foreign tax should be offset against the domestic tax to the
extent of the proportion that foreign-taxed income bears to the total taxed income.

Despite the complexities in determining the credit, section 131 fulfills substan-
tially the desired purpose of preventing double taxation of income derived from
foreign countries . It thereby reduces a tax obstacle to establishing branches and
subsidiaries abroad for selling American products as well as to bringing the profit
back to the United States.

From the viewpoint of competition, the foreign tax credit places the American
enterprise trading abroad in the following position:

1. ihe American enterprise pays no less tax by reason of its foreign business
than if it operated exclusively at home.

2. If the foreign tax rate is higher than the United States rate, it bears the same
tax burden as its competitors in the foreign country.

3. If the foreign tax rate is lower than the United States rate, it bears a heavier
tax than its competitors in the foreign country, including those from third coun-
tries which exempt foreign income, because they bear only the lower rate, whereas
the American enterprise must pay to the United States the difference between the
foreign rate and the domestic rate.

4. In no case does the American enterprise pay a lower tax on its United States
income than its domestic competitors with the same amount of income; but instead
the United States tax, at progressive rates, is increased by reason of Including the
foreign income in computing the rate applicable to domestic income and the receipt
of foreign income may accordingly be disadvantageous from a tax standpoint.

COUNTRIES GRANTING A SIMILAR CREDIT

In determining whether an alien resident in the United States is entitled to the
foregoing credit the Bureau of Internal Revenue has had to ascertain whether the
country of which he is a citizen satisfies the similar credit requirement of section
131 (a) (3), either by allowing to citizens of the United States residing in such a
country a credit for the amount of income taxes paid to the United States or, in
imposing such taxes, by exempting from taxation the incomes received from sources
within the United States by citizens of tile United States residing in such country.

Countries which have been .held by the Bureau of Internal Revenue to satisfy
such requirements include Australia, Austria, Bulgaria, Canada, Italy, New-
foundland, Salvador,# and Spain.&

Australia taxes In principle any resident, whether a citizen, alien, or domestic
corporation, on income from all sources but exempts income derived by such a
resident from sources abroad "where that income is not exempt from income tax
in the country where it is derived."8

Austria accords to individuals resident In Austria for more than 1 year an
exemption in respect of income from real property or from carrying on a regular
business, or salaries or pensions from public funds in another country, provided
it can be shown that such income is already subject to'tax in the country of source
and that the latter country accords a reciprocal exemption of income derived
from similar sources in Austria.?

Substantially the same provision Is found In the laws of Czechoslovakia,$
Hungary,9 and Poland. 0

The Canadian provision is perhaps the best example of a similar credit, section
8 of the Income War Tax Act 11 simply providing as follows:

"Sze. 8. (Other deductions.-) A taxpayer shall be entitled to deduct from
the tax that would otherwise be payable by him under this Act.

Article 095, Regulations 74.
I. T. 2901, XIV-2 C. 11. 138.

* Sems. 17 fnd 23 (q become Tax Assssnment Act, 193.
.ec. 153, Personal Tat Act of 1924 Collection of International Agreements and Internal Legal Provisions

for the Prevention of Double Taxation and Fiscal Evasion, League of Nations, herein referred to as Col-
lection, vol. I, P. 150; reenacted in the Personal Tax Law of 16034 Austria, IBundes.setzblatt 1, 1934, Nr. 141.

' Taxation o ForeIgn and National Enterprises, Leaguo of Nations (herein referred to as Taxation), vol.
11, p., 9; unchangedin the codification of July 8,1930, Czechoslovakia, Sannulung der Oesetze and Vererd.
nungpen, 1930, Nr. 227.
0 Taxation, vol. Ip. 216.10 Art. 4, Income az Law of April 30, 1925, as amended, Collection, vol. It, p. 35, and slightly modified in

art. 4, law of Dec. 14, 1935, Polnisobe Oesetze and V'ererdnungen, 1936, 8.18).
1n Nhap. 97, Revi.sed Statutes of Canada of 1927, as amended.

54885-38--38
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"(a) Income tax paid in any other portion of British Empire: The amount
paid to Great Britain or any of its self-governing colonies or dependencies for
income tax in respect of the income of the taxpayer derived from sources
therein; and

"(b) Income tax paid in any foreign country: The amount paid to any foreign
country for income tax in respect of the income of the taxpayer derived from
sources therein, if such foreign country in imposing such tax allows a similar
credit to persons in receipt of income derived from sources within Canada.

"2. Limit of deduetion.-Suh deduction shall not at any time exceed the
amount of tax which would otherwise be payable under the provisions of this
act, in respect to the said Income derived from sources within Great Britain
or any of Its self-governing colonies or dependencies or any foreign country."

It is to be noted that the condition of reciprocity appears only in paragraph
(b) relating to foreign countries and not in paragraph (a) relating to other
portions of the British Empire, but this is due to the fact that the United
Kingdom and the various dominions have provisions for relief from double
taxation, which will be examined below, with the consequences that almost
complete reciprocity exists between them.

It should also be noted that the relief is granted to any taxpayer whether a
resident alien or a resident Canadian citizen or corporation.

The Italian tax system consists of several so-called scmedular taxes on various
classes of income from Italian sources and a superimposed complementary tax
on total income. Thus, the taxes on land and on buildings apply only to Income
from such sources in Italy. The tax on Income from movable wealth (riechezza
mobile) applies only to such Income originating in the national territory, and
with regard to business enterprises, Article 9 of time Royal Decree No. 1403, of
August 12, 1027,3 specifically provides that income of corporations and private
firms having their headquarters In Italy which Is earned at a branch outside the
national territory, as well as salaries and other allowances paid abroad, shall
not be taken Into account in paying taxes in Italy, provided the enterprise con-
ducts said branch on an Independent basis and submits to the Department of
Taxes proper accounts corroborated by such further evidence as may be necessary
to apportion and distinguish between the various sources of income.

The complimentary tax is payable by individuals residing in Italy, generally
speaking, on income from domestic sources and income from foreign sources
which is consumed in Italy.

COUNTRIES ACCORDING OTIIER FORMS OF RELIEF

Various countries have been held by the Bureau of Internal Revenue not to
satisfy the similar credit requirement, but this has no special significance insofar
as this report is concerned, for some of them impose no income tax while
others, In their laws or in bilateral treaties, accord to their taxpayers either
reductions in rates or exemptions which, in many cases, are much more generous
than the relief from double taxation granted by the United States to its citizens
and corporations. The foreign legislative provisions generally apply to Americans
residing in the country, but the difference in the structure of the tax or the
nature or extent of relief may be the reason for holding that they do not grant
a credit similar to the very strictly construed credit in our own law.

Furthermore, the important question from the viewpoint of our foreign trade
is not whether a foreign country accords to the relatively few American citizens
residing in their territory a credit similar to our own, but whether they grant
to their own nationals and corporatiols which lire competing with our export
enterprises more liberal treatment so that they may be in a better position to
undersell American exporters.

The wisdom of not subjecting national enterprises to taxation higher than
that borne by competing enterprises in foreign countries prompted the Spanish
Government practically to exempt the income earned abroad by a Spanish
company. The question was raised, in connection with studies preliminary to
a revision of the law, whether the Spanish Government should renounce a
portion of its tax equal to the amount collected by the foreign state If the rate
applied by the latter was not higher than the Spanish rate, or If It would be
preferable to deduct from the profits a part proportionate to the volume of
business carried on abroad. The latter solution was adopted because of the
advantage it possessed of putting the Spanish company on the same footing

ItCollection, vol. 1, p. 100.
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from the viewpoint of taxation as the competing enterprise of a foreign state.
The exemption Is merely subject to the conditions that the Spanish company
shall be taxable abroad on its profits made there, and that at least one-third of
the entire profits of the enterprise (covered in most instances by dlomestie
profits) shall be taxable in Spain.1

The Netherlands was formerly held to grant a credit similar to the United
States credit, but recently a contrary ruling has been issued." That country
accords to a resident national a deduction from his home tax if he is taxed on
income from certain sources in a foreign state, including immovable property
and mortgages thereon, a trade or profession, emoluments or pensions paid by
a foreign public authority. Ills home tax shall be reduced by the amount of
the tax assessed according to Dutch law upon an income equal to that part of
his income derived from the Indicated sources. The same relief Is granted to
foreigners resident in the kingdom who either have resided therein for the
preceding 5 years, or are nationals of a state which grants to Netherlands
nations resident in its territory all equivalent exemption from double taxation."
With regard to domestic corporations, the Netherlands imposes no tax whenm
profits are earned abroad, and includes in the dividends subject to the tax due,
when profits are distributed, only one-third of the proportion of the dividends
which consists of profits that have been taxed nbroad.l

A general power has been granted to the Government of the Netherlands
to approve reclprocal conventions for the prevention of double taxation pro-
vided that only income earned outside the kingdom be exemiptted, in law No.
3753 of June 14, 193 ." Hence. the Netherlands may forego by treaty the tax
on one-third of the foreign income which was reserved for taxation under the
previous law.

The principle of exempting income from foreign sources and taxing only
income from domestic sources has been embodied In the national laws of a
number of countries, including South Africa and Argentina."

The French system consists primarily of a number of schedular taxes on
Income from certain sources in France and a superimposed general Income tax
on the total income of persons habitually resident Il France, including their
income from foreign sources. Viewing the French tax structure as a whole,
Income derived front sources abroad is not subject to the schedular taxes, and
there is consequently only double taxation to the extent that the income taxed In
another country is Included in time total Income of the taxpayer subject to the
general income tax. Al exception from this regime consists in tihe tax on
Income from securities which must be paid by residents on dividends and Ili-
terest from foreign securities as well as from French, securities. If such divi-
dends and Interest have been taxed In the country of source, double taxation
will arise when they are again subjected to tax in France, not to mention that
which results front being Included in the total net income subject to the general
income tax. However, In treaties concluded by France with Belgium and
Italy, provisions have been Incorporated to reduce double taxation of this type of
Income, which are modeled after the foreign tax-credit provisions in the
United States Revenue Act."

Belgium likewise has a system of schedular taxes and follows time principle
of territoriality to tte extent of taxing income from foreign establishments at
only one-fourth of the Belgian rate on such income which has been taxed abroad.
Also the 22 percent national rate on dividends Is reduced to 0 percent for the
part of the dividends corresponding to profits realized and taxed abroad." A
complete exemption for business income allocable to the other State In granted
in treaties concluded by Belgium and France and Italy." As regards Income

"Taxation, vol. 1. p. 140.
"1. T. 2980 XV-1, CB 140.
15 Ministerial decree of April 17, 1928, Collection, vol. T, p. 198.
14 Art. 28, law relating to the tax on (lividends and directors' fees, January 11, 1918,

Collection. vol. 1. D. 197.
11 Collection, Vol. 1,p. (6.

'Thus the South African Income tax act No. 40 of 1925 (Taxation, vol. III, pp. 170,
181) taxes only Income derived from sources within the Union and certain minor classes
of Income deemed to be so derived.

The Argentine Law No. 11682 of December 30, 1932, as amended, is even more restric-
tive In article 1, which subjects Argentine citizens or foreigners to tax only on income
from Argentine sources.

It See below under Treaty Provisions.
0 Art. 84, No. 4 and Art. 35, par. 7, coordinated Iiicome-tax laws of Sept. 12, 1936,

Bulletin des ('ontritlons Dlrcetes, Sept. 1936, p. 308.
iFrance-Belgian treaty, Art. 7, Collection, vol. V, p. 59; Italo-Ielgian treaty, Art. 0,

Collection, Vol. V, p. 05.
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from stocks and bonds, the treaty with Italy gives the country of source the
exclusive right to levy an Impersonal tax,' and the France-Belglum treaty
permits the'country of source to withhold its full tax but requires' the country
of fiscal domicile to grant a deduction in respect thereto. =

RHIUEI WITHIN THU BRITISH EMPIRE

The United Kingdom and various British Dominions have certain provisions
in their Income-tax laws which are Intended to assure relief to their respective
taxpayers, as well as some sections of more general application.

To encourage trade within the Empire, the United Kingdom grants against
its tax a credit for taxes paid on income earned in one of the Dominions,
which Is known as "Dominion Income-tax relief." The pertinent provisions
are intended to relieve a person from having to pay upon any part of his
income the full Income tax (including supertax) chargeable In the United
Kingdom,' as well as the full Income tax and supertax chargeable In a
Dominion."

In general, the relief given is at the rate of one-half the "appropriate rate"
of United Kingdom income tax, but where the Dominion rate is one-half or less
than one-half of the appropriate rate, the relief Is measured by the Dominion
rate Itself. In the 1919-20 report of the Royal Commission on the Income tax,
It was recommended that the relief given by the United Kingdom should not
exceed one-half the rate of the United Kingdom tax, and that any further relief
nece.vary in order to confer relief amounting in all to the lower of the two
taxes should be given by the Dominion."

India Is the principal Dominion according the contemplated reciprocityY
Although the Australian Commonwealth grants reciprocal relief, many of the
individual states do not and, to that extent, Australia is classified as a n6n-
reciprocating Dominion. The same applies to South Africa and to Canada.2

New Zealand Land and Income Tax Act, 123, provides, In section 89, that
"Income derived by a person resident in New Zealand lut not derived from
New Zealand shall be exempt from Income tax, if and so far as the Commis-
sioner is satisfied that It is derived from some other country within the British
Dominions and that it is chargeable with Income tax In that country."

The United Kingdom provision of more general application is that In schedule
D, case V, rule 2 of the 1918 act which taxes resident Individuals and com-
lanies only on actual remittances of Income from certain foreign possessions,
which Includ6 a business entirely managed abroad.*

Section 4 (k) of the Canadian act contains a provision which Is somewhat
similar to the foregoing exemption In the United Kingdom but It Is much more
liberal. It frees from Canadian tax under certain conditions the Income of
Canadian companies which carry on their business operations entirely abroad
and have their assets entirely abroad."

22 Final Protocol, No. II.
" Art. 0.

See. 27 of the Finance Act, 1020, as amended by the act of 1927.
*The word 'Dominion" means the self.governing colonies, as well as any British posse.s-

sion or- protectorate, or any terrtory for which any government in the Empire exercises a
mandate.

l But where the las i force In any Dominion make no provision for the allowance of
relief in respect of U~nited Kingdom tax, an additilna"rolief Is glVen. (Act of 1920, see.
27 (4), proviso (b).) The difference between the amount of the Dominion income tax pald
or payable and the total amount of the relief granted from United Kingdom tax in accord-
ance with the general standard Is deducted in estimating the Income for the purpose of the
United Kingdom tax. (Konstam, p. 30.)

ff Section 40 (1) of the Indian Income-lax Act No. XI of 1022, as amended, provides that
"if any person who has paid Indian income tax for any year on any part of his Income
proves to the satisfaction of the Income-tax officer that he has paid United Kingdom Income
tax for that year In respect of the same part of his income, and that the rate at which he

was entitled to. and has obtained relief under the provision of section 27 of the Finance Act,
1020, is less than the Indian rate of tax charged In respect of that part of his income, lie
shall be entitled to a refund of a sum calculated on that part of his Income at a rate equal
to the difference between the Indian rate of tax or-the appropriate rate of United Kingdom
income tax, whichever Is less, and the rate at which he was entitled to,- and obtainei.
relief under that section. * * 4."

28 Newport, Income Tax Law and Practice, Oth edition. p. 211.
collection. vol. II P. 3 .
80 olqukoun v. Brooks (1889), 14 A. C. .193, 01 L. T. 518, and Mitchell v. Egyptiant

Hotels, Ltd. (1915) A. C. 1022: 6 Tax C. 542.
A' No tax is to be levied on 'tie Income of incorporated compaples (except personal

corporations) "(I) whose business operations are of an Industrial, mining, commercial
public utility or public service nature, and are carried on entirely outside of Canada,
either directly or through subsidiary or affiliated companies, and whose assets (except
securities acquired by the investment of accumulated income and such bank deposits as
may be held in Canada) are situated entirely outside of Canada, including wholly owned



REVENUE ACT OF 103 587
LAWS AUTIIORIZINO TTEAfES

In the laws of a number of States are found general provisions authorizing
agreements to prevent International double taxation. The Netherlands pro-
vision has already been mentioned. Article 27 of Danish Law No. 74, of March
29, 1924, "' provides that if the Income of any person, company, or association
liable in Denmark to communal taxes is also liable to the comnmnal tax III an-
other state, the government is authorized to avoid double taxation through con-
cluding reciprocal agreements. Tie substance of tis provision was reenacted
as section 47 of law No. 28 of February 18, 1937, with the addition of a clause
empowering the local fiscal authorities to take steps to eliminate double taxa-
tion in individual eases where it has not been prevented by treaty."'

An authorization for agreements concerning income and property taxation is
found in the Swedish Royal Decree No. 155, of May 22, 19%."

TRFATY PROVISIONS

Over 40 agreements or treaties, most of which cover all classes of income,
have been concluded since the World War for relief from international double
taxation.

Countries which have accorded various exemptions in their laws for Income
derived from foreign sources, like Austria, France, Belgium, Italy, and the
Netherlands, have broadened them in their treaties, and Germany, which accords
no specific exemption for foreign items in its law, has granted generous exemp-
tions in treaties with 12 of its European neighbors, including Czechoslovakia,
Austria, Poland, Switzerland, Hungary, Danzig, Union of Socialist Soviet Re-
publics, Sweden, France, Finland, Rumania, and the Netherlands.

In general, countries have negotiated treaties with other countries with which
they have important trade relations. Thus, Austria has entered Into agree-
ments with Czechoslovakia, Hungary, Germany, Italy, and Poland. France has
concluded general treaties with Italy, Belgium, and Germany, and a treaty
dealing only with a limited number of items with the United States. It is
understood that a similar arrangement has been negotiated with the United
Kingdom but not signed.) It is of interest to note that the treaty between
France and the United States, when applied in conjunction with section 131
of the United States Revenue Act, operates In the same manner as provisions In
European treaties which recognize the prior right of the country In which an
enterprise has a permanent establishment to tax Income allocable thereto, but
require the country In which the enterprise has Its seat to grant some kind of
relief from Its tax for such income.

The United Kingdom has an agreement with tihe Irish Free State whereby
each party exempts entirely Income flowing to persons resident in the other, V
and it has concluded arrangements for the reciprocal exemption of income
derived by persons in one state from certain transactions effected through
agents in the other state, with Sweden, Switzerland, Finland, the Netherlands,
Canada, Greece, and Newfoundland.

Generally speaking, however, these treaties involve the relinquishment by one
party of its right to tax designated classes of income originating in the other
contracting state. Many of the treaties allot specific classes of income for
taxation in the country of source and, in a residuary clause, recognize the right
of the country of domicile to tax the balance of the income. Despite a provision
that income from the state of source is exempt from the personal tax in the
state of domicile, a method of computation, essentially similar to the United
States credit for foreign taxes, is prescribed for progressive taxes levied by the
country of domicile in the treaty between France and Germany, and, insofar

subsidiary companies which are solely engaged In the prosecution of the business outside
of Canada of the parent company; or (11) whose business operations are of an investment
or financial nature and carried on entirely outside of Canada, and whose shares have
been officered for public subscription or are listed on any recognized stock exchange in
Canada or elsewhere, and whose assets (except such bank deposits as may be held In
Canada and except shares of other companies conforming to the requirements of this
paragraph (k), are situate entirely outside of Canada. Shares stocks, or bonds of
Canadian companies shall, for the purposes of this paragraph (k), be deemed to be assets
within Canada notwithstanding that they may be or have been transferred on any register
outside of Canada."

* Collection, vol. 1, p. 151.
U Denmark, ljovtidenden A, 1987, 8. 75.
"Collection, vol. 1, p. 178.
55 Collection, Vol. I, p. fio.
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as Sweden is concerned, in its treaty with the Netherlands. Thus, article 14 of
the Franco-German Treaty may be translated:

"The personal tax on the total income, imposed in the state where the tax-
payer has his domicile, will be collected only on the income taxable in this
state, according to the provisions of the present convention, but at the effective
rate based on the total income of the taxpayer." '

The same principle Is expressed In different language in the final protocol to
the treaties concluded by the Netherlands with Sweden and Belgium.'"

Many of the treaties employ the same classification of income, and allot
practically all the important classes to the State of source for prior if not ex-
clusive taxation. Almost uniformly the State of fiscal domicile exempts the
following classes of income, which are therefore taxable only in the State from
which derived:

1. Income from real property, and mortgage thereon, and, in some cases,
mining royalties;

2. Income allocable to a business or professional permanent establishment,
except that, in the case of shipping and air-navigation enterprises, the profits
are taxable only In the State where the real center of management is situated:

3. Income earned in a given State (public salaries and pensions are usually
allotted for tax purposes to the State of the debtor administration)

4. Directors' fees;
5. Dividends and interest subject to tax by withholding at source. The

treaties concluded by France with Belgium and Italy provide for a sort of
credit for the tax withheld at source against the impersonal tax in the country
of fiscal domicile, and only a few treaties apparently permit tihe subjection of
this income to the full tax at fiscal domicile.

On the contrary, annuities are generally except at source and taxable only
at the fiscal domicile of the recipient, and some agreements treat patent and
copyright royalties in the same manner.

SUMMARY

Briefly, the principle generally adopted in laws and treaties is that the income
taxed in the country of source should be exempt from further taxation in the
country of fiscal domicile. It is to be noted that no country has as complicated
provisions restricting its allowance for foreign taxes as those in force in the
United States. The laws and treaties granting an exemption for income taxed
at source are obviously more liberal than the American credit for foreign taxes,
as under them the State of fiscal domicile foregoes any claim to tax the income
allocable to the other State, even though the latter's rate is lower than its own.
The exemption is usually more generous for the additional reason that the ex-
empt foreign income is not included in the total income in determining the rate
applicable to the domestic income which remains taxable in the country of
domicile. In other words, the domestic income thereby escapes being artificially
brought into the higher brackets of a progressive tax. There has long been a
precedent in the United States Revenue Act for exempting foreign income,
namely, the exemption of income earned abroad which is granted to a citizen
of the United States who is a bona fide nonresident for more than 6 months
during the taxable year."

Obviously, if the full benefits are to be derived from the Government's policy
of promoting foreign trade, our exporters who have established sales branches
or subsidiaries abroad should be protected in every way possible from double
taxation. If, in addition to the present high costs of operation, these enterprises
were forced to bear the burden of full taxation both here and abroad, the con-
tinuance of their foreign activity would become extremely difficult, if not tin-

86 See also Collection, vol. VI, p. 17.
7 The Netherlands Swedish treaty provides under No. X of the protocol:

"(b) In the case of taxpayerss having their fiscal domicile In Sweden:
"The State of fiscal domicile In its assessment of the tax may apply the scale of

taxation that would have been applicable If the Income and capital, which under the
present Convention are taxable only in the other State, had formed part of the income
and capital taxable In the State of fiscal domicile" (Collection, vol. VI, p. 20),.

A variation is found In paragraph (a) of No. X relating to the Netherlands and In the
treaty between the Netherlands and elgum (final protocol No .. I Collection, vol. V,
p. 13). The State of fiscal domicile shall assess Its tax on the bases of the entire tax-
able income but it shall deduct from the amount of the tax thus computed the tax
which according to its own legislation is applicable exclusively to the Income derived from
the other State. This corresponds to a provision in the Netherlands law cited above.88 Sec. 110 (a), Revenue Act, 1936.
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possible. Companies persiting in their efforts to carry on foreign trade might
be tempted, In order to avoid almost confiscatory multiple taxation, to keep the
profits abroad through building up plant and sales services there Instead of in
the United States, or to resort to various methods of avoidance. In other words,
the foreign-tax credit keeps the door open to the bringing honie of foreign
income. These profits from abroad, after being paid out to the shareholders, elf-
ployees, and suppliers of the exporting enterprises, )ass from hand to hand and
the Treasury receives Its share front each successive taxpayer. The Importance
of the flow Into the United States of tie Income from the estimated 10 percent
of our commerce which consists in International trade contributes Immeasurably
to the employnient of labor and the general welfare of the country.

It Is (lillielilt to Imake it (lose comparison of the credit for foreign taxes in the
United States law and the corresponding provishnis i other laws because of tile
wide difference iln the tax structures and the economic interests of tile various
countries. Nevertheless, from the viewpoint of Government revenue, the Amerl-
(,an credit provision is more advantageous than the United Kingdom exemption
for British corporations with business establislments managed abroad because
tile latter relief alplile.s only to tile extent thilt Ilnonte Is not rellitted to the
United Kingdoln. Having paid the local tax, such corporations 1n11y feel con-
strained not to submit tie income to taxation again it tile United Kingdom but
rather to lsI, It in developillg the plant or making other inyestinents In tile
foreign country. Therefore, little of tile foreign profit Is likely to le converted
into tax revenues of the Ulited Kingdom, and, at tlle sa1e1 time, British industry
and labor 11a1y be adversely affected by the retention of tile Income abroad. For
similar reasons the American credit system Is preferable to the foreign provi-
1ons based on reciprocity Insofar as branches or subsidiaries are established t n

countries not nieeting this requirement.
The United States credit for foreign taxes has the advantage, front ant admin-

istrative viewpoint, of applying equally to income derived by United States citi-
,Azens and corporations from all foreign countries and not depending upon reelp-
rocal laws and treaty provisions which sometimes vary. Only Insofar as resi-
dent aliens are concerned must the bureau determine whether tie country of
which tile allen Is a citizen or subject grants an equivalent credit.

From the viewpoint of our exporting enterprises, the American method is
more advantageous than the system of Dominion Income-tax relief as applied
generally in the British Empire, because the corporation, Instead of having to
clain relief from each of the two governments concerned, looks to the United
States Government alone, an(l Its protectilbn Is more complete. Furthermore,
tile British system Is intended to place on a preferential basis trade within the
Empire. On the contrary, our system of relief is predicated upon a world mar-
ket for American lroduets, and our exporters receive equal treatment regardless
of the foreign country i which they sell their goods. Consequently, from this
standpoint our enterprises have fni advantage over British enterprises trading
outside the Elmpire which Is needed to offset numerous trade handicaps.

However, tile foreign-tax credit is not as advantageous as the provisions in
the laws of France, Italy, Argentina, South Africa, and other countries which
tax only profits realized at home and exempt those allocable to an establishment
il any other country. The enterprises of these countries do not have to make
the complicated computation of tile credit and pay to their home government
tile difference between tile home tax and the foreign tax on the foreign Income,
If the latter Is lower.

The wisdom of taxing profits of nit enterprise only at tile permanent estab-
lishiment to which they are allocable is evidenced by tile fact that this prilnle
has been Incorporated In over 40 treaties. Tills Government shoul not lose
much, If any revenue, if It followed the example of other countries In exempt-
Ilng Income derived by American enterprises through permanent establishments
or subsi(ilaries abroad. If It could not Incorporate such an exemption Ill the
law, It should naintailn tile foreign-tax credit for general application, and might
accord an exemption lit treaties with countries hIaving equal or higher tax rates.
This should Involve no loss of revenue but rather should tend to Increase tile
Inflow of foreign Incomne and resultant taxes and would save the taxpayers and
Bureau offlelals a great deal of time and trouble In making tie complex comipu-
tation of tho( double limitation on the credit imI conrformlity with extremely tech-
nieal and restrictive rulings.
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CONCLUSION

Recalling the resolution voted at the 1930 meeting of the American Bar Asso-
clation in favor of the negotiation of further treaties to bring about the redluc-
tion of International doube taxation, It Is respectfully suggested that-

1. In oider to facilitate the carrying out of the administration's policy of
promotig American trade abroad, the provision for the credit for foreign taxes
In section 131 should be applied so its to fulfill Its fundamental purpose and
shoul not be curtailed by tecliical and inconsistent lhitations.

2. If the cooperation of foreign governments to prevent fiscal evasion is
dP(,Qired, arrangements for that lurpse shoul be inchheit al to agreements
establishing fair bases of taxation for international comnnerce and investments
and the prevention of International double taxation.

3. lit sell agreements the present credit for foreign taxes might be replaced,
at least insofar as business Illnome is concerned, by all exemption front Amer-
can tax for the Income allocable to it permanent establishment i the other
contracting state.

4. The treaties might contain provisions for the reciprocal exemption of
patent and copyright royalties similar to article IX of the Franco-American
Treaty, as well as for other classes of income.

5. The provision for reducing the general withholding rate of 10 to 5 per-
ceit, which Is authorized by sections 211 (a) and 231 (a) of the 1930 act In
the case of contiguous countries, should be extended to other countries in
agreements according substantially equivalent advantages to United States
citizens and corporations, including provisions to prevent extraterritorial taxe-
tion and International double taxation.

6. it order to protect our enterprises from excessive and extraterritorial
taxation abroad resulting from an improper allocation of income, and to reduce
thereby taxes which may be credited against the United States tax, tte draft
convention for the allocation of business income for tax purposes, formulated
by the fiscal committee of the League of Nations, sitouhl be used as a basis
for treaties with other countries, especially as this and other governments have
already Indicated their willingness to do so.

7. As liability to estate anti Inheritance taxes in two or more countries gives
rise to virtual confiseatlon of the property or to recourse to tax avoidance, pro.
visions to prevent this double liability should be incorporated in treaties.

The CHJAI31MAN. We will now hear from Mr. Mark Graves, com-
missioner of taxation and finance. New York State. I may say that
Mr. Graves is the commissioner of taxation in Neow York State, anti
wishes to discuss the estate and gift taxes as carried in the House bill,
and I am in receipt today of a letter from Governor Lehman. which
I am going to read to the committee, calling attention to views similar
to those now to be expressed by Mr. Graves.

(The letter is as follows:)
ALBANY, N. Y., March 18, 1938.

Hon. PAT HARISON,
Chairman, Sciiatc Finaince Committee,

United ,States ,Scnatc, Wo.hatlnqton, D. C.
DEAu SENATOR HARRISON: Will you not have this comnmunicatioi read Into

the record of the hearings on the pending 1938 Federal Revenue Act? A busy
legislative session, just concluded, has prevented me front communicating with
you sooner.

At the very outset, let me say that I am asking on behalf of the Empire
State and all other American States and Territories that the Federal Revenue
Act be amended to provide for-

(a) Fifty percent credit against the Federal estate tax on account of death
duties paid to the States and TerritorJes; and

(b) An extension of the credit at the satie rate to the Federal gift tax.
The reasons which impel me to make this request are as follows:
1. Tite lIndependent sovereignty of the States Is threatened by Federal taxing

policies. This country was organized on the theory and has grown and pros-
pered tinder a system of independent sovereign States, with exclusive author-
ity in many fields and with Independent taxing power-a power not second
to but on a parity with the Federal Oovernment Itself. Under such condi-
tions, if one of two governments having equal, concurrent jurisdiction to levy
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a tax, actually monopolizes tho field to the exclusion or the near exclusion of
the other, It may follow that that other government will be destroyed or at
least starved into impotency. The extent to which the Federal Governmet
has and Is Ignoring the rights of the States In the Income (personal and cor-
porate) and estate tax ilelds and virtually monopolizing those fields to tile
exclusion of the States Is truly alarming. The result Is that the bulk of
State and local revenue is shouldered on real property and that many of the
States and their localities have been forced to enact tax laws not suited to
State and local use ahId uneconomic in their effects. I give you these thoughts
because I am profoundly convinced of their importance If this country is to
continue according to the pattern originally planned.

2. The rights of American States to Impose death duties are equal-superlor
It Is believed-to those of tile FeO'ral Government. Tills is so for two reasons:

1a) The right to trans ,it property at death and the right to inherit property
fr,,a decedent are rights gained under State laws;

(b) Traditionally and historically, tils fleld of taxation was recognized as
Ibelonging to the States and was used by them long before It was Invaded by
file Federal Government.

3. The Federat tax fixes ia ceiling for State taxes. The proposed Federal estate
tax Is graduated to 70 percent, and in the ease of the larger estates takes
considerably more than one-half. In the lower brackets, the percentage taken Is
its high, if not higher, than sihuld reasonably Ie exacted. It i untlhinkable that
the States will superinpose upon the Federal tax still higher duties. To do so
would he unfair and uneconomic. Hence, for every practical lIrposle the rates
of State estate taxes will be limited to one-sixth of the Federal rates in the
various brackets.

4. The proposed law assumes the States have but a one-.sixth right to tax
estates. In this connection, It will be recalled that the Federal Revenue Act Cf
1920 graduated estate-tax rates to 20 percent and allowed as a credit against the
Federal tax death duties pald to the States hut not to exceed 80 percent of the
Federal tax. Later, in 1932, the Federal Government Imposed an additional
estate tax with rates graduated to 70 percent but with no additional credit on
account of death duties laid to the States. It Is now proposed, and sensibly so,
to combine the two Federal estate taxes. However, It is proposed to allow
against the combined taxes a credit of 161 percent on account of death duties
pa d to the States. Stated bluntly, this Ignores the equal rights of the States
to levy death duties and for every practical purpose tells these sovereign States
they have a right to but one-sixth of the revenue to be derived from estate
taxation. There Is no Justification for such an attitude on the part of the parent
government. Its position cannot be defended. As the States have equal, If not
a superior, claim to revenue from estate taxation, the credit for death duties
Should he not less than 50 percent.

5. Federal taxes Increased, credit for State taxes decreased. An atlysis of
tils measure dlscloses that on net estates of $700,(M)0 and more, Federal taxes
are inerr ed from a fraction percent to more than 4 percent, and that the credit
for Stat ixes Is decreased front a fraction percent to 14 percent. Tirms It will
be seen .mt the States are left In a less favorable condition than they now find
themselves. Te consolidation of the two Federal estate taxes should not be
used to cover an Increase in rates or a decrease hi the credit allowed for death
duties paid to the States.

0. A credit should be allowed against Federal gift taxes for gift taxes paid
to States. The Federal estate tax was supplemented by a Federal gift tax
with rates graduated at 75 percent of the estate-tax rates, but no credit was
allowed for gift taxes paid to tie States a1d none Is proposed it this measure.
The prlinclpal Irpose of the gift tax was to prevent evasion of tile estate tax
through the mnediun of Inter-viros gifts. A gift tax Is necessary whenever
estate taxes reach high levels. In such cases it may for every practical purpose
be said to be an integral part of death taxation. It is, therefore, perfetly
obvious that the Federal gift tax should he amended to allow credit for gift taxes
paid to States and on the same percentage basis nq Is allowed in the estate tax.

In closing may I not leave with you two further thoughts which have a bearing
on this subject:

The first is that the States have to plan not only for their own ilnaneing but
for State aid to their municipal and political subdivisions. Except during war
tines thie services which the States anid their localities render to their people
are Just as Important and beneflelal as those rendered by the Federal (Jvern.
ment, Certainly they are more intimate and personal. The States are encoun.
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tering increasing difficulty in devising revenue icans for their own flinneing
and the financing of the localities.

The second Is.the ultiniate effect of existing high rates of taxation on Incomes
and estates on revenue yields in future years. The yield of these taxes depend
In a large mnensure on the high rates In the middle and higher brackets. The
effect of existing estate-tax rates and those proposed in the measure before you
will be to break up sizeable estates and require the payment of taxes out of
capital. The effect of the present schedule of incorne-ta$ rates will be to pre-
vent the accumulation of large estates. The result of both these will be a
diminution of yield in future years, and this even though there be an increase in
national income as great as nay reasonably be expected. This is a problem
which I am sure you and your colleagues will wish to consider. No doubt the
need for revenue will be as great in future years as at present. Is it wise to
continue a policy which will immediately secure additional revenue dollars at
the exl)ense of the revenue of future years?

Yours very sincerely,
IhER:i,-rT II. LihMAN.

STATEMENT OF MARK GRAVES, ALBANY, N. Y,, COMMISSIONER
OF TAXATION AND FINANCE, NEW YORK STATE

Mr. G,vEs. What I ani about to say, Mr. Chairman and members
of the committee, I shall make brief in view of the Governor's letter,
which has just been incorporated as a part of the record.

The CHAIRMAN. It will he read fully by each member of the com-
mittee.

Mr. GRAVES. If I may beg your indulgence, Mr. Chairman, I would
like to say this, that the Governor's letter and what I shall say is not
addressed solely to the interest of the State of New York 1)ut it ap-
plies with equal force to every American State and the citizens of
that State.

The CHAIRMAN. I notice some other commissioners here of various
States that are on the calendar.

Mr. GRAVES. Yes.
The CIAIRMAN. Have you talked to some of those gentlemen?
Mr. GRAVES. Yes.
The CHAIIRMAN. I take those gentlemen right along now.
Mr. GRA TS. They wish me to assure you that they would occupy a

very little time.
The CIHAR.MAN. I understand; and I want them to get back to

work, because we are not working down here.
Mr. GtvEs. I would like, Mr. Chairman, to say a general word

about the revenue bill. We people back in the States have become
increasingly conscious of the fact that legislation and administrative
action in Washington has an influence on our State affairs, on our
State finances, if 'you please. Things can be done and have been
done and possibly -ill continue to be done in Washington which will
unbalance State and local budgets. Anything which affects the econ-
omy of this country-and revenue legislation can affect it greatly--
affects likewise The American States and their localities. Our na-
tional economy is becoming more sensitive as years go by for reasons
which are obvious to you and which I shall not undertake to enu-
merate here.

I have listened all day to various speakers and witnesses and I
wish to commend to your attention that which has been said by them.
I am constrained to believe, if you will permit me to say so, that one
of the important factors in current business recession are the revenue
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laws of the United States and, to a lesser extent, the revenue laws
of the States themselves. I have particularly in mind tie exceedingly
high rates of surtax on personal income, and I have in Inindi the higl
corporation taxes, the undisttibuted-profits tax, high rates of the
estate tax, the capital gains uir", loss, and, finally, I might add the
personal holding corporation.

I earnestly hope you shall give, as I am sure you will give, most
thoughtful consideration to those aspects of the revenue law because
of a man who is called upon to help in a small way planning State
revenue programs, and planning State budgets, I have a feeling that
tile laws which have been enacted (town here have presented serious
problems to us. The current business recession has caused the State
of New York to lose millions of dollars-how many I cannot tell
youi-I would say $25,000,000 or more. If it continues during 1938 it
would cost additional millions.

Therefore, any action that the Congress ean take to relieve what
I believe are the undesirable economic defects of revenue laws will
be a service performed not only for business and for the country as
a whole, but. for the inldividlual States.

Coming down now to time immediate subject at hand, may I remind
members of the committee that some 12 or 13 years ago we had this
subject of the Federal estate tax on the carpet. Mr. Osgood in ad-
dressing you this morning mentioned the appointment of a committee
which made a report, an(I which appeared before congressional coin-
mittees arguing in behalf of its report. It will be recalled that at
that time some people believed that the Federal estate tax law should
be repealed in its entirety, and the revenue to be derived from estate
find inheritance taxation left entirely to the States. There were of
course, opposing schools of thought, but it. was recognized, and his-
tory recor(ls this, that the Federal Government had never used an
estate or inheritance tax except during times of war. It was also
recognized, and history records that fact that the States had for
more than half a century, many of them, depended upon the inherit-
aice or estate hies as an important source of revenue.

The outcome was the Federal estate tax of 1926, which provided a
credit of 80 )ercent on account of death duties paid by the States.
As I played a small part in it, as I understood i tlen and as I under-
stand it now, the decision reached was based very largely on the
thought that the States had a superior claim, a superior rigit to tax
the estate of decedents. You will ivmember that every right to in-
herit property from another or to transmit property at death was
gained under a State law.

Now, it is proposed in this statute to consolidate the two Federal
estate-tax laws. That is in the interest of simplification. It is a
commendable object to aim at, although as I shall point out a bit
later on, it perhaps is not as important as it seems.

But in the process of combining the two, it is proposed to allow the
States against their Federal tax a 16 percent credit, on account of
death duties paid to the States. It is said in the report of the House
committee that is the substantial equivalent of 80 percent credit
against the 1920 act. Time does not permit it, and statistics are
somewhat meager for me to verify the correctness of that statement.
I will simply say to you that as it'applies to New York it is not true;
insofar as I have, through our research organization, been able to
make figures, it is not true generally throughout the country.
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Senator BuaL LY. Do you know what the true figure would be
for New YorkI

Mr. GRAv . Approximately 25 percent. If the committee ques-
tions my figure Iknow that you have a 'very able expert in the em-
ploy of the committee, Mr. Parker, and I will leave it to him to
figure it out for you.

The CHAIRMAN. Do you know anything about the average in the
other States?

Mr. GJiAvm. I think they vary in the other States, depending on
the average size of the estate. The Federal credit, as I can figure it
out under the proposed act, will for estates under $700,000 be some-
what larger than at present, but when you get into estates above
$700,000 the credit will be smaller than is now provided under the
1926 act.

Senator BROWN. By that you mean to imply that New York would
be a much larger loser than most of the States?

Mr. GRAvEs. In dollars and cents, yes; but on a relative basis no
greater than s)me of the other States.

Senator BitowN. But in a State having a much larger number of
large estates, this exemption would be detrimental.

Mr. GRAVES. That is the idea. I said I would say something about
simplification. While it is desirable to simplify the Federal estate-
tax law by joining the two together, you will recall that the estate tax
does not apply to a tremendous number of estates anyway; I believe
about 12,000 annually, so that you are simplifying 12,000 returns an-
nually. I make this request, that unless you decide to enlarge the
credit you make no change at all because the States would be the
sufferers under this plan. I would like to leave with you this thought.

The, CHAIRMAN. Where did the Treasury get the statement on
which they based their testimony that it wouldbe about 161/2 percent?

Mr. GRAvs. I really cannot tell you.
The CILAIRMAN. 'You did not appar before the House?
Mr. GRAvEs. I did not appear before the House. We had a busy

legislative session in Albany and that has kept me pretty well
occupied.

The CHAIRMAN. Mr; Parker tells me it is on the aggregate of all
the 48 States thrown together.

Mr. GRAvE . That is possibly so. "Harking back to what I said
before, we people in the States, and some of the people whm were in
Congress in 1926, believe that the, States have a superior claim and
right. So I am here today to ask that if you do pas§ this legisla-
tion you change the credit on account of death duties paid to the
State to 50 percent because that recognizes merely a parity of claim
puts them on a 50-50 basis, whreas, I believe Icould argue, and
effectively, before a jury that the States have, a superior claim.

Senator BnowvN. Mr. Graves, what is this amount to the Federal
Government by way 'of collection q

Mr. GRAV. I shall have to ask Mr.. Parker or some of the experts
of the committee, Frankly I have not looked the Watter up.

Senator B1owN. 'For, instance, last year 'what did we get out of the
Federal estate taxes? ' '

Mr. PARKER. The Federal estate-tax receipts are something over
$270,000,000. .u i

Senator, BnoiqN. Quite a large itemi.
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Mr. PARKim. It is a large item. i
Mr. GRAVES. I would like to remind members of the committee

that the States and their localities are having their financial prob-
lems aswell. I might go so far as to say, as Governor Lehman says
in his letter, I fear that if present trends continue, the time will come
when the States will be reduced to an inferior and not a coordinate
body, they will be no longer sovereign States, but they will become
impotent as agencies of the Government.

If the Federal Government continues to invade or occupy and
appropriate the principal tax fields, States have nothing left to do
but to enact tax laws and revenue laws which will have uneconomic
implications.

Mr. PARKEi. The actual estate-tax collections for the fiscal year
1987 amount to over $281,000,000.

Senator Griy. As I understand your contention, it is that the
original estate-tax proposition in 1926, in which the 80-percent credit
was laid down-in other words, that the 80 percent of the amount
that the State collected in incomo-tax could be deducted from the
Federal tax? 1 , I

Mr. GRAVES. Tliatis right.
Senator GF.RTIV That was in order to make a lhvel for all the

States, and thotif the State taxes up to a certain point1 it had that
80-percent crllit, and that wis tothe advantage of the Vtate on the
theory tha4'tho estate ." Id inhertance tAx was in a great, many
States, mylown among others, a najor tax of the State.',M r. GR~vFs. That is right,o . .. i

Senate# GERRY. In f hsilbque4 lawq, no crditifor the ad itional
taxes pu on in 1932 and 1934s-an thosearo the only two, I tfink-
no additional credit has beefifallowed to the $tates.4.Now, the")ropo-
sition i. simply tq allow a 'ci'(lit, . t 16, l)ec" which appaiently
has beei[ worked it, -h . oniritf-tiaounting theory band on,"' 11 the
States, pd that heans tliit thoso, Stat' that have already' been
raising eir evei ue a i ave a Crvel)4uahized system of estate
and in le tance t ax . weuld sater; n thit the relly fair prol)osi-
tion is tl t the wlib1' theory o' I ,e 80arrcent, llowan should
be continue that was in the 19 w, an if they do no want to
do it that *y, the only,,21dir way -to do ito give 4 25-percent
exemption.,

Mr. GavEs. '1at is right.
Senator Gr.Aay. -nd tlat would be the same. e the 80-percent

apropos ion in, e __,4 the same theory.
Mr. GRAv Ts. Yes. Tbhtis,4ght Se]ti ?.rry, as applied to New

York. It might result in allow ttWW er etedits in some other States
than they are now getting, and that is because of the difference ii
the sizeof the'estates.,

Senator GERRY. Size of estates and how the States are taxing.
Mr. GRAVPs. Thutmi right. , 1 , t a I .In.
Senator GERRY. But it allows an advantage to the State: that is

collecting its revenue that way; and, after at, the States have to have
some way of collecting revenue,, as tile Federhl Government is now
going into l)ractically oAery field, 8s ybif have just stated,

Mr. GAVs. Yes.
Senator KINO. You mnentioned a mometit ago about tie encroach-

ment of the Federal Government. upon the states, so that they are

595



being brought down to mere administrative organizations or units,
much like the arrondisements of France. I was wondering if you had
any suggestion to make with respect to an estate and inheritance tax
that would more preserve the integrity of the States and yet at the
same time give to the Federal Government a reasonable revenue. I
have always taken the position that the States were paramount in
the question of taxes upon property. States are sovereign, and theyhave their responsibilities, and originally I was very much opposed to

the Fedeial Government collecting any taxes upon estates, because
States should be permitted to resort to estates as the basis for their
revenue. It is a faith accompli, and the Federal Government has
reached out and is grabbing the States, if you will )ardon that ex-
pression; and unless we are very careful, the States will be reduced
more and more and estate taxes vill be the principal source of revenue
to the extent o confiscation of the States.

Have you a rel e(ly for the protection of the States and at the
same time a policy which would give to the Federal Government a
reasonable tax V

Mr. GRAVEs. As it revolves around the estate tax alone, I could
not suggest anything. I (1o not mind saying to you that I believe that
the social and economic consequences of estate taxes graduated to
70 percent are undesirable.

Senator BRowr. How high is your New York top rate?
Mr. GRAvES. Sixteen percent. It is exactly 80 percent of the 1926

Federal rates, where the top was 20.
The CHAIRMAN. I did understand you to say that if we are going

to retain the 70 percent, first you prefer to divide that on a 50-50
basis with the State, and then, secondly, to leave it alone as it is.

Mr. GRAVES. I did not intend to be understood as arguing for the
top rate of 70 percent..

fhe CHAIRMAN. I understood that. First, it should be 50-50, if
it is 70 percent; and, second, that you prefer the old provision of the
estate law.

Mr. GRAVES. Yes. May I add one word about the gift taxes? The
gift tax for every practical purpose is an integral part of a highly
graduated estate tax enacted to prevent the evasion of the estate
tax by reason of gifts given away during lifetime. The States
therefore feel, alid we in New York feel, that we should have the
-same credit against the gift tax that we are allowed against the
estate tax, because one is complementary- of the other. The two
combined form a general scheme of taxing estates, gifts at death,
and gifts during lifetime.

I think, Mr. Chairman, I would like to talk longer, but that is all
I have to say.

The ChAIRMAN. Thank you. Have you filed a brief on this
subject?

Mr. GRANTs. I have not. If the Governor's letter is not an ade-
quate brief-

The CHAIRMAN. That is a very splendid brief, but I am sure the
members of the committee would'like to have your views.

Mr. GRAvES. I shall be glad to file a brief.
The CHAIRMAN. I would like to get your views on the undistributed-

profits and other tax questions.
Senator KINO. I think Mr. Graves, because of long experience,

and I have had the pleasure of meeting wit.h him on a number of'
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conferences where representatives of various States were present, and
his judgment on the question of taxation and revenue I thought was
better than any of those who were in attendance, I would like to get
his views on the broad question of Federal tax policy.

Mr. GRAVES. I only wish my judgment was as good as you think
it is.
The CHAIRMAN. If you will be able to, will you give it to us?
Mr. GRAVES. Yes.
Senator BROWN. I sup)pose one of the great difficulties you have in

levying taxes on estates is this matter of men acquiring residences in
other States where the estate taxes are not so high; is that a fact?

Mr. GnAvms. That has virtually been overcome. The multiple
taxation and competition between'States for peop)e of wealth has
virtually been overcome by the 1926 act, which was conceived on the
theory that no matter where a man (tied under the Stars and Stripes
his estate tax would be so much. The only question would be whether
the Federal Government got the most of it or the States.

Senator BRowN. And that encourage(] estate or inheritance taxes
and laws immediately?

Mr. GRAVES. Yes.
Senator BROWN. And practically I tlink now every State in the

Union has an estate tax.
Senator KING. Except one; Nevada.
The CHAIRMAN. Let us hear Mr. J. J. Truss, the State tax commis-

sioner of Delaware.

STATEMENT OF 3. 3. TRUSS, WILMINGTON, DEL., STATE TAX
COMMISSIONER OF DELAWARE

Mr. TRUtss. I want to endorse every word as strongly as I can
that Commissioner Graves has said, anid as a representative of one
of the States whose interests are taken care of by Senator Townsend
on this committee, ftiat had time permitted, each tax commissioner
from all of your various States would undoubtedly have been in
touch with his Representative in Congress with the same thing that
we have reported to our Representative, and which Mr. Graves has
called to your attention today.

The CHAIRMAN. Mr. Ashley Greeiie, assistant attorney general of
the State of Illinois. Lie is'appearing in the place of Mr. Kerner
and Mr. Leland, who are on the calendar.

STATEMENT OF ASHLEY GREENE, ASSISTANT ATTORNEY
GENERAL, STATE OF ILLINOIS

Mr. GRnENE. I appear here in support of Mr. Graves' statement
for.the State of Illinois. Illinois did not change its inheritance-tax
act to conform with the Federal estate law in 1926. We still have
an inheritance-tax act and as an inheritance-tax act the rates are
relatively high, and they run up to 30 percent; that is, on gifts to
strangers. So far as the actual effect, of deduction under our law,
it is better for us to have the 161/2 -percent provision than to have
the 80 percent of the 1926 act, for th-e reason that the 161/2 percent
will apply to all the estates, and the 80-percent law does not apply
to estates under 100,000. This would extend it, all the way down to
the lower brackets.
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We have a considerable problem in connection with inheritance
taxes on account of the Federal estate tax. One of these is that the
Federal Government taxes the proceeds of insurance. The State of
Illinois does not. In some cases the State tax is entirely wiped out
by the allowance that we have to give for the Federal estate tax. We
have to make a deduction for the Federal estate tax, but you do not
deduct for the State tax.

The purpose of that 80-percent clause is to equalize more or less
the tax rates in the various States. It has not worked out that way
entirely, but it has been very helpful. We still have conflicts of
jurisdiction with other States, particularly with Florida--our people
want to live in Illinois and want to die in Florida. That comes up
occasionally and sometimes unfortunately the taxpayer gets taxed
twice, because he admits jurisdiction in Florida and actually lives in
the State of Illinois.

I would like to call the committee's attention to another matter,
and that is the gift tax. This exemption does not apply to the gift
tax. For that reason the Federal authorities are inclined to construe
a gift as an outright gift, and taxable under the gift law instead of a
gift in contenmplhtion of or intende(l to take effect at or after death,
bcauso in that case they (1o not have to give an exeml)tion.

The result of that is that the taxpayer often pays a tax to the State
on a gift in contemplation of death for which lie gets no credit under
the Federal act.

I agree very heartily with Mr. Graves that the estate tax has always
been primarily a State tax. During the emergency it was necessary
for the Federal Government to go into that field, and certainly the
States are in no position since the Civil War to complain about the
Federal Government coming into fields that they heretofore monopo-
lized, but at the same time the Federal Government should be fair in
coming into those fields. Right now the cry all over the country is to
restore to the State government the functions now carrie(l on by the
Federal Government. The States must have revenue to perform such
functions.

Senator KiNG. They would have to cry a little louder because the
Federal Government is not listening thus'far.
. Mr. GREENE. In Illinois there is a Democratic government, and we
very much appreciate the benefits we have had from the Federal Gov-
ment, but we think sooner or later State functions will go back to the
States and must go back to the States if we are to have any kind of a
normal business condition.

Senator KING. Do you know of any power acquired by the Govern-
ment being released?

Mr. GREENE. We are talking about giving up the Philippines.
Senator KING. But we have not, and it i's a question as to whether

we will.
Mr. GREENE. 'In conclusion I would like to add that the State of

Illinois requests the committee to give just as great an allowance as
they can consistent with the needs of the Federal Government. A
credit is beneficial to the State, because it brings us the additional reve-
nue for which we are now compelled to rely alhnost entirely on the sales
tax, afid that sales tax is only for the time being because the howl
against it is terrible. We must have other sources of revenue and the
evatb taxes have, been one of the m,st prnfitlihle.
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Senator KING. Where will you gct your revenue if we continue to
increase the estate tax, the gift taxes, and the excise taxes and the
general taxes, corporation taxes and undistributed profits taxes,
where will you get yours? On the farm, you will have to increase
the burden of your farm and have an ad valorem tax or an occupa.
tional tax.

Mr. GREENE. That is right. We are losing a great number of cit-
izens, and many of them are wanting to live in Florida, and they will
find ways of living there without any property there. Of course,
the Federal tax laws do not limit the State. We can increase ours as
the Federal Government increases theirs, but sooner or later the
source of revenue will be dried up. It seems only just and fair for
the Federal Government to cooperate with the States and at least
share the proceeds of a tax of this kind.

Senator IING. Mr. Martin, State Tax Commissioner of New Jersey.

STATEMENT OF 3. H. THAYER MARTIN, TRENTON, N. 3., STATE
TAX COMMISSIONER OF NEW JERSEY

Mr. MARTIN. I also for the moment hal))en to be president of th
National Association of Tax Administrators, having followed in that
office Commissioner Stone, of Mississippi, who of course your chair-
man is very well acquainted with, and Mr. Stone immediately suc-
ceeded Commissioner Maxwell from North Carolina, who is here to
follow me.

I am not going to take up the time of the committee this late in the
afternoon with any discussion at all of the subject.

I want to rest the position of New Jersey squarely on what was
'said by Commissioner Graves. We had also made somne calculations
in New Jersey, although we cannot say they are complete, but we
find that it would require in New Jersey over 20 percent and per-
haps fully the 25 percent that Commissioner Graves spoke of for
New York, to produce the same amount of credit for our taxpayers
as the 80 percent credit now produces.

Therefore, we certainly join with Oommissioner Graves in the
statement that the United States Government should recognize to
at least 50 percent basis the same parity of the States in connection
with this tax that a few years ago you recognized to the extent of
80 percent, with the thought, as I understand, which was uppermost
at that time that before Ion even the Federal 20 percent would be
eliminated, and probably the Federal Government would entirely
retire from that source.

In listening to the general discussions during the day there was
one point mentioned byf one of the earlier speakers that I want to
endorse, and that is tl.t the law of diminishing return is something
that legislation cannot fseape from. We have had that demonstrated
in New Jersey in connection with some of our taxes. I will not take
up any more of the time of the committee.

Senator Kiwo. Did you have a brief that you would like to file?
Mr. MArTIN. I hay3 no brief, but I would rather rely on the pre-

sentation by Commiss'oner Graves and such brief as he submits. We
are very close together, and we reciprocate a good deal in the ad-
ministration of our local tax problems, and I do not want to submit
anything separately that would detract from the consideration you
might give to his.

5485-5-38----39
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The CHAIRMAN. Mr. Levin, chairman of the State Tax Commission
of Maryland I

(No response.)
Mr. Frank R. Kenison, assistant attorney general of New Hamp-

shire?
(No response.)
Mr. A. J. Maxwell, Raleigh, N. C., commissioner of revenue of

that State.

STATEMENT OF A. J. MAXWELL, RALEIGH, N. C., COMMISSIONER
OF REVENUE OF NORTH CAROLINA

Mr. MAXWIE.LL. Mr. Chairman and gentlemen of the committee,
after the presentation made by Mr. Graves and these other gentlemen,
and as the last name on your calendar for today -
The CH AIRMAN. But it'is not the last. It is the last, on this subject.
Mr. MAXWELL. On this printed calendar, I ask perinission to pre-

sent two or three brief observations. The first one is an expression of
very genuine appreciation as a State tax administrator of the policy
adopted by Congress in the 1926 act in the 80-percent credit pro-
vision of tile Federal estate tax. That provision has been far-reaeuing
in its consequences and in the wholesome effect of it. It has strength-
ened the tax structure of every American State with perhaps tle
single exception that Senator King refers to, the State of Nevada,
which is still wealthy enough not to feel the need of taking advantage
of this provision. It has cured what was formerly the serious prob-
lem of residents' migration to avoid inheritance taxes. I think it. has
completely cured that problem, and that seems to ien a very wholesome'
tiing tlit the Congress ought not to be willing to any extent to
weaken. I am sure that it was not the intention of the House bill to
weaken the effect of that provision, but as already pointed out it seems
to me inevitable that the provision in the bill before you would have
that effect.

The CHAIRMAN. Did you figure in North Carolina how it would
affect you?

Mr. 'MAXWELL. Yes, to some extent, and I will give you some illus-
tration. I think the principal difficulty is in this, that when you
adopt a straight percentage of the combined taxes, you might ma-
terially increase the allowable credit on small estates, and substantially
reduce the allowable credit on the large estates. Of course, the volume
of revenue from inheritance taxes comes from the large estates.

I have a memorandum here of one estate settled by our Depart-
ment in the last fiscal year on which the 80-percent credit amounts to
$1,142,727.31. The 16 -percent credit would be $816,753.50, or a re-
duction of $325,974. On two large estates that we settled within the
last fiscal year, the reduction in allowable credit would amount to
more than the total collection of inheritance taxes from all other
estates within that fiscal year.

The result of reducing the allowable credits on the large estates
would be either one of two contingencies. Take a State like North
Carolina, it would either have to lose that revenue or it would have to
increase the rates of its inheritance tax in a sufficient sum to make up
for the reduction in the allowable credit. If it did that, you would
again open up tile incentive for the transfer of residence to save this
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kind of tax. Such analysis as we have been able to make of it hur-
riedly, gentlemen--

Senator GERRY (interposing). Is not that taking you back to the
condition in 1920 when the States were competing

Mr. MAXWELL. It leads right back to that point., and at the present
time every State is substantially on an equal basis.

Senator GERRY. And you do not have to change all your State laws
the way you might have to?

Mr. MAXWELL. Yes. There may be tax reasons other than inheri-
tance taxes that would persuade someo citizen to change his residence
under the priesenIt tax laws, but generally speaking that (loes not exist
with respect to inheritance taxation. I think it is of great public
importance that that relationship should be continued, andi that either
we should retain the present provision of 80 )ereent or adopt, in lieu
of the 16M, percentage figure a percentage figure that would with re-
spect. to large estates be the equivalent of the present 80 percent
provision.

The CHAIRMAN. Mr. W. H. H1ackett, tax commissioner of the State
of Connecticut.

STATEMENT* OF W. H. HACKETT, TAX COMMISSIONER OF THE
STATE OF CONNECTICUT

Mr. IIACKr'r. At the present time the State of Connecticut has )oth
a succession tax all(] an estate tax. Table A shows the amounts which
have been received by the Stat- government of Connecticut from both
of these taxes during the 7-year period to be ended on Julie 30. 1938.

TAnLE A.-Connecticut receipts fvoin successiofn and estate taxes during its
7 fiscal years ended on June 30, 1938

Fiscal year ended June 30- Succsslon tax Estata tax Total

1932 ..................................................... $3,975,380.58 $163, 574.87 $, 138, 55. 45
1933 ............................................... 2, 207, 487. 43 340, 184.49 2 547,671. 2
1034 ................................................ 1, 730,335. 43 08,89, ).73 2,425,195.16
1935 ............................................... , 504004.47 413,78& 09 2, 17,792.5
1936 ............................................... 2, 001,647.03 260,056.0 2.251,703. 63
1937.............................................. 2,6M2,856.09 302,842.58 2,895, 49& 679381 ................................................. Z 0, 000. 00 700,000.00 3,300,00k 00

Total 7 years ..................................... 17,617.511.03 2, 859, 306.38 20,470,817.39
Average annual receipts ........................... A 18, 787.29 408,472.34 2,925,259.63

I Estimated.

It will be seen from the foregoing table that on the average during
each of the last 7 years the State of Connecticut has received approxi-
mately $400,000 from her estate tax. This estate tax which was first
enacted in 1931 was simply designed to absorb the 80-percent credit
set up in the 1926 Federal hIevenue Act as amended. If the proposed
10.5-percent credit in the 1938 revenue bill had been in effect during
the last 7 years the State of Connecticut would have received nothing
or practically nothing from her estate tax. This means that it would
have been necessary for the State of Connecticut to have found other
sources of revenue averaging $400,000 each year in order to make good
this deficiency.

Table B shows the amounts which would be paid in Connecticut
succession and Federal estate taxes under the present and proposed
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laws for various sizes of estates. In each case the amounts in the
first column represent the net estate after all deductions have been
taken out other than for the specific exemptions allowed in the vari-
ous acts. In figuring the tax painstaking care has been exercised to
deduct each specific exemption allowed under the applicable law or
proposed bill. Class A under the Connecticut succession-tax law
represents roughly estates passing to lineals, class B passing to col-
laterals and class C passing to all others.

The rates shown for the Connecticut succession tax are those which
became effective on estates of decedents dying on and after July 1,
1937, which rates are quite a bit higher than those previously in
effect. It will be observed from table B that under the present class
A rates the State of Connecticut will receive no Connecticut estate
tax'until the size of the net estate is in excess of $6,000,000, whereas
under the proposed credit in 1938 Federal revenue law the net estate
would have to be approximately $15,000,000. Up to the present time
no estate in Connecticut has approximated this latter amount. This
means that if this 16.5-percent credit should become law the Connecti-
cut estate tax would yield nothing.

Since sovereignty extends to the States as well as to the Federal
Government it wold appear that from all justice anl equity the
credit which ought to be allowed against the gross Federal estate
tax for State succession taxes should be 50 )ercent. In this manner
the Federal and State Governments would share and share alike.

Specific attention should be directed to the two colutnus in table B,
one showing the 80-percent cre(lit under the l)resent Federal law and
the other showing the 16.5-percent credit in the new proposed law. It
will also be noted that except for the net estate of $1,000,000 the 16.5-
percent credit is substantially less than the present 80 percent approx-
imating as much as 30 percent in the case of very large estates.

I respectfully request that the same credit allowed against the
estate tax be equally applicable to the gift tax.

This last statement was contained in a letter that I wrote to the
chairman of this committee.

Table B referred to in my statement above is as follows:

TABLE B.-omparaon of Connecticut succession and Federal estate taea for
various BIzQs of c8tate8

Present Connecticut succession tax Present Federal estate tax

Net estate I Tentative Totaltax
t~ &13 uodal tax Not addi.Class A Class B ctas~ c ct 9 under 1920 tonal tax
amended act

81,000,000 ................... $4, 800 $74,910 $104.9M $211,000 $4.500 $18,500
,000,000 .................... I S 174,910 234,9 70 M3, 600 124 600 19,1 00

500.000 ............... . 1 99,800 224,910 2 ,970 732,400 173,500 58900
1,,ooooo2 ........... 4 24,800 274,910 M, 970 93, 200 227,50 708,700
$3,500,000------........ . 289,800 324,910 42,970 1,185,000 288,500 88,500
£4,000,000--------......... 834, 800 374,910 404,970 1, 88,800 350,500 1,03 .300
4,50,000 ..................... 379,800 424,910 55,970 1,637.600 419,600 1,228,100

$,000,00 ..................... 424,800 474,910 624,970 1,901,400 489,500 1,411,900
$,00000 ..................... 14, 800 574,910 75, 970 2,450,200 63,500 1,822,700

000,000...................0,800 674,910 884.970 3,0 19, 000 797, 500 2,251,500
000,0 .................... 800 774, 910 1,014,970 3, 8 200 98,500 k,691,700
",00 ,000 ..................... 784,800 874,910 1, 144,970 4,287,400 1,14, 500 3,141, 900

10,000, .................... 874,800 974,910 1,274,970 4,938,000 1,834,500 3,0 02,10
$15,000,000 .................... 1,324,800 1,474,910 1,924,970 8, 28, 800 2,333,500 5, 958, 100

Footnote at end of table.
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TABLE 1.-Compar8on of Conneotlout Suocessir and Federal estate taxes for

variou8 8ze8 o estate8-Contilnued

Present Federal estate tax Proposed 1938 Federal estate tax

Net estate Net 192 Total tate Tentative per- Total estate

ere tax tax tax cent credit tax
tax193 tax

$1,000.000 ..................... $33,200 $8, 300 $177, 800 $211,000 $34,815 $17,185
$2,000,000 ..................... 99, 600 24,900 444,000 543,600 89,694 4% 908
12,500,000 ..................... 138,800 34,700 93,600 732,400 120,846 611,554

,000,000.... ............. 182,000 45,600 754,200 936,200 154,473 781,727
,60.000 ..................... 229,200 67 300 92 , 800 1, 6, 000 190,876 64,425
,000.000 ................... 280,400 70,100 1, 108,400 1 :38 800 229,152 1,158 648
60,000 ................... .335. 600 83,900 1,302.000 1 637.,O 270,204 1,367,898

$3,000,000 ..................... 391, 60 97,O0 1,50, 800 1,901,400 313,731 1,687,669
,000,0 ..................... 510, 127,700 1,9,400 2,460,200 405,933 Z,054, 27
7,0(0,000 .................... 638000 159,500 2,411,000 3,019,000 503,085 2,15,915
8,0.00 .................... 773,200 193,300 2.885,000 3, 08, 200 603,603 3, 054, 597

$9,0M.000 ..................... 916,400 2-29, 100 3,371,000 4, 27, 400 707,421 3,57,979
$10,000,000 .................... 1,087,60 266, 900 3,869,000 4.936, 600 814,539 4,122,061
515,000,000 ................. 1,86,800 460,700 8,419,800 8,2S6,600 1,307,289 6,919,311

I But before deduction for specific exemptions which In came of the Connecticut succession tax Is $10.000
for class A, $3.000 for class B, and $500 for class C; in case of the present Federal estate tax is $100000 for
1926 tax and $10,000 for 1932 act a amended; and in case of the proposed 1938 Federal estate tax is i40,000.

The CI.AIRMAN. We will next hear from Mr. J. D. Craig, Buffalo,
N. Y., representing the firm of Spencer, Kellogg, & Sons.

STATEMENT OF 3. . CRAIG, BUFFALO, N. Y., REPRESENTING
SPENCER, KELLOGG & SONS

fr. CreIo. I represent Spencer, Kellogg & Sons, Inc.- I wish to
direct my remarks to title IV, section 702, subparagraph (d), which is
the section which levies the 2 cents tax on the oil seeds, and is siml)ly
a restatement of the existing law.

Our compr.ny is one of the largest oil seeds crushers in the United
States, operating nine different crushill plants in various locations
extending from the Atlantic to the Pacifc coast. We are asking that
the 2-cent rate be adjusted to permit the importation of these oil-seeds
so tiat they can be crushed in this country rather than in oriental
mills as is at present the case.

We are also asking that the status of rapeseed oil be restored to the
provision of the 1930 Tariff Act, paragraph 1732, which would permit
the tax free importation of that oil when in denatured form for use
in lubricants used in reciprocating types of engines.

I will givd you one example, using perilla seed to illutrate the
present condition with which we are confronted. The present rate of
2 cents a pound on this seed is equivalent to a levy of 5.41 cents per
pound on the oil contained in the seed, whereas the imported oil itself
is Subject to a tax of only 41/1 cents. Obviously now the oil enters
this country in the form of oil, and the crushing Las boon denied the
domestic crushing industry, being done in oriental mills. That dis-
parity represents, expressed in percentage, a penalty of 8 percent on
the importation of the seed. The penalty on hemp seed is 33.5 per.
cent, on sesame seed 21 percent, on rapeseed 12 percent, and on kapok
seed 37 percent. In other words, every one of these oil seeds is sub-
ject to a penalty of these varying percentages, with the flat 2-cent
rate in effect.



To correct the gross disparity we 'can approach the )roblem by
picking a zero protection line; in other words, establish the seed
rate at a point which provides exact parity with the oil rate, and
then in addition give the domestic crushing industry some degree of
preferential protection ranging from 20 to 25 percent which will
permit the importation of these seeds and at the same time equalizing
the difference between the higher United States costs with the lower
costs of crushing in Oriental countries. On that point I might men-
tion that the average wages paid in the Japanese crushing mills is
approximately 30 yen a monti, which at recent rates of exchange is
very little more than we pay our working men in this country in 1
day.

senator Ki o. Do you think that if we remove that discrimination,
apl)arently, that crushing would he done in the United States?

Mr. CRAIG. Very definitely Senator, and I will illustrate it. in this
way. Last year, the calelidar year of 1937, there were imported
44,000,000 pounds of perilla oil as oil. That quantity of oil is equiva-
lent, to approximately 120,000,000 pounds of seed, and if we could
have imported that quantity of seed, it would have provided crush-
ing material for three to four large mills operating at full capacity
for 365 days of the year. As it is tiese mills are standing idle. Some
of them are heading for bankruptcy.

My company has a million-dollar plant at Long Beach, which is
not now turning a wheel because it is impossilble to crush any of
these seeds under the existing 2-cent tax rate. 'The plant is standing
idle, with no employees there other than a mere skeleton organization
which is being held together in the hope that these disparities in the
rates will be corrected to a point which will again permit the imlpor-
tation of the seeds.

Senator KING. Where does the ol)position come from to the plan
you suggest?

Mr. CRAIG. One witness who preceded me remarked that the com-
petition was with soybean oil. I should like to point out, however,
that since these seed'rates have been in effect, the use of soybean oil
in drying oil channels has declined appreciably. This decline is
undoubtedly explained by the fact that soybean oil can be used
satisfactorily in the manufacture of paints and varnishes only when
some stronger drying oil, like perilla oil, is used to carry it into
consumption.

Senator IING. That was the contention made in 1930?
Mr. CRAIG. Yes; and that contention is now corroborated by sta-

tistical facts, as I have just pointed out.
Senator KING. The contention was then made by some witnesses

in harmony with the views just expressed, that is, that l)erilla oil is
needed for drying.

Mr. CnAI. "Tiat is right. Perilla and hempseed oils are drying
oils and used by, the same industries employing linseed oil. These
rates have been in effect since 1936 and were allegedly enacted in the
interest 6f the domestic flaxseed and soybean crops. The flaxseed
acreage has declined 50 percent since it was enacted. In 1936 the
acreage was 2,550,000 acres. In 1937, after the tax had been in effect
a year, that acreage was only 1,302,000 acies, and the report released
by the Department of Agriculture this morning gives the indicated
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acreage for this coming year 1938 at only 1,112,000 acres, which is
15 percent below the 1937 figure.

Senator KINo. To what do you attribute that decline? Is it the
reduction of flaxseed or that it'is not profitable or no demand?

Mr. CRAIo. Yes; there is plenty of demand for it, but with the
Government promising benefits to the wheat growers in that section
of the country, where flaxseed is a companion crop, and with flax
being a rather speculative and uncertain crop, I believe the decline is
being caused by a will on the part of the growers to take the sure
thing, hence the trend to an increased acreage of wheat this year.
Farmers are promised benefits for growing wheat, but they will get
nothing for growing flaxseed. Also, flax is a more uncertain crop
than wheat, due to grasshopper pests, wilt, dry weather, and early
frosts, all of which affect it adversely.

If there is any litlicultf in establishing a mathematically exact
rate, we sincerely. hope that will not serve as the excuse for not taking
some action to rectify these rates. We are asking that preferential
protection of approximately 25 percent be Provided, but at least give
us something to put us on a parity with foreign competition plus a
reasonable protective differential to cover differencee in labor and
poduction costs, We should not l)e penalized as compared to the
foreign crushers, as is now the case.
Senator KINo. As to perilla oil, you should let us enter perilla

seed?
Mr. CRAIG. The major portion of it should come in as seed. The

same should apply to all five of these seeds. In 1937 we imported
39,000,000 pounds of sesame oil. That quantity of oil would be the
equivalent of approximately 82 to 85 million l)ounds of seed, again
a quantity which would have afforded crushing material for three
or four fairly large crushing plants and all of the other seeds would
work out in about the same manner.

While on the subject of sesame seed I should mention that an
inference was made by a previous witness to the effect that a recti-
fication of these oil-seed rates would militate against domestic pro-
duced oils. This theory is unsound and has no substantial basis.
The oil from sesame seed is the only one of importance of this entire
group now under consideration which has a direct relation to cotton-
seed oil.

But the quantity of sesame oil imported either in the form of seed
or oil has always been relatively small in comparison to the imports
of cottonseed oil, The real force of competition conk onting doinestic
produced cottonseed oil comes from imported cottonseed oil, not from
sesame oil, as I can readily illustrate. In 1936 cottonseed oil im-
ports totaled approximately 128,000,000 pounds compared to 60,000,-
000 pounds of sesame oil. In 1937 cottonseed oil imports mounted
to 194,000,000 pounds with sesame oil declining 16,000,000 pounds
from the preceding year to 44,000,000 pounds or less than one-fourth
of the cottonseed oil imports for that same year.

Sesame oil possesses the unique property' of having the greatest
immunity to rancidity of any fat or oil which renders it highly useful
in the manufacture of prepared flours like the familiar "Bisquick"
and "Aunt Jemima" and for which purpose no domestic oil can be
employed. Since sesame oil must of necessity be imported and is
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now being imported for these specialized uses why, then, should we
not be permitted to import it in the form of seed to be crushed in our
domestic mills employing American labor and capital?

The CHAIRMAN. Where are these plants mostly located for crush-
ingperilla and sesame seed?

Mr. CRAIm. The crushing industry operating on imported oil-ear-
ing materials is concentrated principally on the Atlantic and Pacific
Coasts, and at some interior points accessable through the Erie Canal
and the Great Lakes.

The CHAIRMAN. How many of those plants are there?
Mr. CRAIG. There are approximately 2.5 plants which would oper-

ate on these various seeds. We can bring seed inland as far as
Buffalo, up through the Erie Canal and crush at. our mill there. At
the present time we are not operating our Buffalo mill except in a
very limited way, but if it were possible to bring in the hempseed and
perIlia seed which is now coming in in the form of oil, we would be
able to crush the seed at that plant as well.

The CHATIMAN. You would import less oil and more seed?
Mr. CRAio. Yes; and I do not think it will make any difference

in the revenue as far as the income obtained from the direct tax be-
cause it is merely a shifting of the tax from the oil to the seed. By
crushing the seeds in the United States it affords a more dependable
source of supply to the domestic users, the paint and varnish and
linoleum industry, printing-ink and patent-leather manufacturers and
other types of outlets whiclt employ these drying oils.

The CHAIRMAN. How many people are employed by these crushingplants?

Mr. CRAIG. I have no accurate statistics, but, I estimate it would
be from two to three thousand plus an even greater number in all
of the corollary operations embracing transportation, shipping,
stevedoring, and so on.

The CHAIRMAN. Is it seasonal?
Mr. CRAro. No. The crushing operation is seasonal on given seeds.

We get the domestic flaxseed crop in the months of September, Octo-
ber, and November, and that affords crushing through to the early
spring months. The Argentine crop comes on to the market in late
December and early January and carries through to the late summer.
The perila, seed comes in the early fall and it would make for a
very balanced operation if we coula import it continuously.

The CHAIRMAN. The crushing plants crush all of these seeds?
Mr. CRAiO. Yes. The crushing industry is so situated that a num-

ber of the plants are located in the interior of the country and crush
principally domestic seed. The plants on the respective coasts oper-
ate principally on the imported seeds. There is a very large defi-
ciency in the supply of drying oils produced in the United States.
Domestic crushers buy every pound of oil-bearing material available
which is grown in the Unid States for producing the various oils,
but in addition we must import approximately 70 percent- of our
requirements of drying oils from foreign countries, principally in the
form .of flaxseed from the Argentine, tung oil from China, and we
hope perilla seed and hemp from Manchukuo and Kwangtung.

Senator KINGo. Then we produce 30 percent of the drying oils?
Mr. CPAiio. In the calendar year of 1936, on the basis of Bureau of

the Census figures, the ratio was 69.7 percent foreign oil and 30.3
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percent of domestic oil. For the year 1937 the percentage of do-
miestic oil will be less. The official Government statistics are not yet
released, but the imports of flaxseed were approximately 20 percent
greater than for 1936, and the consumption of drying oils no greater,
so that the ratio of foreign oils has increased. What we are asking
is simply that these rates be adjusted jn such a way that it will permit
the importation of the seeds.

Senator KINo. What is the concrete suggestion?
Mr. CReAM. I will file a schedule of rates which I have here, and

which I believe is in close agreement with the suggestions just sub-
mitted by the Tariff Commission.

The CRAIRMAN. The Tariff Commission report is quite full on
the data.

Mr. CRAti. I will file this schedule of rates showing the penalties
and time parity rate plus the schedule of rates which will afford vary-
ind (egrees of protection from 15 to 30 percent. The industry is
asking that this preferential rate be established between 20 and 25
percent, using even fractions of a cent in setting the individual rates,
namely for perilla seed the rate would be 1.4 cents per pound.

Senator KIwo. In view of the limited quantity produced in the
United States of these drying oils, to facilitate the importation of
drying oils, would it not be competitive with domestic production?

Mr. CRAIG. No. As I have said before, the only drying oils pro-
duced in the United States come from flaxseed and in a very limited
way from soybeans, but soybean oil is not readily adapted to drying
purposes unless mixed with perilla oil.

Senator KING. It seenis to me that you have such a brief r6sum6
that you should have filed a brief.

Mr. CRAIG. I prepared no statement other than the schedule of
rates which I will give the stenographer.

The CrTAIBMAN. Mr. Lozier discussed this matter and made a very
elaborate argument.

Mr. LOZIER. And I will file a brief.
Mr. CRAio. The issue is now before your committee and I hope it

has been clearly .preented. The industry's hope is that you will
amend the pending revenue bill by adopting seed rates approxi-
mately within the limits recommended, namely, to afford the domes-
tic crushing industry at least 25 percent preferential protection. It
should and must be done if an important industry is to be preserved.

There seems to be no valid reason for opposition to correcting the
legislative mistake which imposed a fiat 2-cent rate on these five
important oil seeds irrespective of their varying oil content. No
questioi of protection to domestic crushing interests is involved.
T.i6 oil from these, seeds is needed by United States industries
whether it is extracted in this country or in the Orient. The whole
question is whether a domestic crushing industry is to be killed in
order to hand its business over to Japan.

American crushers purchase every bit of domestic raw material
that is available from which drying oils are obtained accounting for
approximately 30 percent of the total used iii 1936. The deficiency
must be suppied by imports--flaxseed from the Argentine, tung oil
from China, and perilla and hemp (if the rate disparities are eor-
rected) from Mfanchukuo and KXwantung.
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Acting on your suggestion Senator King, I shall prepare and sub.
Init a brief to be incorporated as a part of my testimony.

(Tie brief and schedule of rates above referred to follow:)
BRIEF IN HE: RUFOIFICATION OF 2-cfENT Excisn TAX ON PERILLA, HEMP, SESAME,

KAPOK, AND IRAPE SEDS

PROVISIONS EXISTING LAW AND PROPOSED CORIIECTIVE AMENDMENT

Title V, section 701, of the 1930 Revenue Act levied a flat 2 cents per pound
excise tax on five oilseeds (perilla, hemp, sesame, kapok, rape) Irrespective of
their variable oil contents. It levied a 41/1 cents per pound excise tax on the
respective oils except sesame, on which a duty of 3 cents per pound was already
In effect as levied by the 1030 Tariff Act. H. R. 9682, the pending revenue bill,
as it passed the House simply restated this schedule of rates In section 702,
subparagraph "D."

To correct the resultant mladjustment It is necessary to amend said subpara-
graph "D" of section 702 by striking out the fiat 2 cents per pound tax applicable
to each seed and inserting in lieu thereof the following:

"Perilla seed, 1.38 cents per pound; hemp seed, 1.24 cents pr pound: sesame
seed, 1.18 cents per pound; kapok seeds, 0.94 cent per pound; and rapeseed,
1.32 cents per pound."

PRAOTIOAL EFFFCTIS OF EXISTING LAW

The 2 cents tax on the seeds when expressed in terms of the oil equivalent
Is grossly in excess of the tax applicable to the respective oils as shown In the
following comparative table.

Average oil Tax equiva. Penalty Rate to
content, basis Present Tan v against provide 25

Seed Tariff Com. tax rate lent Importing percent
mission data cseed preferentialmisson dta ontet sea protection

Cents ptr Cen to per Cents perr
Percnt Pound pound Percent pound

Perilla .................................... 87 2 & 41 8.0 1.88
Hemp ..................................... 24 2 8.33 85.5 1.24
Sesame ....................................48 2 4.16 1.0 1.18
Kapok .................................... 18 2 11.11 87.S .94
Rape ...................................... 35 2 71 1. 1.32

Figures in Italics represent penalties or minus quantities.

The existing 2-cent tax is equivalent to an ad valorem tax ranging from
54.8 to 142.8 percent. The situation with respect to these oilseeds is analogous
to having a high protective tariff on raw silk with a much lower duty on silk
stockings, or a high duty on crude rubber with a low duty on tires.

DOMESTJ CRUSHING OPERATION TRANSFMREI TO ORIENTAL MILLS

In the face of the foregoing penalties obviously no seeds can be imported
for crushing in this country by domestic mills. Instead, the crushing of these
seeds, since the imposition of this 2-cent tax, has been forced out of thi
country to the oriental mills, so that now only the oil is imported. The 44
million pounds of perilla oil imported in 1937 required the crushing of approxi-
mately 120 million pounds of perilla seed. The 89 million pounds of sesame
oil imported in 1937 required the crushing of approximately 82 million pounds
of sesame seed. All of this seed was crushed in oriental mills. This amount of
crushing alone would have provided sufficient volume to have kept seven average
size crushing plants in continuous operation throughout the year.

The domestic mills, which normally should crush these seeds, accordingly stand
idle or at best operate in a very limited capacity on other oil-bearing materials
like flax and copra, of which there has developed a burdensome surplus. Several
thousand employees have been thrown out of work and some of the smaller
companies forced into bankruptcy with more headed in that direction if cor-
rective legislation as herein proposed is not enacted.
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REMEDIAL L AISLATION SOUGHT

The domestic crushers are appealing to Congress-specifically to the Senate
Finance Committee-to rectify the existing glaring disparities to make possible
a resumption of the crushing of these seeds by domestic mills employing Ameri-
can labor and operating with American capital. To accomplish this objective the
flat 2-cent tax must be reduced to a point where the rate on each Individual
seed in relation to the tax on the corresponding imported oil will provide the
domestic crushing Industry, in addition to a compensatory or parity rate, a
reasonable degree of preferential protection. In short, we ask the removal of
the existing penalty to the extent of being placed on a parity with foreign
crushers, plus a sufficient protective differential to compensate for the higher
labor, operating, and tax costs of American crushers as contrasted to the sub-
standard levels, particularly the low labor costs, which prevail in the oriental
mills.

UNITED STATES TARIFF COMMISSION DATA SUPPORTS POSITION OF CRUSHING INDUSTRY

In a letter to Chairman Harrison, dated March 15, 1038, the United States
Tariff Commission points out the glaring disparities and inequalities which
result from the existing lint 2-cent rate. The Commission also, in a memorandum
attached to Its letter, suggests alternative schedules of rates to provide varying
degrees of preferential protection, Indicating further that if this protection Is
inadequate, the major portion of the Importations would continue to enter In the
form of oil rather than as seed. To insure the bulk of the importations entering
as seed a minimum preferential protection of 25 percent should be afforded the
domestic crushing Industry. The cottonseed- and flaxseed-crushing Industries
now enjoy a protective margin of 30 percent. In other words, the cottonseed
and flaxseed duties (in terms of oil) are lower than the respective cottonseed-
oil and linseed-oil duties by approximately 30 percent.

PROPOSED AMENDMENT

To afford the domestic crushing Industry with a nmargiln of protection of at
least 25 percent between the respective seed and oil rates, It will be necessary
to strike out the flat 2-cent rate from section 702, subparagraph "D" of the
pending revenue bill, H. R. 9682, and Insert In lieu thereof the following:

"Perilla seed, 1.38 cents per pound: hemp seed, 1.24 cents per pound; sesame
seed, 1.18 cents per pound; kapok seed, 0.94 cents per pound, and rapeseed 1.82
cents per pound."

These rates are In agreement with those contained In the Tariff Commission
memora nd um.

On the attached table there Is shown a complete schedule of rates based upon
varying degrees of preferential protection ranging from 15 to 30 percent. The
figures In italic show the existing penalties against Importing seed under the
flat 2-cent rate expressed In cents per pound, dollars per ton, and Iln percentage.

CORRECTIVE LEGISLATION WILL NOT ADVERI8LY AFFECT DOMESTIO PRODUCERS OF

OIL-BEARING MATERIALS

Perilla and hempseed produce drying oils of the linseed oil class. The United
States during the last 5 years has been unable to produce more than 30 percent
of Its consumption of such drying oils. Imported oils or oil-bearing materials,
I. e., flaxseed, have constituted from 70 to 80 percent of the total drying oils
consumed In the manufacture of paints, varnishes, lacquers, linoleum, oilcloth,
printing Inks, patent leather, and a variety of other similar products. Since the
United States Is largely dependent upon foreign sources for its supplies of their
drying oils, why then should not the rates be so adjusted as to permit the
Importation of the raw materials, viz., the oilseeds, rather than the finished
product, I. e., the oil?

Sesame oil Is admittedly related to cottonseed oil but In the strict sense not
competitive because It sells at a price always appreciably above that of cotton-
seed oil. Sesame oil has the greatest Immunity to rancidity of any fat or oil;
hence must be Imported for certain specialized uses for which no domestic oil Is
suitable, viz., In the manufacture of prepared flours like "Bisquick" and "Aunt
Jeminia's."

The quantity of sesame oil Imported either In the form of seed or oil has
always been relatively small iln comparison to the Imports of cottonseed oil. The
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real force of the competition confronting domestic-produced cottonseed oil copies
from imported cottonseed oil, not from sesame oil. For example, in 1937 im-
ports of cottonseed oil totaled 1)4 million pounds, or more than four times the
Imports of sesame oil, which totaled only 44 million pounds in that same year
The embargo tax on the seed has not and doubtless will not prevent the impor.
nation of the oil. Since sesame oil must of necessity be Imported itod Is now
being imported for these specialized uses why then should not tihe seed rate be
so adjusted as to permit the importation Of the seed instead of the oil and so
afford crushing materials to the domestic crushing industry?

Rapeseed oil is noncompetitive and unrelated to any domestically produced
oil. As such there can be no objection to removing the tax on rapeseed oil If
denatured as provided for in paragraph 1732 of the 1930 Tariff Act. A recti-
fication of the rate on the seed is therefore of no significance to domestic
producing interests.

A more complete analysis of this subject with supporting reasons for a recti-
fication of tie rates on these five oilseeds will be found in the attached brief
by the Honorable Ralph F. Lozier, general counsel of the National Institlte of
Oilseed Products, of which organization Spencer Kellogg and Sous, Inc., is a
member.

Respectfully submitted by SPmWNEB Ka.,LOOG & SONS, IWo.,

J. D. CIo,
Assistant to the President.

BuFFALo, N. Y., March 24, 1938.

oComparative schedule of oil-seed rates based upon varying degrees of preferen.-
tial proteotion for domestto crushing industry

Schedule of rates basis Tariff Commission report Ilempseed-
.. .. .._ . computed on

basis competl-
Hempseed- tive relation

Perilla seed- Sesame seed- excise tax dry. with flaxseed
Excise tax Excise tax Ing oil rate i. e. drying oil

drying oil rate edible oil rate of4 centsand levy not
of 4 cents of 3 cents tariff duty exceeding

of 14 cents 4M cents

Oil yield from seed basis U. 8. Tariff
Commission findings:

Percent ............................
Per ton ............................

Excise tax levied by Bailey amend-
ment:

Per pound ........................
Per ton ..........................

Existing penalty against Importing
seed:

Per pou ........................
Per ton ..................

Existing penalty against importing
seed expressed in peroentae.
eced rate required to establish exact
parity with oil rate:

Per pound .........................
Per ton ............................

Seed rate required to provide 30 percent
preferential protection:

Per pound ........................
Per ton ............................

Seed rate required to provide 25 percent
preferential protection:

Per pound ........................
Per ton ............................

Seed rate required to proylde 20 percent
preferential protection: '-

Per pound .........................
Per ton ............................

Seed rate required to provide 15 percent
preferential protection:

Per pound .........................
Per ton ............................

Sed rate required to establish exact
competitive parity with flaxseed:

Per pound .........................
Per ton ...........................

37 .............48 ....... 2 ............. 24.
740 pounds .... 900 pounds .... 490 pounds .... 480 pounds.

2 cents ....... 2 cents ........ 2 cents ........ 2 cents.
$40 ........ $10 .......... $10.

0.Iq cents. 0.4t nts ...... 0.6 cents ...... 0.71 cents
a.te . $8.88....... 7' ......... --. $14 .
8 .............. 21 ............. 17.5 .......... .6.5.

1.84 cents ...... 1.58 cents ...... 1.65 cents ......
$36.80 ......... $31.60 ......... $33 ...........

1.29 cents ...... 1.10 cents ...... 1.16 cents ....
$25.76 ......... $22.13 ......... $23.10 .........

1.29 cents.
$25.80.

0.90 cents.
$18.06.

1.38 cents ...... 11.18 cents ...... 11.24 cents ...... 0.97 cents.
$27.60 ......... 1$23.71 ......... $21.75 ......... $19.35.

1.47 cents ...... 1.26 cents ......
$9.44 ......... $25.30 .........

1.56 cents ...... 1.34 cents ......
$31.28 ......... $26.88 .........

1.31 cents ...... 1.05 cents ......
$26.20 . $2.......

11.32 cents ...... 11.03 cents.
$4.40 ......... $20.01.

1.40 cents ......
$28.05 .........

1.12 cents ....
$22.40 .......

1.10 cents.
$21.03.

0.76 cents.
$15.20.
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Schedule of rates basis Tariff Schedule of rates basis existing
Commission report edible oil tariffs

Kapok seed-
basis excise

Rapeseed- tax oil rate Rpesed Kapok sed-
Basis excise of 0 i basis edible Basis edible
tax oil rate duty equiva oil rate of oil rate of
of 4 cents lent total levy 3 cents 3 centsof 5.7 cents

per pound)

Oil yield from reed basis, U. S. Tariff
Commission findings:

Percent ................... 35......... 8 i ......... 35 .......... 18.
Per ton .......................... 700 pounds .... 360 pounds .... 700 pounds .... 360 pounds.

Excise tax levied by Bailey amend.
ment:

Per pound .................. 2 cents ........ 2 cents ........ 2 cents ........ 2 cents.
Per ton ....................... $40 ........ $40........ $.0........ $40.

E xisting penalty against importing
seed

Per pound .......................... 0.14 cents ...... 0.15 cents ...... 0.77 cents ...... 5 cents.
Per ton ...................... 1480 .......... $ 4 . $15.40 -.. .$14.

Existing penalty against importing !M ............. $7.4........... 33.4 ........ 61.6.
seed expressed in percentage.

Seed rate required to establish exact
parity with oil rate:

Per pound ....................... 1.76 cents ...... 1.26 cents ...... 1.23 cents ...... 0.77 cent.
Per ton .......................... $35.20 ......... $25.20 ......... $24.60 ......... $15.38.

Seed rate required to provide 30 per.
cent preferential protection:

Per pound ........................ 1.23 cents ...... 0.88 cent ...... 0.8 cent ...... 0.&4 cent.
Per ton ............................ $24.60 ......... $17.54 ......... $17.22 ......... $10.75.

Seed rate required to provide 25 per-
cent preferential protection:

Per pound ....................... 1.32 cents ...... 0.94 cent ...... 0.92 cent ...... 0.57 cent.
Per ton ............................ $20.40 ......... $18.75 ......... $18.45 ......... $11.52.

Seed rate required to prove 20 per-
cent preferential protection:

Per pound ....................... 1.41 cents ...... 1.01 cents ...... 0.98 cent ...... 0.61 cent.
'er ton ................... $28.20 ......... $2020 ......... $19.68 ......... $12.9.

Seed rate required to provide 15 per.
cent preferential protection:

Per pound ......................... 1.50 cents ...... 1.07 cents ...... 1.04 cents ...... US cent.
Per ton ........................ $30 ............ $21.40 ......... $20.90 ......... $13.00.

Seed rate required to establish exact
competitive parity with differential
of 0.26 cents per pound afforded
crushers of cottonseed under pars. 54
and 762 of the 1930 Tariff Act:

Per pound ....................... 1.60 cents ...... 1.00 cent ...... 0.97 cent ...... 01 cent.
Perten .......................... .$30 ............ $20 ............ $19.40 ....... $10.20.

Figures In Italics represent penalties or minus quantities.

The CRAIRMAN. Mr. Glenn T. Stebbins, representing the United
States Livestock Association.

STATEMENT OF GLENN T. STEBBINS, KANSAS CITY, M0., REPRE-
SENTING THE UNITED STATES LIVESTOCK ASSOCIATION

Mr. STEBBiN8. I have a very brief statement which I should like
to submit for the record.

My name is Glenn T. Stebbins. I am executive secretary of the
United States Livestock Association, the office of which is located at
Kansas City, Mo. The membership of the association comprises
approximately 85,000 livestock producers, the majority of whom
reside within the Corn Belt territory and several of the States imme-
diately adjacent thereto.

On behalf of the association I appear before you in support of
section 703 of the Revenue Act of 1938 (H. R. 9682). The section



referred to provides a tax of 6 cents per pound on imports of proc-
essed or prepared pork and'3 cents per pound on unboned, fresh,
chilled, or frozen pork.

The pork-producing industry of our country is faced with an
extremely serious situation. Pork imports, particularly from Conti-
nental Europe, have increased by leaps and bounds during the past
4 years. The proposed tax will serve the double purpose of provid-
ing much needed revenue to the Government and of equalizing in
part, at least, the competitive situation with which our domestic hog
producers are confronted.

Let me present a brief table of figures which covers total pork
imports from all countries as follows:

Pounds
1934 ----------------------------------------- 1,647,000
1935 -----------------------.--------------------------------- 10,494,000
1930 ------------------------------------------------------------ 41,843,000

1937 ------------------------------------------------------------- 74,&30,000

It can easily been seen that the proposed tax would yield consider-
able new revenue and yet it cannot be looked upon as otherwise than
a compensatory measure to partially equalize the difference between
domestic and foreign production costs.

Hog production in this country is returning to normal. Here is
some indication of the future trend. The following figures show the
estimated hog population of the country for respective years together
with the total farm value thereof

Head Farm value

Jan. 1, 1936 .............................................................. 42,837,000 $W 4,911,000
Jan. 1, 1937 .............................................................. 42,948,000 510,504,000
Ian. 1, 1938 .............................................................. 44,418000 498 025,000

It will be noted that, with an increase of 21/2 million head compared
to a year ago, total farm value is less by 121/ million dollars.

The February issue of Crops and Markets reveals that for January
1938, the index for meat animals including all three species, stood at
110 or 16 points below total living and production costs. Turning to

parity prices we find that, for January 1938, the weighted average
rice for hog was $7.59 per hundred, according to the Agricultural

Situation of February 1, while the parity price was $9.39 per hun-
dred. This simply means that for the month of January domestic
hog prices were $1.80 per hundred under parity."

To state it from another angle, average hog prices received by
farmers have declined more than $2.25 per hundred-weight since
October 1937, dropping from an average of $9.78 as of October 15,
1937 to a present estimated level of around $7 per hundred. These
figures emphasize and support the belief of our domestic hog pro-
ducers that withbut a compensatory measure, they cannot hope to
compete with low cost foreign production except that their standard
of living be reduced to the level of that which exists at the source of
these foreign pork products.

This problem is becoming increasingly serious not only to our Corn
Belt hog producers but with the 13 Southern States now producing
in excess of 25 percent of the total hog production of the country,
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it is equally vital to the South. Let me point out that the tremen-
dous increase in pork imports the last 2 years has developed in the
face of increasing production in this country.
. Gentlemen, this condition places uron our domestic hog producers

an insurmountable handicap. Unless this Congress sees fit to ado t
the compensatory measure here proposed, it is inevitable that the
present inequitable situation will grow progressively worse. More-
over, for every cargo of foreign pork unloaded at the ports of this
country we will be permitting what is tantamount to the immigra-
tion of poorly paid foreign labor to compete with our own laboring
citizens.

Since these foreign products have already acquired a well-estab-
lished consumer demand and since the proposed tax could not and
would not constitute other than a compensatory levy, you will find in
section 703 a new source of revenue and at the same time you will
bring about a partial equalization of the unbalanced inequitable
situation that now exists.

In addition, a witness appearing before this committee this morn-
ing proposed an excise tax on canned beef. Let me say at this point
that we endorse that proposal. We strongly favor the proposed excise
tax on imported canned beef.

In addition to my statement, if you please, Mr. Chairman, I should
like to submit for the record a telegram which I have received from
the Central Cooperative Association of Minnesota:

The Central Cooperative Association is very much interested In retention of
excise tax of 6 cents per pound on Imported pork products and 3 cents on pork
Joints of internal revenue bill as passed by House. You can make this state-
went before Senate Finance Committee for us if you desire.

Mr. Chairman, unless there are some questions I thank you for the
opportunity to present this statement.

The CHfAIMAN. Mr. Francis C. Flint, technical director, Hazel
Atlas Glass Co.

STATEMENT OF FRANCIS C. FLINT, ZANESVILLE, OHIO, TECH-
NICAL DIRECTOR, HAZEL ATLAS GLASS CO.

Mr. FLINT. I am also past president of the American Ceramics
Society.

Senator Bailey proposed an excise tax of $6 on nepheline syenite.
The CHAIRMAN. Have you prepared a brief on that?
Mr. FLINT. I have; but I will give a' very brief statement of it.
I would like to cali the committee's attention to glass manufacture.

The Yundamental basis of making glass using sand, soda, and lime
producAs bottles of a given average quality. , For a period of years of
research development gradually the use of alumina became common.
In searching for a material to us6 to introduce alumina,' feldspar was
used in order to give these desirable qualities that the feldspar had
in it. Feldspar also has in it some constituents that are not so desir-
able, and one of them is potash. After a number of years we have
found material, nepheline syenite, which gives us this alumina that
we desire but without the pot.,sh. Nepheline syenite costs $18 a ton
delivered.

The CHAIRMAN. Where do you get thqt from ?
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Mr. FLINT. It comes from Canada. It is not found in the United
States. I have brought a sample of the rock as it comes into the
United States for $6 a ton. It is this material here. Its excise tax
is equal to the value of the material. When this material is brought
into the United States it costs another $6, and it is ground and put in
this condition, and with a spirit approximately $6 a ton is delivered
to the glass plants.

The CHAIRMAN. Is that necessary in the manufacture of glass?
Mr. FLINT. That is the thing I want to bring out. Glass can be

p)roduced without it, but not of such good quality. We would like
very much to use ahumina in glass- we would like to use it without
the potash. We have not been able to get in the United States a
material that will give us alunina without potash. We have tried a
number of other minerals.

The CHAII MAN. Are the chemists working on it all the time?
Mr. FLINT. Since the war this material has given us what we

want. We have cut down the use of alumina during the depression
when costs have been maintained, and we can cut it down by the
sacrifice of some of the quality of the glass. We do not desire to
do it.

There are one or two glasses that need it; opal glass which is used
in the cosmetic trade has to have alumina in it. We would be forced
to pay this higher price in order to use this material because though
we used feldspar we have been handicapped, and now we have been
able to improve the quality of the glass and to maintain production
better than we ever could before. We do not desire and cannot under
present conditions go back to the other material. However, for
ordinary bottles and flat glass we can reduce the quality and con-
siderint' that glass is a low-priced large-volume comnmiodity, we
would hlave to do so. That has been done.

This excise tax was offered, I believe, due to the feelings of the
producers in North Carolina that nepheline syenite is competing
directly with them. I am endeavoring to call to the attention of the
committee the fact that it is not a replacement. It is giving us a ma-
terial which we have searched for for some time and now finally
have reached.

The CHAIRMAN. Do the manufacturers of North Carolina use this
article?

Mr. FLINT. There are no glass plants in North Carolina. Glass
plants are distributed pretty thoroughly across the United States.
It is a large industry; the bottle industry alone employs around
30,000 men.

The CHAIRMAN. Why would the North Carolina people, if they
are not interested in the manufacture of glass-what is it that is a
substitute that they have?

Mr. FLINT. They have feldspar and they feel mistakenly that this
is a competitor.:

The CHAIRMAN. Your contention is that you are using all the feld-
spar that you can?

Mr. FLINT. And we will continue to use feldspar but we want to be
able to use this material, and that if this commodity is put under a
duty, it will shut out this material; shut out the progress that. has
been made.
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The CHAIRMAN. Is there any duty now on this nepheline syeniteI
Mr. FLINT. None at all.
The CHAIMAN. Is there anything else you want to say?
Mr. FLINT. I should like to leave vith you this information on

nepheline syenite and feldspar industries.
(The paper referred to is as follows:)

INFORMATION ON NEPHELINE SYENITE AND FMIDSPAIR INDUSTRIES

NEPHFIANE SYENITE

Dcfinition.-Nepheline syenite is an alkalhne silicate rock which contains the
mineral nephellne as an essential constituent. With the nepheline may be com-
bined various other minerals such as feldspar, pyroxene, amphibole, and ac-
cessory minerals such as the micas, magnetite, etc.

How uscd.-When ground and purified, it Is used by approximately the same
industries which use feldspar, namely in glassnmaking and in pottery, china-
ware, porcelain, ceramic enamels, etc.

Location of deposIts.-No commercial deposits of nepheline syenite have ever
been found in the United States. Canada has been, is, and probably will con-
tinue to be the sole source of this material for industries in the United States.

The Mineral Trade Notes of the United States Bureau of Mines
for January 20,1938, at page 24, says:

Owing to the growing demand for high-alumina feldspar anl other silicates
for container glass batches, some search has been made for domestic sources of
nephellne. Occurrences in Arkansas have been known, but all samples tested
by the Eastern Experiment Station of tile Bureau of Mines were too intimately
mixed with iron materials to permit making a concentrate acceptable to glass-
makers. A deposit at Beemerville, N. J., about 3 miles long and one-fourth mile
wide, looked much more promising, and upon prelhmimary examination material
from Red Hill, N. 11., looked even better, but the Bureau's laboratories were
unable to get a reasonable iron-free product by meclunical means from such sam-
ples of either of these deposits as were tested.- 'aul M. Tyler, Bureau of Mines.

Deposits of low-grade material are reported in Russia, where it is
obtained as a byproduct from phosphate rock (apatite) production.
It is very impure, but is reported to be used by local glass industries
for low-grade glass products.

Workhias been (lone in Germany on nepheline syenite.
Deposits are known in India and considerable work is being done

on them as a source of nepheline syenite for the growing Indian-glass
industry.

fi.tory.-Development work on Canadian deposits started about
1928 or 1929. About 1930 or 1931 samplesof purified materials were
sent to Ohio State University for experimental work. In 1936 the
United States Potters Association suggested an extensive research
by the Ohio State University into the use of this material in pottery.
The first part of this work was completed and the results published
in May 1937 (Use of Syenites in Semivitreous Ware, by C. J. Koenig,
0. S. U., Eng. Exp. Sta. Bul. 94).

In the meantime development work on Canadian deposits was continued, a
pilot processing plant built at Lakefleld, Ontario, in 1935-30, and small shipments
were made to the United States and Canadian glass plants during 1936. Trial
runs in glass plants were so very Interesting that a large United States glass
producer urged the only (then) Canadian producer to build a plant In the United
States to process the Canadian rock. With the aid of American capital an
American company was formed, American Nepheline Corporation, and coustruc.
tion started in May 1937 on a plant at Rochester, N. Y. The plant was com-
pleted late in 1937 and small shipments made in that year. Due to mechanical
difficulties the plant is, as yet, In partial operation.

54885-38-----40
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Size of the industry.-The industry, as yet, can hardly be said to have started.

It is a very new industry, and United States plants are not yet in. efficient
production, so that production figures so far mean very little. In 1937 ship-
ments from the Lakefleld, Ontario, pilot plant to the United States probably
did not average 500 tons per month. So far in 1938, combined shipments from
the Lakefield and Rochester plants have not exceeded 1,000 tons per month.
Except for small trial lots, all shipments have so far been made to glass plants,
since no fine grinding unit (for pottery and enamel grades) has been built.

Investment, men employed, ctc.-ThQ American Nepheline Corporation has an
investment at Rochester, N. Y., of about $350,000, and its affiiated Canadian
company has a further investment of about $150,000. At the Rochester plant so
far about 30 men are employed.

The New England Nephllne Corporation is a wholly owned American com-
pany, the operators of which are also in the feldspar business. Tbis plant and
these people are not a part of this effort to have placed an excise tariff on
nephellne. Their feldspar mined In New Iampshire would find itself more
closely competitive than a material coming from aq far south as North Carolina
and Virginia. They feel that progress in the glass and ceramic business calls
for the development of processes and the improvement of products, rather
than by trying to force the customers to take old and unimproved materials,
They are not fearful of the loss of business, but are anticipating an increase in
their feldspar business because of these Improvements and advancements which
have been made and by adding new equipment and" more men to the plant,
rather than trying to go along in the older methods of operation. They do not
want to substitute control of the industry by use of a tariff for nionoplistic
practices, nor aggressiveness for modern operation.

COMPARISON WITH FELDSPAR

While the physical and chemical properties of naphellne syenite differ from
those of feldspar, they are both used for much the same purposes and, of the
ceramic materials available, nephellne syenite most closely resembles feldspar.
Nephellne syenite may, for many uses, be said to supplement feldspar, rather
than compete with or replace feldspar.

Peld8par prodtiontio.-United States Bureau of Mines statistics for ground
feldspar from "merchant mills"-excluding tonnage of crude ground by con-
sumers for their own use-show that from 1922 to 1929 total sales rose from
about 127,000 tons per year in 1922 to a pre-depression maximum of about
230,000 tons In 1929. Of these totals from 19,000 to 29,000 tons came from Im-
ported Canadian crudes annually. During the depression production dropped
to a low In 1932 of about 108,000 tons (of which about 3,5W00 tons came from
Canadian crude). Production has since risen to about 237,000 tons In 1930
(last year for which statistics are available), of which about 15,000 tons came
from Canadian crude. Imports from Canada have not yet recovered their
former position, due chiefly to the development of large deposits of Canadian-
type spar in South Dakota. Glass uses about 120,000 tons a year.

With the exception of feldspar mined in Maine, for example, used in spe-
cial processes, the feldspar had been located for a long time in the North
Carolina district. This developed an attitude in that district that these opera-
tors controlled the feldspar industry, so much so that when the feldspar
organization named delivered prices, then based them on the North Carolina
district and It was Impossible to get the producers to change this attitude.
In spite of the fact that In the glass industry-which uses about 50 percent
of the total ceramic feldspar-it would have liked very much to have obtained
its alumina from sources more free from potAsh, there has been little effort
on the part of the feldspar producers to locate materials which would d6
this. The prices named were high enough that the glass Industry was rapidly
losing interest in the use of the material. This was natural because alumina
is not one of the bfisic constituents of glass, such being sand, soda, and lime.
However, alumina is valuable in that it helps to improve the quality of the
glass which every glassmaker Is very desirous of doing. He cannot In thb
competitive condition of the industry afford to pay more than a certain amount
for his raw materials. They are a large and necessary factor in his ultimate
selling price of the glass. Therefore, as the price of feldspar was maintained
at higher levels and the increased competitive situation in selling glass de-
manded economies, feldspar was slowly eliminated from the glass.
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About this time the western producers from Colorado and South Dakota

began to enter the market and the picture changed from a local North Carolina
industry to a national one. The feldspar from the West is a very much better
grade than that produced In North Carolina and, although nephellne is in part
competitive with feldspar, it would not save the North Carolina feldspar
production from competition in other districts.

The glass Industry has looked for other materials as a substitute for feldspar
such as kyenite, some clays, etc. They have endeavored to get these materials
because they wanted to eliminate the potash which is a part of feldspar. The
glass industry Is not in the raw-material-producing business, but it has examined
quite thoroughly other such products and found them not capable of giving the
desired alumina content in a usable form. The feldspar Industry, as It has been
expending chiefly due to the introduction of more aggressive capital in the West,
has been able to keep up the sale of feldspar to the glass industry. This spar
is sold in the eastern territories in competition with the North Carolina product
because It is better and these sales will continue regardless of the introduction
of nepheline syenite, which will be used only in a portion of the glass industry
where conditions warrant the effort to eliminate petash, which all glass spar
contains.

If the glass Industry itow uses approximately 120,000 tons a year of feldspar,
the future should hold at least about the same tonnage in view of the continuous
growth of the glass industry. The percentage, however, will be somewhat less,
for with the growth of the industry It should be able to absorb at least thirty or
forty thousand tons of nephellne syenite, which Is probably the limit of its
productive capacity. From these figures it appears that nephellne syenite pro-
duction has not yet reached even 5 percent of the domestic feldspar consumption.

Pi'icc.-Nepheline sycite sells In the same price range as feldspar on a
delivered basis. While theoretically 1 ton of nepheline syenite, due to its higher
alumina content, will replace 1% to 11 tons of feldspar in a glass batch, yet
this really does not mean that it has that much price advantage, since most
glass makers use them in the same quantities. If they did not, they would have
to replace the one-fourth to one-third tons of feldspar with some other ingredient
to make up the lost tonnage In the whole batch. The consumthig trade In general
will not pay the added price which the seeming advantage might give to nephellne
syenite.

In pottery, chinaware, porcelain, etc., a nephellne sycnite has no theoretical
advantage due to its higher alumina content. The grades of nepheline syenite
now available sell for $11 to $15 per net ton f. o. b. mill, depending on grade.
Eastern feldspar sells from $10 to $19 per ton f. o. b. mill.

Chemical compa r18on.-Nephellne syenite and feldspar both contain soda,
potash, alumina, an( silica, but they exist in different ratios to one another.
This results in different behavior when introduced into a glass batch or into a
porcelain body or glaze. These different properties have given to all ceramic
manufacturers a new raw material with which to work. It is the only new low-
priced alkaline silicate flux material which has appeared in many years, and as
such is of very great interest to all ceramic workers, both research and production
men.

POSITION OF NEPHELINE SYENITE IN CERAMIC INDUSTRY

Nepheline syenite is so new that no one today can say what its position will
be. It is in much the same position as cellophane was when It was first intro-
duced, or as Duprene, the new artificial rubber. Duprene does not replace
natural rubber, but supplements it. So, we believe, nephellne syenite will not
replace feldspar, but supplement it. It will find Pew uses and new applications
and result eventually in a larger use of alkaline aluminous fluxes rather than
in replacing feldspar tonnage.

'The ceramic industry has been based for a great many years on the use of
clay feldspar and powdered silicate. Very little change has been made in the
fundamentals of ceramic until recently. Studies made at universities and In
commercial laboratories are now enabling the ceramic manufacturers to use
materials which were heretofore considered inaccessible, such as tale, kyonite,
etc. When these were first Introduced into ceramic products, they were looked
upon with fear by the feldspar industry, which felt that outside competition
was encroaching on their prerogatives. The result of the introduction of these
materials has been to help the feldspar industry, rather than to hinder it.

The ceramic manufacturers have to bear the burden of terrific competition
in foreign materials for which labor rates are so low that they are not to be
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compared with ours. The one thing that has helped keep the ceramic industry
still in the picture has been the development and use of a broader variety of
raw materials which have permitted the use of processes that enabled tile
industry to carry on. Contrary to the narrower belief, the use of these other
ingredients has not cut down the use of feldspar, but helped to increase its
volume because the total volume of the products has been maintained at a
higher level than If the old-fashioned methods and materials had been used.

If these materials temporarily should come from a distance away, such as
from Canada, it is only natural that if we can develop a source closer to the
market at a later date, the material will be mined here, as well as being milled
here, which is now the ease.

TARIFF POSITION

Under the present tariff net and the present trade agreement with Canada,
the following import duties are imposed:

Feldspar line
syenite

/",cent Ptrcent
Ortand ...................................................................... 30 I S0
Crude ....................................................................... 35 Free.

I Ad valorein.
I Per ton.

Canadian crude feldspar and Canadian crude nephellne syenite are both
worth about $6 per ton, f. o. b. shipping points.

FRANCIS C. FLINT,
Technical Director,

Hazel Atlas Glass Co., Past President, American Ceramic Society.

The CIRIAMAN. Before the committee recesses, I desire to have
placed in the record numerous letters, statements, and briefs submit-
ted by interested individuals and organizations, relating either to
provisions of the pending bill or suggrsting amendments or changes.

NEW YoRK, March 21, 1938.
The lion. PAT HARRSON,

Chairman, Senate Finance Committee:
Pleage have recorded in official record of your hearings on tax revision

before conclusion today on behalf of the American Steamship Owners' Asso-
ciation operators of approximately 4,000,000 tons of American-flag ocean-going
ships, and the following amendment to the tax bill now being considered by
your committee: "In section 702 (b) of the Revenue Act of 1038, line 17,
after the words 'rapeseed oil,' add the following 'except as defined in paragraph
1732 of the Tariff Act of 1030'; or if it would be more satisfactory an amend.
meat to read after said words 'rapeseed oil,' the words 'rendered unfit for use
as food or for any other purpose than the manufacture of lubricating oils, by
such means as shall be satisfactory to the Secretary of the Treasury.' Either
amendment if adopted will be of material benefit to coastwise shipping by
exempting it from the tax of 4% cents per pound paid on rapeseed oil required
as a lubricant for ships' engines and will be of additional assistance to Amer-
Ican steamships operating in international commerce. This exemption of
denatured rapeseed oil will, In no sense, injure any American producers of oils
and fats since the commodity is not produced in the United States nor is any
suitable substitute'for use in steamship lubricating oils produced In the United
States and will relieve shipowners of the constantly pyramiding costs of
operation. AMERICAN STEgAMSHIP OWNEIms' AssocrArnON.
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MEMoBANDUt SuOMIrrK BY JAMES D. IEBSMAN ON IluMIA O THE J. C. GOnN-

DYKE CO., MIAMISBUDO, OHIO

J. C. Groendyke Co. was established in Miamisburg, Ohio, In 1902 and Ibeame
engaged in the business of manufacturing binder twine. With one exception,
that is during the Dayton flood of 1913, the company has been In conthiuous
and steady operation, proviling employment for approximately 20 residents of
the Miami Valley.

Binder twine was developed by the United States manufacturers more than
50 years ago for use in harvesting grain by the self-binder. The industry grew
through development, anl for jany years supplied not only the American market
but the foreign markets as well. The present annual consumption in the Unitd
States is about 200,000,000 pounds.

Bilder twine is manufactured chietly from henequen sisal, grown almst. ex-
clusively In Yucatan, Mexico. The finished product has always been on the
"free" list. None of the grain-growing (ountrihi, other than Canada and the
United States, permit the free entry of binder twine. Following the World War
there was a great increase in fiber production in the Fast Indies and Africa,
and these sources of supply Joined with the European program of revival of
industry, which led to a marked increase In the manufacture of hinder twine
in England, Ireland, Canada, H1olland, Belgium, Mexico, and other countries.
These countries began a concerted drive for world trade, and more particularly
the American market.

Importations of binder twine increased from 12,000,000 pounds In 1925 to
about 80,000,000 pounds in 1)3(1. Exports of binder twine from the United States
fell from 54,000,000 pounds in 1925 to less than 5,)00,000 pounds in 11K15.

Imports of binder twine In pounds are here shown for the years 1925 and
1936 to show tile Increase of Inports of the product Into the United States.

19Q25
Pounds

Canada ---------------------.-------------------------------- , 7 184 430
Mexico --------------------------------------------------------- 2,710,527
C ha --------------------------------------------------------- -- ( 15, 769
PlilipniltP Islands ---------------------------------------------- 32, 850
Net heriands --------------------------------------------------- T7, 469
]1elginm -------------------------------------------------------- 57, O
Germany ------------------------------------------------------- 1, 00
All other countries --------------------------------------------- 3

Total ---------------------------------------------------- 11, Q23, 760

1030
Canada --------------- --------------------- 9,103,214
Mexico --------------------------------------------------------- 25, 595, 705
Cuba ---------------------------------------------------------- 5, )10, 543
Philippine Islands ---------------------------------------------- 101,701
United Kingdom ------------------------------------------------- 4, 030,970
Netherlands ---------------------------------------------------- 15, 203, 799
Belgium ----------------------------------------------- 12 8)7, 297
Germany ------------------------------------------------------- None
British East Africa -------------------------------------------- 3,06,8 00
All other countries -------------------------------------------- 100,434

Total ----------------------------------------------------- 75, 038, 523

The United States binder-twine Industry is In present danger of being de-
stroyed. Throughout its existence, tie Industry has realized Its responsibility
of the necei ty of having enough manufactured twine each harvest to tie the
crops despite the great varying crop conditions each year. This responsibility,
a national necessity In time of war, has always been a point of honor in war
or peace. But now, the Industry generally Is at a standstill, with production
in all plants seriously curtailed and our plant it 1Miamaisburg closed. Unless
the present real dangers are quickly eliminated, time binder-twlne Industry in
the United StAtes will pass Into oblivion and the American farmers will be
dependent upon time foreign manufacturer.

Since Mexico is the chief producer of sisal from which binder twine is made,
and since the American manufacturers have been the chief buyers of Mexican
sisal, it was believed that some agreement might be wade beneficial to Mexican
growers, Mexican manufacturers, and American manufacturers. At the sug-
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gestion of the Department of State, two conferences have been held in Mexico,
City, with representatives of these groups. Some .progress has been made
which may be beneficial to producers of Yucatan sisal, United States manu-
facturers, their employees, and American farmers.

What has caused this condition? A very great difference in labor costs exists
between countries importing twine and the United States labor rates. As
examples, in Mexico labor rates average 80 cents per day for an 8-hour day; in
Cuba, $1 per day for an 8-hour day; in Great Britain and Ireland, 17 cents per
hour for a 47-hour week; and in Holland and Belgium 11 to 12 cents per hour
for a 48-hour week. The wage scale of American twine workers is from 45 to
55 cents per hour.

Foreign manufacturers are stimulated by Government concessions. As an
example, for many months Mexican binder-twine manufacturers have been
paying the Coopertiva (a Government controlled and operated sales agency for
sisal growers) the sum of $3.40 (United States value) per 100 pounds for their
fiber, while American manufacturers have been forced to pay the same agency
$5.50 per 100 pounds for fiber of the same quality and for the same use. Then,
too, tax and other concessions are made which amount practically to Govern-
ment subsidation.

What has resulted from the above factors? Unfair competition practices
which are destroying the binder-twine industry In the United States.

Sales offers have been received by American buyers from foreign manu-
facturers _guaranteeing to sell at prices lower than any price that might be
established by the American manufacturer. As a concrete example, it is possi-
ble to show that offers have beer! received directly by cable from Mexican
manufacturers guaranteeing that tie Mexican manufacturer's price will b~e 11/2
cents per pound less than any American price that might be later established
for twine to be used in the season which begins in the spring of 1938. The
same practice of unfair competition has very recently occurred in offers received
and sales made by Belgium manufacturers. The price of binder twine has
always been established by the American manufacturers on a proper cost-plus
basis in the spring of the year and then remains stable throughout the season.

The President of the United States is given authority (title 19, sec. 1337,
U. S. Code, Annotated) to determine whether or not any unfair methods of
competition and unfair acts in the importation of articles into the United
States, or in their sale by the owner, importer, etc., are being practiced. And,
If he finds that by reason of those acts there is a tendency to destroy or sub-
stantially Injure an industry efficiently and economically operated in the United
States, then he may forbid entry of such articles until an investigation is made
such as the President deems necessary. Of course, a bond, satisfactory to the
Secretary of the Treasury, may be given by the importer.

Because of this critical condition now existing, aid of the President Is sought
by J. C. Groendyke Co. to properly protect the company, its employees and
their families. By so doing, this will also aid the employees and families of
other companies in the binder twine industry through the creation of additional
employment.
If the President is satisfied that such a condition does now exist, then it is

requested that he issue an order such as he is permitted to do under the above
cited act forbidding entry. After Issuance of the order, such investigation as
he deems necessary is respectfully invited to substantiate these statements
regarding unfair competition and its result.

The evidence referred to relative to such unfair acts of competition cannot
be obtained by private individuals, but it Is known that full disclosure will be
made to a proper Government official if the investigation sought is made.

There is another alternative means of protecting the American manufacturers,
and that would be through the enactment of an amendment to the present
revenue bill (H. R. 9682) which would provide for an excise tax on imported
binder twine. It Is respectfully suggested that if the Committee on Finance
of the Senate deslt'es to see that the American bindcir-twine industry continues
in existence, that they enact an amendment to section. t1 (c) of the Revenue Act
of 1932 by adding at the end thereof a new paragraph as follows:

"SE. -. Binder twine, 2 cents per pound. The tax on the article described
in this paragraph shall apply only with respect to the importation of such
article."

Respectfully submitted.
J. C. GROFNDYKI CO.

By JAitrs D. HimauAN,
Its Representalivo.
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STATEMENT OF BYRON G. OAISON, WASHINGTON, D. C., Rn'RaSENTING THE

OPERATIVE BuILDERs' ASSOMATION OF WASHINGTON D. 0.

(Made before Ways and Means Committee, House of Representatives)

Mr. CAsoN. Mr. Chairman and gentlemen, my name is Byron G. Carson, and
I represent the Operative Builders' Association of Washington, D. 0.

Mr. CuLLEN. How much time will you require?
Mr. CArsoN. About 16 minutes.
Mr. Cm ' N. Can you not make it 10 minutes?
Mr. OAos. I will try.
Mr. SANDERS. To what recommendations of the report are you going to direct

your remarks?
Mr. CARsoN. They will be in connection with the committee's recommendation

No. 19, which pertains to section 353 of the Revenue Act of 13, as amended
by the Revenue Act of 1037, and a proposition concerning allowing corporations
engaged in this type of business to use their earnings to pay certain debts that
arise in connection with their operations.

Mr, SANDERs. Have you prepared language for your proposed change in the
recommendation 7

Mr. CARsoN. No; I have not prepared specific language. I am adopting the
language, however, In the brief of the National Association of Real Estate
Boards, whose view is the same as that of the Operative Builders' Association.

Mr. SANDFRS. You will cover that in your statement?
Mr. CARSON. Yes, sir. Before proceeding to the discussion of the points

involved I want to state to the committee that the Operative Builders' Associa-
tion is a voluntary association existing here in Washington, and I understand
there are similar associations in most of the cities of the country. The assoca.
tion is composed of members who are engaged in the building of homes and
commercial buildings for resale. The members of the Operative Builders' Asso-
ciation in this city accotmts for more than 50 percent of all of the private
building which is done in the city of Washington, and in doing so, of course,
they employ a considerable number of men and purchase and consume a con.
siderable quantity of commodities.

The source of income of the members of the Operative Builders' Associa-
ton-

Mr. CuLLv (interposing). Do you represent any other operatives outside of
the city of Washington?

Mr. CARsoN8. I do not directly, sir. We are acting in cooperation with tine
National Association of Real Estate Boards, which has filed a brief that in part
includes our objectives, but I am not directly representing them. I was in
hopes that General MeChesney from the National Association would be here
to speak on behalf of points in their brief, but he is not listed on the calendar,
I notice. .

The members of this association have income principally from three sources:
First, the cash that they receive upon sale of a home or a building;
Second, a second-trust note which is really second mortgage; and
Tbird, some rents. The first trust generally is assumed by the purchaser.
So that we have this situatlon-that a member of the Operative Builder,'

Association who has developed a subdivision or built a home will receive a
cash deposit upon the purchase of the home and also receive a second-trust
note. If the market is slow, he may put a person into a home and receive rent
from that person until such time as the market is active, when he may sell
the same.

Now, the interest which is received upon a second-trust note becomes per-
sonal holding company income by virtue of time provisions In section 353 of the
Revenue Act of 1936, as amended. The rents also constitute personal holding
company income undor the provisions of that act unless rents exceed 50 per-
cent of all income.

The amount received in cash upon the sale of a home or a building is not
personAl holding income, but particularly in inactive years, this would amount
to only a small proportion of the gross income.

Most of the corporations in the Operative Builders' Association are what
would be called close corporations, in fact, in many cases they will be composed
of only one individual, but it is found necessary to incorporate because of the
title complications making it more advantageous to operate as a corporation;
if an individual is a married man and he takes title to property in his name,
it is necessary to secure the signature of his wife to a deed when the property
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is sold. The same thing applies where two or three persons may ownan upni',
gorporated business,, It is much more expedient to operate as a corporation.
However, these are bona fide operating companies building homes for resale-
building. bridlngs for resale-and are not the type of corporation which was
aimed at in the provisions of the Revenue Acts of 1034 and 1936 as personal
holding companies. None of the abuses which were sought to be corrected by
that legislation apply in this case. '

The Operative Builders' Association endorses and recommends to the full
committee the recommendation No. 19 of the subcommittee, which would treat
an rents the interest which members may receive upon the second-trust notes.
We feel that that will in most cases prevent the Imposition of a heavy tax
that should not be placed upon a bona fide operating company.

The second proposition, which is of some concern here, is this: These corpora.
tons develop subdivisions. They incur !-xpense in laying out streets and Im-r rovements, which necessarily must precede ,he building of homes. In so doing
t is usually necessary for them to borrow capital to aid them In the financing

of those operations. Then will come a time when the earnings start to flow
in from these operations, but usually the indebtedness which they aie carrying
on the money which they have borrowed and which must be currently repaid
will offset and sometimes even exceed the earnings, particularly in the earlier
years. It greatly hampers the development of subdivisions and the building
of homes on any large scale, and they feel that they could go along further with
the expressed desires of the administration to build homes If they were allowed
to deduct against their gross Income any bona fide indebtedness incurred in
connection with a development which they are fostering.. In the brief which was filed with the subcommittee by the National Assocla.
tion of Real Estate Boards that matter is very fully gone into, and I urge the
committee to take notice of the contents of that brief, because it very much In
detail covers that situation.

Mr. SANDE8s. Does it cover the details of the plan?
Mr. C~kssoN. It is in the brief that was filed with the subcommittee, sir, the

specific recommendation upon it.
The third point which I wish to lay before this committee does not concern

the Operative Builders' Association, but concerns the undistributed-profits sur-
tax. I am a tax practitioner and have recently had contact with several cases
where they are concerned with this undistributed.profits surtax. I notice that
in the recommendations of the subcommittee there Is a proposal to allow what
amounts to a $25,000 credit in the determination of the adjusted net income
credit. I want to say that I feel that such a credit will be, of course, of assistance
to the smaller corporations, but I feel that tLe larger corporations, whose welfare
perhaps may be more important than that of the smaller corporations from
the standpoint of the ultimate effect upon the country in general, need help too.
For instance, I feel that If a large corporation, through lack of any "cushion" to
tide It over a bad year, Is forced out of business, that the larger number of
people who will be deprived of employment, and the decreased consumption of
commodities that would have been used by that corporation, probably will be
more serious thaai would be the case with smaller corporations.

I want to suggest to the committee that they consider the advisability of
doing away with the proposed specific credit of $25,000, and that a credit based
upon a percentage of the earnings in relation to the capital of the corporation
be used. For Instance, I feel that if the committee were to provide that in deter-
mining the adjusted net income, there could be a reserve of, say, from 5 to 10
percent of the amount of the capital-ad I would take the capital declared
by a corporation for capital stock tax purposes-that that amount might be
used, and then you would take care of the small corporations as well as the
large corporations; you would then be putting them all on the same basis. You
could provide that the reserves accumulated should never exceed a sum of, say,
25 percent, and I feel that you could still protect yourself as to the revenues you
are seeking and yet that there would he no distinction and no discrimination
as between the smaller corporations and the larger corporations.

Mr. SANDERS. In lieu of the 825,000?
Mr. CARSON. In lieu of the $25,000.
Mr. CULLEN. You are opposed to the $25,0007
Mr. SANDERS. I am not opposed to it, sir, If that Is the only remedy and the

only relief that can be afforded. I feel, however, that there should be some
relief afforded so that some sort of a "cushion" can be provided for all cor.
porations.
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That concludes my statement, gentlemen. I thank you for your consideration.
Mr. OCuLN. Do you wish to incorporate your statement in the record?
Mr. CARSON. I would like to have it incorporated in the record.
Mr. CuLLmN. Without objection, it may be done.
Mr. DUNCAN. Mr. Carson, have you gone over the committee's recommenda-

tion No. 19?
Mr. CARSON. I have.
,Mr. DUNCAN. I am interested in this matter, and I might say that the sub-

committee in considering it felt that every consideration ought to be given to
operative realhestate companies, to encourage them in every possible way. Do
you feel thht the proposed change, as indicated by recommendation No. 19, will
specifically take care of the holding companies-I mean the operating companies?

Mr. CARsoN. As far as the members of the Operative Builders' Association
of Washington, D. C., are concerned, I feel that it will. I understand from
the National Association of Real Estate Boards that they are apprehensive,
however, that there will be cases where the limitation of 50 percent ou the
rent is too high and should be cut back to 25 percent. And by that'I mean
this: That while rents will not constitute personal-holding-company income
under the law, if they exceed 50 percent of the entire gross income, I am
informed that 'in some parts of the country there are organizations and cor-
porations where the rent may not attain 50 percent, and that they have other
(see. 353) Income which make up 80 percent personal-holding-company income,
and the limitation should therefore be put back to 25 percent to protect those
cases.

Mr., DUNoAN. Under this suggestion, if interest Is considered as rent, Is it
likely that when it is added to rent it will relieve that situation?

Mr. CAmSoN. As far as the members of our local association go, my answer is
"Yes." I am informed, however, that as far as the situation In many other
cities goes, that Is not so, and I can explain the reason that is not so in this
way: I understand that it has been found necessary In some cities to incorpo-
rate the operating or building company separately from the finance company that
financed the operation, and that In so doing, dividends enter Into the picture, so
that you might have a situation where there would be, we will say, 40 percent
of the gross Income in rent. and perhaps 45 percent would be dividends from
the operating company, and that would make ip 85 percent personal-holding
income, If the 50 percent limitation does stand. But I am not familiar with
that situation. It comes to me entirely by hearsay, and I do not believe it will
exist in the city of Washington.

Mr. DUNOAN. As a matter of fact, these operating companies have a large
portion of their income tied up in second mortgages, do they not?

Mr. CARSON. A great deal of It, sir.
Mr. DUNCAN. That is their profit?
Mr. CARSON. That Is it.
Mr. DUNCAN. And if that is added to the rent, that Is, the rents of the prop.

erty which they may be required to take back under foreclosures and that sort
of thing, it will render, if nothing can be obtained, it will render difficult assist-
ance to those corporations?

Mr. CARSON. Correct.
Mr. DUNOAN. That will be desirable in carrying on a development building

program?
Mr. CARsoN. That Is correct.
Mr. DUNCAN. That Is all.

MEMORANDUM SUDMIrED BY Ms. C. M. TRAMMIJEL, WASHINGTON, D. C.

MARCH 18, 1938.

MEMORANDUM TO COMMITTEE ON FINANCE, UNITED STATES SENATE

It lieu of appearing personally before the committee to suggest certain ad-
ministrative changes in the revenue law, I am taking the liberty to submit a
memorandum with respect to the reasons for the suggested changes, together
with a form of such changes as would seem to be necessary inI order to carry
into effect the amendments suggested.

I will state that in suggesting these various changes for the sake of fairness
In the administration of the law, that these are some administrative defects
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.which have been forcibly called to my ,attention In my long experience In the
Bureau and on, the United States Board of Tax Appeals, as well as in my prac-
tice after leaving the Board of Tax Appeals, and in suggesting these changes I
do not represent any particular client.

Respectfully,
C. M. TRAMuuL

MEMORANDUM RE PROPOSED AMENDME TS TO REVENV 'AYTS

The proposed amendments to the various revenue acts which are annexed
hereto are designed to grant to the Commissioner of Internal Revenue the
power to correct errors made by him In the making of jeopardy assessments
and thus to remedy the situation which apparently exists at the present time.

The Board of Tax Appeals has held that it has no power to review the
action of the Commissioner in making a jeopardy assessment and that the Com-
missioner's determination in this regard is final until such time as the Board
has determined the tax liability of the particular taxpayer involved. Cali-
fornia Associated Raisin Co. 11 B. T. A. 1251) ; Couzens v. Oornmlsefoer (11
,B. T. A. 1040 at 1157) ; Veeder v. Commissioner (10 B. T. A. 884, affd. 30 Fed.
(2) 842).

The Commissioner has been advised by his general counsel that once a
Jeopardy assessment has been made and a petition for the redetermination of
the deficiency upon which such assessment is based has been filed with the
Boardof Tax Appeals, he has no power to vacate or in any way to modify such
assessment until the decision of the Board has become final. It thus appears
that taxpayers can obtain no relief from a Jeopardy assessment, no matter howv
erroneous and regardless of the fact that the Commissioner may discover his
error and wish to correct It.

This unfortunate situation may frequently arise. It is often necessary for
the Commissioner to make a Jeopardy assessment before the examination or field
audit of the Bureau of Internal Revenue has been completed and, consequently,
before the asserted deficiency of the taxpayer is accurately computed. In such
cases the Commissioner must of necessity make such assessment on the basis
of whatever information is available to him. Likewise, a jeopardy assessment
may be made on the basis of Information apparently showing the necessity
therefor, which Information may subsequently be determined to be without foun-
dation, or on the basis of facts which cease to exist after the making of the
jeopardy. As a result, the Commissioner may subsequently deternilne that no
jeopardy in fact exists, or that the assessment originally made ts' excessive
and without foundation in whole or in part. In such circumstances there shpuld
be some means of correcting an error which unjustifIably places the taxpayer
involved in constant Jeopardy and which may destroy him economically merely
because of a lack of adequate administrative power.

It is believed that the basis of the Commissioner's present position that he Is
without. power to vacate or modify a jeopardy assessment is the provision of
section 322 (c) of the Revenue Act of 1930 and prior revenue acts and similar
sections relating to estate and gift taxes, prohibiting the allowance *of credits
or refunds with respect to jeopardy assessments after a petition has beeh filed
with the Board of Tax Appeals. It Is, therefore, proposed to amenid such sec-
tions of the various revenue acts to postpone the prohibition until such time
as the Board renders Its decision.

It is also proposed to amend section 273 of the Revenue Act of 1036 and
prior revenue acts and the related sections dealing with estate and gift taxes,
by adding thereto a new subsection specifically empowering the Commissioner
to vacate or reduce a jeopardy assessment whether or not a petition has been
filed with the Board of Tax Appeals, and to cancel or reduce any bond which
may have been filed with respect to such assessment. It Is believed that these
amendments, while.affording complete protection to the Government, will rmedy
the existing situation whereby taxpayers may unjustly be Jeopardized solely
because of an apparent lack of power on the part of the Commissioner and of
the Board to correct an obvious error.

In order to make the foregoing fully effective, It is also proposed to amend
section 8186 of the Revised Statutes, relating to the release of liens, so as to
permit the release of a lien where an assessment has been abated or vacated and
also, in the case of Jeopardy assessments, where the collector has been furnished
with a-bond conditioned upon the payment of so much of the amount assessed
as Is not abated by a decision of the Board which has become final. This apnend-
ment will permit the collector to carry out any determination by the Comnils.
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Iloner to vacate or reduce an erroneous jeopardy assessment and thus relieve
the taxpayer from the burden of a lien which i wholly unnecessary for the
protection of the Government.

Section 8186 of the Revised Statutes, as amended, provided for the release
of property from lien only upon giving bond conditioned upon the payment of
the amount assessed, regardless of the fact that the Commissioner may subse.
quently determine that no tax is actually due. The assessment once made must
be paid regardless of the fact that the Commissioner himself recognizes that
he has made an obvious error and that the tax is not due. It would seem that
it would be In the interest of 'taxpayers generally to have these various admin-
istrative provisions amended to give the Commissioner power to correct errors
which are found by him.

The result of the operation of the present law is that-
First: If the Commissioner asserts a jeopardy assessment for 2 years and

one petition is flied before the Board of Tax Appeals involving those 2 years,
later the Commissioner may file an answer admitting that there Is no tax
due for one of the years, yet lie has no power either to reduce the jeopardy
or reduce the jeopardy assessment when he admits there is no tax due.

Second: In a case where the Commissioner makes a jeopardy and lie himself
ascertains that he has made an error and that there Is no jeopardy under
the present law he has no power to correct his mistake.

Third: Under the present law when a jeopardy assessment is made with liens
upon assets, there is no means now under the law to release those liens,
except in certain exceptional cases not material on this point, even by giving
a bond, unless that bond Is conditioned upon a payment of tax assessed, not-
withstanding the fact that the Commissioner determined that the assessment
Is erroneous.

These are purely administrative changes suggested in the interest of fairness
and in no sense affect the collection of the revenue.

PROPOSED AMENDMENTS TO REVENUE ACTS

Section 273 of the Revenue Acts of 1936, 1934, 1932, and 1928 and setion
312 of the Revenue Act of 1926 are hereby amended by adding thereto the
following subsection:

"(k) Subject to such regulations as the Commissioner, with the approval of
the Secretary of the Treasury may prescribe, the Commissioner may vacate
or reduce a jeopardy assessment or the unpaid portion thereof, at any time
after the making of the assessment, whether or not a petition has been filed
with the Board of Tax Appeals, and if a bond has been previously flied, it
may be canceled or reduced to such amount as the collector deems adequate
to assure the collection of any deficiency which the Commissioner believes to
be due."

Section 279 of the Revenue Act of 1926 Is hereby amended by adding thereto
the following subsection:

"(1) Subject to such regulations as the Cofmssloner, with the approval
of the Secretary of the Treasury may prescribe, the Commissioner may vacate
or reduce a jeopardy assessment or the unpaid portion thereof, at any time
after the making of the assessment, whether or not a petition has been filed
with the Board of Tax Appeals, and If a bond has been previously filed It
may be canceled or reduced to such amount as the collector deems adequate
to assure the collection of any deficiency which the Commissioner believes to
be due."

Section 514 of the Revenue Act of 1932 Is hereby amended by adding thereto
the following subsection:

"($) Subject to such regulations as the Commissioner, with the approval of
,the Secretary of the Treasury may prescribe, the Commissioner may vacate
or reduce a jeopardy assessment or the unpaid portion thereof, at any time
after the making of the assessment, whether or not a petition has been filed
with the Board of Tax Appeals, and If a bond has been previously filed, it may
be canceled or reduced to such amount as the collector deems adequate to as-
sure the collection of any deficiency which the Commissioner believes to be
due."

Section 1105 of the Revenue Act of 1932, as amended. is hereby amendedby adding thereto the following subsection:
41(c) Subject to such regulations as the Commissioner, with the approval of

the. Secretary of the Treasury may prescribe, the Commissioner may vacate or
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reduce a Jeopardy assessment or the unpaid portion thereof, at any time after
the making of the assessment, and if a bond has been previously filed, it may be
canceled or reduced to such amount as the collector deems adequate to assure
the collection of any deficiency which the Commissioner believes to be due."

PROPOSE AMENDMENTS TO REVENUE AOTS

The first sentence of section 322 (c) of the Revenue Acts of 1936, 1934, 1932,
and 1928 Is hereby amended to read as follows:

"If the Commissioner has mailed to the taxpayer a notice of deficiency under
section 272 (a) and if the taxpayer files a petition with the Board of Tax Ap-
peals within the time prescribed in such subsection, and the Board has rendered
it decision, no credit or refund in respect of the tax for the taxable year in
respect of which the Commissioner has determined the deficiency shall be
allowed or made and no suit by the taxpayer for the recovery of any part of
such tax shall be instituted in any court except * * *."

The first sentence of section 284 (d) of the Revenue Act of 1920 Is hereby
amended to read as follows:

"If the Commissioner has mailed to the taxpayer a notice of deficIency under
subdivision (a) of section 274 and if the taxpayer, after the enactment of this
act, files a petition with the Board of Tax Appeals within the time prescribed
in such subdivision, and the Board has rc ndcrcd its decision, no credit or
refund in respect of the tax for the taxable year in respect of which the Com-
missioner has determined tihe deficiency shall be allowed or made and no suit
by the taxpayer for the recovery of any part of such tax shall be instituted in
any court except * * 0."

The first sentence of section 528 (c) of the Revenue Act of 1932 is hereby
amended to read as follows:

"If the Commissioner has mailed to the taxpayer a notice of deficiency under
section 513 (a) and if the taxpayer files a petition with the Board of Tax
Appeals within the time prescribed in such subsection, and the Board has
rendered its decision, no credit or refund in respect of the tax for the calendar
year In respect of which the Commissioner has determined the deficiency shall
be allowed or made and no suit by the taxayer for the recovery of any part of
such tax shall be instituted in any court except * * *."

The first sentence of section 319 (a) of the Revenue Act of 1926 is hereby
amended to read as follows:

"If the Commissioner has mailed to time executor a notice of deficiency under
subdivision (a) of section 308 and if the executor after the enactment of this
act files a petition with the Board of Tax Appeals within the time prescribed
in such subdivision, and the Board has rendered its decision, no refund in re-
spect of the tax shall be allowed or made and no suit for the recovery of any
part of such tax shall be instituted in any court except * *

NOTH.-New matter set In italics.

PROPOSED AMENDMENTS TO REVENUE ACTS

Section 3JW of the Revised Statutes, as amended, is amended to read in
part as follows:

"* * * (c) Subject to such regulations as the Commissioner of Internal
Revenue, with the approval of the Secretary of the Treasury, may prescribe,
tihe collector of internal revenue charged with an assessment in respect to any
tax-

"(1) May issue a certificate of release of the lien If the collector finds that the
liability for the amount assessed, together with all interest in respect thereof,
has been satisfied, or that the assessment has been abated or vacated [or has
become unenforceable] ;

"(2) May issue a certificate of release of the lien if there is furnished to the
collector and accepted by him a bond (1) that is conditioned upon the payment
of the amount assessed or, (2) in case of a Jeopardy assessment of inCome,
war-profits, eXcss-proflts, estate, or gift taxes, that is conditioned upon the
payment of so much of the amount assessed as is not abated by a decision, of
the Board of Tax Appcals which has become final, together with all interest in
respect thereof, within the time prescribed by law (including any extension of
such time) and that is in accordance with such requirements relating to terms,
conditions, and form of the bond and sureties thereon, as may be specified in
the regulations * * *"

NOT.-New matter set in italics. Matter In brackets to be eliminated.
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MEMORANDUM SUBMITTED BY MR. RAY MURPHY, ON BEHALF OF THE ASSOCIATION

OF CASUALTY AND SURETY EXECUTIVES, NEW YOR1 CITY

BEFORE THE FINANCE COMMITTEE OF THE SENATE OF THE UNITED STATES

Statement of Association of Casualty and Surety Executives in the matter of
taxation of insurance companies other than life or mutual

PRELIMINARY

The membership of this association consists of executives of 01 capital-stock
casualty and surety companies doing business in the United States.

Capital-stock companies doing 75 percent of the insurance business in the
United States pay 99 percent of all taxes paid to the Federal Government by all
insurance companies of the country. Such capital-stock companies pay 971a
percent of the total of all taxes paid by all United States insurance companies
to all the States.

H. R. 982, section 204, as passed by the House, provides that there shall be
levied, collected, and paid for each taxable year upon "the special class net
income" of every insurance company (other than a life- or mutual-insurance
company) a tax of 16 percent of the amount thereof.

This constitutes an Increase of 1 percent in the rate applicable to such com-
panies as provided in the Revenue Act of 1936 and an increase of 02 percent
of taxes paid.

To arrive at "Special class net income" the credit provided by section 26 (b)
of H. R. 9082 is deducted from "Adjusted net income." Such credit is 85 per-
cent of the amount received as dividends from a domestic corporation which
is subject to taxation under this title but not in excess of 85 percent of tho
"adjusted net income."

Thus a definite limit or ceiling is established, differing from the 1936 act, and
compelling the use of the lesser of (1) 85 percent of such dividends, or (2) 85
percent of the adjusted net income.

The effect of the proposed change will not be uniform, depending upon whether
a company shows an underwriting profit or an underwriting loss. For example:

A. COMPANY WITH UNDERWRITING PROFIT

OLD LAW

Taxable net underwriting gain ------------------------------ $128,000
Taxable net Investment dividend ---------------------------------- 242,000

Total ---------------------------------------------- 370,000
85 percent of dividends ------------------------------------- 200, 000

Net tax income --------------------------------------- 164,000
Tax at 15 percent -------------------------------------------- 24,00

PROPOSED LAW

Taxable net underwriting gain ------------------------------- 128,000
Taxable net investment dividend ------------------------------ 242, 000

Total --------------------------------------------- 370,000
85 percent of dividends $20e er--------------206, 000
85 percent of net tax, inclusive--- 314, 000,

Total ----------------------------------------------- 164,000
Tax at 10 percent ------------------------------------------ 2,000
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B. COMPANY WITHOUT UNDI1IWRING PRT

OLD LAW

Taxable net underwriting gain ------------------------------- $128,000
Taxable net , investment dividend ----------------------------- 242, 000

Total --------------------------------------------- 114, 0(0
85 percent of dividends ------------------------------------ 206,000

Total ---------------------------------------------- 82, 000
N OTE.-No tax due.

PROPOSED LAW

Taxable underwriting gain ---------------------------------- 128,000
Taxable investment gain ----------------------------------- 242, 000

Total ---------------------------------------------- 114, 000
85 percent of dividends, 206,000 u-
85 percent of net tax income, 97,000) use lesser------------- -97, 000

17,000
Tax at 16 percent -------------------------------------------------- 2,720

It thus appears that under the provisions of II. R. 0682 a company without
underwriting profit would be required to pay a tax, unless its underwriting deficit
were equal to or in excess of Its investment income. While it may be said that
companies quite generally showed underwriting profits In 1936 and 1937, it is
also true that lu 1935 and previous year's inany companiess showed underwriting
losses, a condition which may return, and, In periods of depression, is likely to
return; and that therefore there Is always danger in such provisions to the con-
tinued solvency of the companies. They cannot indefinitely continue to operate
if underwriting losses are incurred, especially when such losses are aggravated
by a tax upon the investment Income of such nature as H. R. 9082 provides.

CONCLUSION

It is generally realized that If relief is to be afforded to business and affected
taxpayers through repeal or modification of certain provisions of the 1936 act, it
is nevertheless thi great responsibility of the Congress to provide means for
obtaining the revenue necessary to maintain essential governmental services and
to meet the appropriations provided by law; that to the extent required new
revenues must be added and remaining levies augmented to take the place of
those eliminated.

We believe that a case can be made against Federal taxation of insurance
companies. Their supervision in tile public interests is constitutionally and
properly, solely the prerogative of the several States. The companies not only
fully pay for such State supervision but they contribute heavily through addi-
tional taxation to tihe general funds of the States. The cost of supervision by
the States is only a small percentage of the taxes paid the State by the companies.

Nonetheless, we appreciate the special difficulties which confront the Congress
in this trying period of national and International stress.

Therefore we at such a time only respectfully ask for careful consideration of
the proposal to Increase the rate from present 15 to 16 percent, as provided in
H. R. 9682, and that if found consistent with the public welfare no Increase of
rate be made; and especially do we ask that careful consideration be given to
the matter of dividend credits.

We believe that the provisions of the 1936 Revenue Act in this respect are
fairer and sounder than the related provisions of H. R. 9682, and that for the
benefit of companies operating at an underwriting loss the "ceiling" provision
should be stricken.

Respectfully submitted.
RAY MURpHY,

Assistant General Manager.
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A STATEMENT BY W. R. HOPKINS, PRESIDENT, HAZErT METALS, INo., NEW Youx

CITY, Yrr SuppoRr or AN APpw. FOu A MODIFIcATION or THE DEINITION OF
PERSONAL HOLDING COMPANIES

This company has from its inception been actively and exclusively engaged in
the business of perfecting, applying, and bringing into general commercial use
the inventions of C W. Hazelett for the fabrication of molten metal*directly
into sheets, strips, and other shapes. It is not and never has been a real
holding company but does happen to fall within the tax-law definition of such
companies. It was organized to furnish the financial and business support
necessary for the perfection, expansion, patenting, and commercialization of In.
ventions too far-reaching to be effectively handled by any individual inventor.

Since It acquired these inventions in January 1033, the company has devoted
all its energies and resources to the active business of perfecting and extending
the Hazelett inventions, securing patents on them (85 in 27 countries), nego-
tiating 9 licenses under them in this country (3 in Canada, 2 in Great Britain,
1 each in Germany, France, and Italy, and 3 in Japan), and in designing and
supervising the building of Hazelett mills for 5 licensees in this country, 3 in
Japan, and 1 in Germany. For its work the company developed and main-
tained a skilled technical organization under the personal direction of Mr.
Hazelett. Without such organization and work the royalties derived from the
inventions in various metal fields could not have been realized. If the com-
pany should now limit its operations to holding its patents and collecting
royalties on their use, there would soon be no royalties to collect.

These inventions, the only property the company holds, have yielded and can
be made to yield income only by intense and continuous efforts and expenditures
to perfect them, protect them by adequate patents, apply them successfully in
various metal fields, protect them from infringement, and keep them superior to
all others. Without the leadership and direction of Mr. Hazelett himself this
would have been, and still is, impossible and there would have been, and will not
be, income on which taxes could be levied.

In addition to the fact that in 5 years the company has obtained 35 patents in
27 countries and has negotiated licenses with nearly a score of great companies
here and abroad, deriving 47.75 percent of all its income from foreign countries,
we submit the following figures to indicate the nature and extent of Its activities:

1933 1034 1935 1938 1937 Total

Gross receipts from royalties:
Domestic ............................. 7,000 72,600 106,000 67,096 34,026 27,620
Foreign .............................. 10,000 37,500 35,000 50,000 70,000 202,600

Total ............................... 17,000 110,000 140,000 107,095 104,025 478,120

Profits from mills constructed:
Domestic ............................. 11,285 .......... 9,638 .......... 169 21,082
Foreign ............................................................. K4196 34,449 68,645

Total ............................... 11,285 ......... 9,638 34,196 34,608 89,727
Expenses, patent and royalty accounts:

Salaries ............................... 10,234 11,867 12,400 12,400 12,817 59,718
Wages ................................ 6,114 7,200 8,642 10,285 1,406 47,647
Legal ................................. 6,651 12,304 17,216 12,630 12,149 69, 840
Patents purchased .............................. 8,449 524 .................. 8,973
Commissions ......................... 2,500 1,500 1,000 4,678 8,601 18,177

Research and other expenses (taxes not
Included) ............................... 7,158 10,11 7,863 9,368 7,830 48,294

Total ............................... 6 % ' .,345 49,248 1 7,29 2428,49

New problems In the application of the Hazelctt process to the production
of steel and brass require increasing expenditures for equipment and pay rolls
for experimental work.

The company has never had any property other than the Inventions acquired
from Mr. Hazelett and patents acquired from others to protect these Inventions
and equipment necessary to carry on research and experimental work. It has
never had any income excepting from licenses, royalties, and engineering
services rendered to its licensees. It has never been, in any true sense, a
holding company but has, nevertheless, come within the scope of the law relat-
ing to personal holding companies. This situation arises from the fact that
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a majority of its stock is owned by less than five persons and the further
fact that in most years more than 80 percent of its gross income falls under
the classification of "royalties." The company has therefore been unable since
1934, without the payment of excessive dividends or the payment of special
taxes as a personal holding company, to establish proper reserves for the
protection of its patents against infringement, which it is under obligation to
do under the terms of all its licenses, and increase its expenditures for experi-
ment and research.

The company finds it impossible to escape either of the two tests which
the law provides to fix the character of personal holding companies. A major-
ity of its stock is owned by less than five people who are responsible for its
past success and indispensable to its future success. In the ordinary course of
events its income will consist more and more exclusively of royalties. In the
past it has had substantial earnings from supplying mills to licensees, but
this was done chiefly to insure successful operation and so expedite the collec-
tion of royalties. In the future there will be less of this business.

It would, therefore, appear that relief can be had only by exempting from
the classification of personal holding companies all companies which aRe
actively and primarily engaged in the development, improvement, and com-
mercialization of inventions.

It is, therefore, respectfully submitted that this company is, upon the facts
and its record, entitled to relief from classification as a personal holding com-
pany, and we respectfully request action by the committee which will be
appropriate to that end.

IIAZEtI.ET METALS, INC.,
By W. R. HOPKINS, President.

NEw YoRK, March 18, 1938.
The Honorable PAT IIARRISON,

The United Stateg Senate, Washington, D. C.

BROADENINO THE TAX BASE

MY DEAR SENATOR: I enclose a copy of a letter which I recently wrote to
the New York Times and which they published with certain omissions on
February 26, last. I (1o this in the hope that the suggestions therein will be
helpful to you in your consideration of this subject.

Greatly as the common good would, In my judgment, benefit at this time
from the removal of several particularly evil forms of taxation, I am con-
vinced that a broadening of the tax base and a moderation of the punitive
rates on larger incomes are of even more vital importance.

There has never been any question in my mind that where the franchise is
broad the tax base should also be broad. By the adoption of a graduated
normal tax for individuals the ability-to-pay theory can still be retained.
Furthermore, if the suggestion contained in my letter to the Times could be
adopted, I feel confident that even with a reduction of surtax rates to a high
bracket of say 35 percent, more revenue would be collected than under the
suggestion contained in the 1938 revenue bill.

Very truly yours,
DONALD ARTHUR.

To the EDwTon oF THE NEW YORK TIMES:
In 1930 tile population of the United States was estimated at 128,000,000. In

the presidential election that year there were some 45,000,000 votes cast. Ac-
cording to preliminary estimates there were 2,000,000 individuals who paid
income tax in 1936 upon 1035 income. It is true that some 4,000,000 individual
returns were filed, but of that number approximately half showed no tax
payable.

From these figures the astounding fact emerges that more than 95 percent
of the voters of 'the United States paid no direct Federal income taxes.

In 1918, some 20 years ago, the honorable Daniel C. Roper was Commis.
sioner of Internal Revenue and a very excellent one he was. Faced with the
administration of the first really intricate income- and excess profits-tax law,
he called upon many practicing accountants and lawyers to assist the Bureau
of Internal Revenue. On his own initiative he was successful in creating and
maintaining a fully cooperative spirit between the Bureau and the taxpayers,
which is sadly lacking today. In tile fields of both legislative action and
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Bureau administration there is at the present time an evident lack of fairness
which is Justifiably resented by taxpayers. Face-saving iII the preservation or
attempted preservation of demonstrably wrong principles seems to be, the order
of "thb day.

Among other suggestions made to Mr. Roper in 1918 were the following
(1) Tbat the work of the Bureau be decentralized by having a Commissioner

with full authority to settle tax difficulties appointed in each congressional
,district; and
1 (2) To broaden the tax base so that a substantially larger proportion of
voters would become direct-income taxpayers and take a keener interest In
government.
0 Mr. Roper thought both suggestions were good but that they were politically
inexpedient. I think what he really meant was that they were inexpedient for
politicians-'an entirely different thing. The same situation holds true today.. I believe, with many, that the capital-gains tax as It stands is a real flaw In
bur system, of taxation. I also believe that the Siamese twins-time capital-
stock tax and the excess-profits tax--are vicious. More recently, in common
with countless others, I have thought that the undistributed-profits tax has no
proper place iII our tax structure.

While these three features of our present tax law are important and should
be repealed, I am convinced that as compared with the question of broadening
the tax base they are of minor significance.

In my opinion (after an experience of over 20 years as an adviser in tax
,matters) personal exemptions should be materially reduced and a graduated
normal tax should be substituted for our present flat rate tax. The graduation
might run from I percent on low Incomes to 15 percent on high incomes and our
present surtax rates should be reduced to a high bracket of say 35 percent so
that the aggregate tax on those in the highest brackets, that is normal plus
surtax, would be less than 50 percent. I think it can be demonstrated that the
loss in tax by reducing the surtax rates would be much more than offset by the
Increases resulting from reduction in the exemptions and the increase in the
normal tax, not to mention the immeasurable long-term benefits to the revenue
to be expected upon freeing commercial Initiative an( the motive for invest-
ment In productive ventures from the stifling effect of present confiscatory tax
rates.

Furthermore, there should le no question that tile increase In the normal tax
suggested would produce sufficient revenue to warrant Congress In greatly
modifying, if not entirely eliminating, thme present indirect taxes, which It Is
claimed fall most heavily, dollar for dollar, on the low-income class of our
population.

It Is of great Interest to know that in England Mr. Gladstone in 1870 fought
strenuously in the House of CommOns against a proposed reduction In income
tax through the medium of an Increase in personal exemptims. (le con-
demned an increase in the exemption from £100 to £150). The' gist of his
argument was not that lie disapproved of the income tax but that to reduce or
eliminate the tax on low incomes was the first step toward the introduction of
communism. With conditions as they are today in the United states it seems
unnecessary to point out what a true prophet Gladstone was 02 years ago.

FBRUARY 23, 1938, DONALI ARTrnuR.

NATIONAL LAWYERS GUILD,
n Washington, D 0., Alarch 14, 1988.Boln. PAT HARRISON,

Chairman, Senate Committee on Finance,
Senate Office Building, Washington, D. (.

DFAR SENATOR HARRIsON: Enclosed herewith you will find a copy of a resolu-
tion supporting the principle of the undistributed-profits tax passed at the
recent convention of the National Lawyers Guild. This resolution Is called
to your attention as evidence of support of the principle of the undistributed-
profits tax.

The National Lawyers Guild stands behind this tax and urges its retention
In the present tax bill.

Sincerely yburs,
MomRTMi RnIrMER, National Secretary.

54885--38----41
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RESOLUTION ON THE UNDISTEIBUTED-PROlTS TAX

Whereas the undistributed-profits tax was enacted to prevent the avoidance
of individual taxes by stockholders, to reduce the control of corporate managers
over large corporate surpluses and to accomplish other commendable ends; and

Whereas the House Ways and Means Committee has recommended a drastic
reduction in the rates of the tax upon undistributed profits, which is tantamount
to an abandonment of the entire tax; and

Whereas we believe that there has been no demonstration in theory or in
practice that the tax should be abandoned;

Now, therefore, be it resolved that:
1. We favor the continuation of the undistributed-profits tax at rates no

lower than the existing rates and disapprove the reduction in rates recommended
by the Ways and Means Committee.

2. We believe, however, that corporations whose net Income is less thazi
$25,000 should be exempt from the tax and that certain minor amendments
should be made so as to eliminate inequities in the present law.

CoMMITTEE ON TAXATION, NATIONAL LAWYMrIS GUILD

REPORT ON UNDISTIJBUTrED-PPOFITS SURTAX

The principal purpose of the undistributed-profits surtax was to prevent the
avoidance of individual taxes by the shareholders of corporations. Other im-
portant incidental purposes were to place the shareholder on the same tax
basis as the individual proprietor or partners, who pay taxes on the earnings
of their businesses Irrespective of distributions; to reduce the frequency and
severity of" economic depressions; and to lessen the control by corporate man-
agers over corporate surpluss. To accomplish these purposes a graduated
surtax was placed upon undistributed net Income, Increasing in rate as the
proportion of retained earnings Increased.

Although there has been an avalanche of Vriticism of the tax, there has thus
far been an insufflcient factual basis upon which to determine whether the
tax accomplishes its purposes., whether it unfairly discriminates against any'
group or groups and how it actually works. We do know that in 1930 there
was a sharp increase in dividend payments. The Ways and Means Subcom-
mnittee has reported that in 1936 corporations distributed 81.2 percent of their
adjusted net income: the studies referred to below show a distribution of smaller
percentages of income in years before the surtax was effective. How far the
tax was responsible for dividends paid no one can tell but It seems reasonably
clear that the tax was a definite factor it forcing dividends distributions. The
adjusted undistributed net Income of corporations (other than banks, insurance
companies, and corporations in bankruptcy or receivership) is taxed at the
following rates:

First 10 percent at 7 percent.
Next 10 percent -at 12 percent.
,Next 20 percent at 17 percent.
Next 20 percent at 22 percent.
Next 40 percent at 27 percent.

The criticism of the tax most frequently made and the one which has received
the most widespread support Is that the tax will deplete corporate reserves sb
as to prevent expansion and to eliminate the corporate cushion for rainy days,
thus preventing corporations from maintaining dividends, wages, and employ-
meat.

Fundamental to a consideration of this criticism and of the taxztselt li one's
attitude toward dqrporate saving. There are advocates of the position that
Industrial managers direct savings In more desirable channels than do stock-
holders, and the studies made by the Securities and Exchange Commission indi-
cate that securing money through borrowings or additional stock flotations is
expensive. Moreover, it is pointed out that corporate savings are in the nature
of dividend Insurance, enabling the corporation to pay regular dividends. It
strengthens the corporation's credit and enables it to weather bad times. State
laws and contracts restrict dividend payments. Nevertheless, there are serious
dangers attendant upon excessive corporate saving. It encourages overoptimistic

I
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and uneconomic expanslo.., the purchase of unnecessary plant and equipment.
Enormous economic power is vested in the hands of corporate managers to
control related businesses and the temptation to pay unwarranted salaries and
bonuses to themselves is great; and, in general, to play fast and loose with other
people's money. Small stockholders who need dividends are frozen out by large
stockholders who prefer to save tax by retaining profits In the corporation.
Instead of dividend insurance, corporate surpluses frequently produce dissipa.
tion of assets by corporate managers through speculation or otherwise. More-
over, increased dividends to stockholders would be likely to product increased
purchases of consumers' goods. Some economists believe that the lost impor.
taut contribution to business stability and healthy expansion of industry which
can be achieved Is tile increase In purchasing power of consumers.

The "corporate cushion" which is Important in "rainy days" is a cash reserve&
There is no close connection between a surplus shown on a balance sheet and
cash. From 1931-33 all corporations taken together lost 6 billion dollars.
Yet at the end( of that period they had more cash than at the beginning. At
the end of 1031 United States Steel Corporation, for example, had accumulated
undlistributedl net income of about $1,200,000,000. Yet In April 1032 it passed its
common-stock dividend m(d In January 1933 reduced tile dividend on its pre-
ferred stock from $7 to $2.

Tile effect of the tax is not to eliminate corporate surpluses but to reduce
toem. The following table shows rates of tax based upon the corporation's
adjusted net distributable income (not merely to its adjusted undistributed
net income) :

Average percentage A verage pnrcenf a
of distributable of dietributble
profits paid as profits paid as

surtax strtax
Distributable profits retained: Distributable profits retained-

5 percent -------------- 0. 35 Continued:
10 percent ----------------. 70 60 percent --------------. 0.70
15 percent -------------- 1.30 WI5 percent -------------- 11.05
20 percent -------------- 1. 90 70 percent -------------- 12. 40
25 percent -------------- 2. 75 75 percent -------------- 13. 76

-0 l l(r eni-------------- 3.60 80 percent -------------- 10
35 percent -------------- 4.45 &1 percent -------------- 16. 45
40 percent -------------- 5.30 90 percent --------------- 17.80
45 percent -------------- 0.40 95 percent -------------- 19. 18
50 percent -------------- 7. 50 100 percent -------------- 20. 50
55 percent -------------- 8.60

What has been the dividend practice of corporations? Varlus studies have
been made of the dividend practices of corlporations. The Means studies indl.,
cate that for the years 1022 to 1927 the 108 largest nonflnanelal corporations,
paid ont dividends of 61.5 percent of profits as compared with 70.0 percent for
nil reporting nonflninclal corporations. Another study of distributions for the
period 1922 to 1929 shows a general average distribution for 135 of the largest
industrial corporations of 56.5 percent. A Treasury study for the year 1924
showed a distribution of 58 percent for 50,000 corporations. In other words,
during a fairly prosperous pe.rlod the distribution for corporations averaged
from 57 to 70.0 percent. Another study shows a payment of 29.3 millions from
19242 to 1929 and retention of 12.0 millions, or retention of 69.6 percent. Thus in
prosperous years the total dividends paid averaged from 57 to 70 percent, with
the actual amounts pild out showing total for 1922 to 1920 of 09.20 percent
during the period. This same result is shown by the report of Standard Sta-
tistics. Co. tiat during 1B26-3O accumulated surplus repremented 30 percent of.
the stockholders' equity.

Turning to the depression years, the Crunt studies show that large corpora-
tions paid greater dividends than small corporations. In 1031 the range is
from 41 percent of net Income for small corporations to 95 percent for the
largest corporations and in 1932 from 54 to 98 percent, in '193 from 2D to 91 pe-r-
cent. In 1936, 8 percent of the large corporations studied by Dun A Bradstreet
paid out little or nothing from their earnings against 7 percent for the 1920-2F;
period. In 1P20 to 1M, 49 percent of the small companies retained all or almost
all of their Income. This figure was reduced to 2" percent in 1036; In the
medum.szed group the figures for these periods were 23 and 18 percent, respe-
tively. For 1030, the percentages of corporations pi ang out 90 percent or morm
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of their earning were, respectively, 32, 31, and 27 percent in the large-, medium-,
and small-size groups as against 0, 12, and 12 percent for the period 1920-28.

If from these studies we take, conservatively, 60 percent as the average divi-
dend paid out by corporations, the average increased tax by reason of a con-
tinuation of the present dividends policy would be 5.3 percent of distributable
net income. Asst.ming that corporations decreased their retained earnings by
one-half and distributed an average of 80 percent of their earnings as a result
of the statute, the undistributed-profits surtax would average 1.00 percent of
net income. As indicated above, the report of the Ways and Means subcoln-
mittee discloses that the corporations tiling returns distributed in 1930 81.2
percent of their adjusted net income. The committee disclosed that the undis-
tributed surtax profits rates paid by corporations for 1936, In terms of per-
centages of net income, wore as follows:

Rote
'Under $5,000 ----- -------------------------------------- $3. 85
*5,000 to $10,000 ----------------------------------------------- 2. 85
$10,000 to $15,000 --------------------------------------- 2. 81
$15,009 to $20,000 ------------------------------------------------ 2.71
$20,000 to $25,000 ----------------------------------------- 2. 04
$25,000 to $50,000 ------------------------------------------------ 2.80
$50,000 to $100,000 ----------------------------------- 2.886
$100,000 to $250,000 ------------------------------------------------ 2.78
$250,000 to $500,000 ---------------------------------------------- 2. 41
$500.000 to $1,000,000 ------------------------------------- 2. 12
$1,000,000 to $5,000,000 -------------------------------------------- 1. 62
$5,000,000 and over --------------------------------------------- . 8:3

Aggregate --------------------------------------------- 1.81
In our opinion, such a tax Is likely to act as a stimulus to Increased divi-

ilends, but on its face it does not appear to ie large enough to cause a depletion
of surplus, but only a diminution, since a substantial reserve can apparently
be retained with a fairly small tax.

There are two other factors to be considered:
(a) We have been discussing general averages of dividend policies. Undoubt-

edly, there Is a considerable variation among corporations, some of which have
been accustomed to paying for less than 60 percent of their earnings In divi.
dends. Nevertheless, If industry as a whole can manage with a 30-perCent or. 20-percent reserve, the policy of some corporations of retaining a larger part
of their surplus should not be used as an argument for attacking the tax on
the ground that it improperly depletes corporate reserves.

(b) We have discussed averages for various periods of years. What pro-
vision have we made for the lean year or for cyclical industries? The tax
would 'tend to cause distribution of reserves or the payment of large taxes In
good years and it makes no allowance for bad years. We believe that there
should be a loss carry-over provision so as to allow the taxpayer to take advan-
tage of losses for a previous year. Such a proposal, which was made by the
Vouse Ways and Means Subcommittee, will lend itself to stabilization of cor-
porate funds and will set up a corporate cushion for bad years.

The record shows that the tax may work especial hardship upon small cor-
porations. The difficulties. and large costs to such corporations of borrowing

money and the lack of existing reserves would make the tax a particularly
heavy burden. Moreover, the undistributed-profits surtax is aimed at persons

of wealth who are in the higher surtax rates, whose stockholdings are likely to
be primarily in corporations of substantial size. The Treasury has reported
that 90 percent of the corporation returns filed for 1936 were filed by corpora-
tions whose net income was $25,000 or less; that this 90 percent paid about
10 percent of tht,,orporate Income tax; and that the 10 percent of the corpo-
rations with incomes above $25,000 paid 90 percent of the corporate tax. We
'belleve, therefore, that the recommendation of the House Ways and Means
Anbcommittee that corporations whose net income Is les than, $25,000 should
Yie exempt from the tax Is sound.
* We believe that certain other amendments are necessary to avoid inenultles

4n the statute, which would In no way Impair the carrying out of the major
'urposes of the tax:

(1) Dividends declared within a reasonable period after the elqoe of the
.thxable ybfi11,'berhaps within 8 months, should be allowable as a dividends-
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paid credit. Many corporations are unable to determine what their income
will be until their books have been closed and statements are prepared. A
reasonable period after the close of the taxable year is therefore necessary
within which to declare and pay dividends.

(2) It many cases the Bureau and the taxpayer will differ'as to the tax.
payer's net income and the controversy will not be settled for several years.
These disagreements are often on difficult points and we believe the taxpayer
should be given all opportunity, In the event that such a controversy is settled
iln favor of the Government increasing the net Income, to obtain a dividends-
paid credit by distributing dividends within a reasonable time after the income
is so Increased.

(3) There Is undoubtedly a hardship upon corporations which prior to the
enactment of the tax Incurred heavy obligations and agreed to declare no
dividends until the obligations are provided for; similarly corporations with
impaired capital and which cannot declare dividends under State law are in a
far from happy position. While there Is a measure of discrimination involved
in treating such corporations more favorably than corporations which have not
incurred heavy obligations, we believe that practical considerations call for
some relief, which will better enable debt-ridden corporations, and corporations
with impaired capital, to pay debts and restore deficits without the heavy
penalty of the undistributed-profits surtax.

(4) Under the law as it now stands a corporation may be subject to the tax
where It has ordinary net income which is more than wiped out by capital
losses, the capital losses not being applicable against the ordinary Income.
We believe this aspect of the statute Is inequitable and unrealistic and that
capital losses should be allowed as an offset to ordinary Income for tile pur-
poses of the undistributed profits surtax even though they are not so allowed
for purposes of the normal tax.

(5) As we have previously stated, we believe the statute should Include
some provision for a loss carry-over.

With these amendments we believe that, insofar as can be determined with-
out more experience with the statute, there Is reasonable ground for believing
that the statute may help eliminate tax avoidance through failure to declare
di'idends and may act as a brake upon unwise expansion and as an Instrument
for preventing uneconomic accumulation of corporate surpluses, and at the same
time leave corporations with sufficient reserves and cushions for sound ex-
pansion and rainy days. The tax may aid the stability of business cycles.
To the extent that the tax places individuals, entrepreneurs, and partners in a
favored position, such a result may le Justified on the ground that the privi-
lege of doing business in the corporate form is a valuable one for which a
charge may be made. Absence of personal liability and other advantages of
Incorporation are highly important; otherwise more than 500,000 corporations
would not be existent in the United States.

From the foregoing we conclude that the critics of the tax have not made out
a case warranting the discarding of the tax without giving it a chance to prove
itself. The experience with the tax has been too brief to measure it by any
standard other than general principles. We believe that there Is enough merit
in the tax to warrant' its being tested by experience to measure its efficiency
in practice.

We disagree with the proposal of the Ways and Means Committee adopted
by the House of Representatives that the surtax rates should be so materially
reduced. The subcommittee proposed that corporations earning more than
$25.000 (with special provisions for corporations in the "notch" between $25.00
and $37,000) should pay a tax of 20 percent instead of the present normal tax
rate upon such incomes of 13-I5 percent, and that corporations should be given
a reduction at the rate of 0.4 percent for each 10 percent of adjusted net Income
distributed. This means it effect that the normal tax rate Is 10 percent instead
of 13-15 percent and the surtax on undistributed profits is graduated to a
maximum of 4 percent of adjusted net income. This is a sharp reduction from
the present rates which impose a maximum tax of 20.50 percent.

Since the subcommittee reached the conclusion "that the principle of thl un-
distributed-profits tax, is sound and should be retained," we believe that it is a
serious error to reduce the rates to a point where the purposes of the tax are
not likely to be accomplished. Under the rates as they now stand, a corporation
retaining 80 percent of Its dividends pays a tax of 15.10 percent of its adjusted
net income: such a corporation would pay n tax of only 3 percent of such In-
come. Since the maximum tax on a corporation retaining all of its profits iq
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4 percent, which Is the normal tax rate, the proposed rates mean that the fail-
ure to declare dividends cannot subject the corporation to a larger tax than its
stockholders would. be obliged to pay. It would thus frequently be to the ad-
vantage of large stockholders who pay substantial surtaxes, to bring pressure
on the corporation not to pay dividends, the result which the statute was enacted
to remedy. We believe that there Is no proper basis inI experience for this
sharp reduction In the rates, amounting almost to an abandonment of the basic
purpose of the tax.

We believe that with the amendments suggested above the present tax should
be retained and that the other changes proposed by the Ways and Means Com-
mittee and those contained in the House bill should be rejected.

Dated, March19, 1938.
Respectfully submitted.

COMMIT'IEE ON TAXATION OF THv NATIONAL LAWYERS GUILD.

MARCH 10, 1938.
Recommendations for increase in internal revenue.
Hon. PAT HARRISON,

Finance Committee, United States Senate, Washington, D. 6.
Dmtn CO.NORESSMA : Under the Revenue Act of 192, section 402, tie following

schedule of internal-revenue taxes on cigarette paper in packages or books Is
provided:

(a) Containing not more than 25 papers each, not taxable.
(b) Containing more than 25 but not more than 50, $0.005 per package.
(c) Containing more than 50 but not more than 100, $0.01 per package.
(d) Containing more thair 100, $0.005 for each 50 papers or fraction thereof.
The original intent of permitting manufacture or importation of packages of

cigarette paper containing not more than 25 papers free of such tax was to
make possible the distribution of free sample packages of paper to stimulate
the sale of the larger packages subject to tax.

However, in reviewing the sales of cigarette-paper booklets, there was found
to be a rapid increase in the distribution of nontaxable papers for the 6 years,
1931 through 1930, and a rapid falling off in the distribution of taxable papers
during the same period. The figures as supplied by the Department of Com-
merce show sales of nontaxable booklets in 1931 to have been 211,492,481,
whereas for the year 1936 there was an increase of 101/ times this amount or

2,861,552,000.Investment of capital in an American factory and employment of American
labor.-For your information we wish to say that we have a plant at New Lon-
don, Conn., where money is invested in land, buildings, and modern equipment
and where we are employing citizens of the local community. There are manu-
factured at this plant booklets of the type which are subject to tax. However,
this business Is greatly Impaired and the labor depending upon its continuance
Immediately affected by the rapid increase in tihe distribution of nontaxable
booklets with the consequent lower sales of taxable booklets.Tai on all booklets.--To our minds, if the principle of applying an internal-
revenue tax on the clgarette-paper booklets is correct, such tax should apply
to all booklets and subdivision (a) tinder section 402 should be entirely elhin-
inated thereby, providing a minimum tax of $0.005 per package of 50 leaves or
less. Or, should some consideration wish to begiven to a lower tax for sample
booklets, then at least section (a) should provide for a tax of $0.0025 per
package of less than 25 papers. Either the tax should apply to all cigarette
papers or it should be rescinded entirely.
I Increase in. Government revcnue.-It is our belief, of course, that even the
Imposition of a minimum tax of $0.0025 per package for booklets of 25 leaves
Would discourage the promiscuous distribution of nontaxable papers and that
the sale of taxable papers. would be greatly increased. On this basis, and
taking the figures for 1935 and 1936, the Government would have had an addi.
tion revenue of more than $15,000,000 had there been a tax on all booklets.
I Summary.-Therefore, we summarize our plea for relief for the following

reasons:
1. An American manufacturer whose business and employees' welfare are ad-

Versely affected by the unintended operation of the present tax.
2. That the Federal Government loses revenue which, for the 2 years of 1935

And 1936, amounted to more than $15,000,000.
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Suggested chafges.-It is recommended that under section 402 of the internal-

revenue law, either of the following changes be made: (1) Elimination of sub-
division (a) and modification of subdivision (b) to read "Containing not more
than 50 papers each, $0,006 per package"; or (2) modification of subdivision
(a) to read "Containing not more than 25 papers each, $0.0025 per package."

Respectfully subalitted.
BRAUNSTLIN FaREO, INC.,
C. CAMPBELL, President.

Tax on booklet having le88 than 25 leaves

Estimated maximum sales of small booklets of less than 25 leaves
(100,000,000, at $0.0025) ---------------------------------- 250,000

Additional sale of taxable booklets (80 percent of nontaxable sales
in 1937, 2,200,239,000, equivalent to 541,847,000 booklets of 100
leaves, at $0.01) ----------------------------------------------- 5,418,470

Additional sale of ready-made cigarettes (20 percent of nontaxable
books sold in 1937 equals 552,309,000) ; if sold as cigarettes of 20
to the pack, would equal 27,015,450 packs, at $0.06) -------------- 1, 656, 927

Total ----------------------------------------------------- 7,325,397

Sales of packages of cigarette-paper books

[From figures supplied by the Department of Commerce)

Tax-free Taxable

Year Total
Imported Domestic Imported Domestic

1931 ................... 112,402,049 99,030,432 122,697,6 7 1,695,637 335, 85, 605
1932 .................. 242,599,233 1,018,676,818 119,645,072 8, 007,826 1,388,928,949
1933 ................. 457,074,483 1,458,496,429 57,894,783 9,819,889 1, 983,285, 84
1934 ................. 539,625 66 1,930,133,447 69,141,230 9,729,959 2,538,630,302
1935 .................. 4- , 000 , M,9 26, 000 59,448,000 11,693,000 2,7&%,519,000
193- ................. -1,333,000 2,80, 219,000 21,622,000 69,707,000 2,952,971, 00

STATEMENT SunMIrrrm By KENNFJFrn N. PARKINSON, VASYINOTON, D. C.,
CONCEaNING INCOME FROM BONDS OF JOINT-STOCK LAND BANKS

In response to the invitation of time committee to give any suggestions with
respect to possible new sources of taxation, I desire to call attention to an Item
which is not now, but should be taxed, i. e., the Income from joint-stock land
batik bonds.

The bill as it comes from time House, on page 17, at line 20, alms to tax here-
ifter the income of Joint-stock land banks which has not up to the present been
taxed. (See Recommendation No. 9, p. 67, report of House subcommittee.) The
House amendment, however, does not tax the income derived from the bonds
Issued by these banks, and it is with that subject that I propose to deal.

The Federal Farm Loan Act of July 17, 1910 (39 Stat. 380), by section 26
exempted two classes of income front taxation:

1. It exempted the income made by any Federal land bank, including joint-
stock land banks, on the capital and reserve or surplus of said banks. It has
seemed for some time that since the Joint-stock land banks are privately owned
institutions this exemption "was probably unwarranted, and the House has
attempted to remedy this situation by providing, although the language is not
i*ery-clear, that these banks shall hereafter be subject to taxation.
2., The same statute provided that the bonds issued by Federal land banks,

Including joint-stock land banks, "shall be * * Instrumentalities of the
Government of the United States, and as such they and the Income derived
therefrom shall be exempt front Federal, State, municipal, and local taxation."
This provision is left unchanged by the House bill. It is submitted that all
income derived from any of these bonds issued hereafter (except interest)
should be subject to taxation the same as all income (except interest) derived
from Liberty Loan and oth r governmental bonds.

Attached hereto as exhibit A is a compilation o'f various governmental stat-
utes under which Government or quasi-Government bonds are issued. It will be
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noted thatln all Of them save three, the only thing exempted from taxation is
the "Interest derived frornthe bonds.". In the other three (bonds issued under
the Federal Form Lonal 'Act of July 17, 1916, the Federal. Intermediate Bank
Act of March 4, 1923, and th6 Federal Farm Mortgage Corporation Act of July
31, 1934) there is an exemption as to all "income derived from the :bonds."
It would seem that under these latter statutes not only interest Is exempt but
also the difference between the purchase and sale price of such bonds. This is
illustrated by the ruling of the general counsel of the Bureau of Internal
Revenue of April 3, 1933, with respect to the Des Moines Joint-Stock Land Bank.
In that case the bank went out Into the market and purchased back a lot of
its own bonds at considerably less than par and retired them at par. Tile
general counsel thought the difference constituted "income" and was expressly

erempt from taxation under the Federal Farm Loan Act. A copy of the general
counsel's opinion is attached hereto as exhibit B. '

It is submitted that the present revenue act should amend the three statutes
which grant a total exemption from all Income derived from bonds Issued
thereunder so as to provide that on bonds Issued hereafter only interest derived
therefrom shall be exempt. This will mean that the three statutes herein
enumerated will have no greater exemption than Government bonds. The sug-
gested result can be accomplished by the insertion of the following amendment
on page 22 at the end of line 7:

"All income, except interest, derived from mortgages or farm-loan bonds,
issued hereafter pursuant to the provisions of the Federal Farm Loa Act of
July 17. 1916 (39 Stat. 380), as amended, the Federal Intermediate Bank Act
of March 4, 1923 (42 Stat. 1459), as amended, and the Federal Farm Mort-
gage Corporation Act of January 31, 1934 (48 Stat. 344), as amended, shall
be included in gross income: and all acts pertaining to said mortgages and bonds
are hereby amended accordingly."

Respectfully submitted.
K. N. PAwjxIsoN.

MAnOn 22, 1038.
EXHnIT A

STATUTES IN WHICH ONLY "INTEREST" Is EXEMPT FROM TAXATION

First Liberty Loan Act of April 24, 1917 (ch. 4. 40 Stat. 35, 35 Code Title 31
746, 755, 759, 764, 768, 774, 804)

The principal and Interest hereof shall be payable in United States gold coin
of the present standard value and shall be exempt, both as to principal and
interest, from. all taxation except estate or Inheritance taxes, imposed by
authority of the United States, or its possessions or by any State or local taxing
authority; but such bonds shall not bear the circulation privilege.

Second Liberty Loan Act of September 24, 1917 (cli. 36, 40 Stat. 291, 288 Code.
Title 31, 747, 752-754, 757, 758, 760. 764-766, 769, 771, 778, 774, 801, Sept. 24,
1918, ch. 176, 40 Stat. 965, Code Title 31, 757, 774)
SEC. 7. That none of the bonds authorized by section one nor of the cer-

tificates authorized by section five or by section six, of this act, shall bear the
circulation privilege. All such bonds and certificates shall be exempt, both as
to principal and interest from all taxation now or hereafter imposed by the
United States, any State, or any of the possessions of the United States, or by
any local taxing authority, except (a) estate or inheritance taxes, and (b)
graduated additional income taxes commonly known as surtaxes and excess
profits and war-profits taxes, now or hereafter imposed by the United States
upon the Income or profits of individuals, partnerships, associations, or corpora-
tions. The interest on an amount of such bonds and certificates the principaT
of which does not qxcced in the aggregate of $5,000, owned by any individual.
partnership, associaon, or corporation, shall be exempt from the taxes provide
for in subdivision (b) of this section.

Third Liberty Loan Act of Anril 4. 1918 (ch, 44. 40 Stat. 502, code title 31, 752,
754, 705, 766, 771, 774)

N. B.-These bonds were Issued under satutory enactment hy way of amend-
ment of the Second Liberty Loan Act. Hence, the exemptions are identical
WIth' the latter.
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Fourth Liberty Loan Act of July 9, 1918' (ch. 142, see. 3, 40 Stat. 844, code

title 81, 750, 752, 772, 774)

N. B.-Tiese bonds were issued under statutory enactment by way of amend-
ment of the Second Liberty Loan Act. Hence, the exemptions are identical
with the latter except the following:

Sac, 3. That notwithstanding the provisions of the Second Liberty Bond Act
as amended by the Third Liberty Bond Act, or of the War Finance Corporation
Act, bonds and certificates of Indebtedness of the United States payable in any
foreign money or foreign moneys, and bonds of the War Finance Corporation
payable In any foreign money or foreign moneys exclusively or in the alterna-
tive, shall, if and to the extent expressed in such bonds at the time of their
issue, with the approval of the Secretary of the Treasury, while beneficially
owned by a nonresident alien Individual, or by a foreign corporation, partner-
ship, or association not engaged it business in the United States, be exempt
both as to principal and interest from any and all taxation now or hereafter
Imposed by the United States, any State or any of the possessions of the United
States, or by any local taxing authority.

Victory Liberty Loan Act of March 3, 1910 (chi. 100, sec. 18 (h), 40 Stat. 1309,
code title 31, 749, 750, 753, 754, 703, 767, 774, 802, 803)

Sav. 18. (b) The notes herein authorized may be issued In any one or more
of the following series as the Secretary of the Treasury may prescribe in con-
nection with the Issue thereof: (1) Exompt, both as to principal and inter-
est, from all taxation (except estate or inheritance taxes) now or hereafter
imposed by the United States, any State or any of the possessions of the United
States or by aiy local taxing authority; (2) exempt both as to principal and
interest from all taxation now or hereafter imposed by the United States, any
State, or any of the (a) estate or inheritance taxes, and (b) graduated addl-
tional income taxes commonly known as surtaxes and excess-profits and war-
profits taxes, now or hereafter Imposed by the United States, upon the Income
or profits of individuals, partnerships, associations, or corporations; (3) exempt,
both as to principal and interest, as provided In paragraph (2) ; and with an
additional exemption from the taxes referred to in clause (b) of such para-
graph, of the interest on an amount of such notes the principal of which does
not exceed $20,000, owned by any Individual, partnership, association, or corpo-
ration; (4) exempt, both as to principal and interest, from all taxation now
or hereafter Imposed by the United States or by any local taxing authority,
except (a) estate or Inheritance taxes, and (b) all Income, excess-profits, and
war-profits taxes now or hereafter imposed by the United States upon the in-
come or profits of individuals, partnerships, associations, or corporations.

* * * * * * *

SEe. 2 (a) That until the expiration of five years after the date of the
termination of the war before the United States and the German Government,
as fixed by proclamation of the President in addition to the exemptions pro-
vided in section 7 of the Second Liberty Loan Act In respect to the Interest on
an amount of bonds and certificates authorized by such act and amendments
thereto the principal of which does not exceed In the aggregate $5,000, and In
addition to all other exemptions provided in the Second Liberty Bond Act or
the Supplement to Second Liberty Bond Act the interest received on and after
January 1, 1919, on an amount of bonds of the First Liberty Loan converted
dated November 15, 1917, May 9, 1918, or October 24, 1918, the Second Liberty
Loan converted and unconverted, the Third Liberty Loan and the Fourth
Liberty Loan the principal of which does not exceed $30,000 In the aggregate
owned by an individual, partnership, association, or corporation, shall be exempt
from graduated additional Inebme taxeA cominonly known as surtaxes, and
excess-profits and war-profits taxes now or hereafter Imposed by the United
States upon the Income or profits of individuals, partnerships, associations, or
corporations.

(b) In addition to the exemption provided in subdivision (a) and in addi-
tion to the other exemptions therein referred to the Interest received on and
after January 1, 1919, on an amount of the bonds therein specified the prin-
cipal of which does not exceed $20,000 In the aggregate, owned by any Indi-
vidual, partnership, association or corporation, shall be exempt from the taxes
therein specified, provided that no owner of such bonds shall be entitled to
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such exemption in respect to the Interest on an aggregate principal amount o
such bonds exceeding three times the principal amount of notes of the Victory
Liberty Loan originally subscribed for by such owner and still owned by him
at the date of his tax return.

War Finance Corporation Act of Axriil 5, 1918 (40 U. S. Stats 511, ch. 45
sees. 16 and 17)

Sxo. 16. That any and all bonds issued by the Corporation shall be exempt
both as to principal and interest from all taxation now or hereafter imposed by
the United States, any State, or any of the possessions of the United States, or
by any local taxing authority, except (a) estate or inheritance taxes, and (b)
graduated additional income taxes, commonly known as surtaxes, and excess-
profits and war-profits taxes, now or hereafter imposed by the United States
upon the income or profits of individuals, partnerships, corporations, or associa-
tions. The Interest on an amount of such bonds the principal of which does
not exceed in the aggregate $5,000 owned by any individual, partnership, cor-
poration, or association, shall be exempt from the taxes referred to In clause
(b). Tie Corporation including its franchise and the capital and reserve or
surplus thereof, and the income derived therefrom, shall be exempt from all
taxation now or hereafter imposed by the United States, any State, or any of
the possessions of the United States, or by any local taxing authority, except
that any real property of the Corporation shall be subject to State, county, or
municipal taxes to the same extent, according to its value or other real property
is taxed.

SC. 17. That the United States shall not be liable for any payment of any
bond or other obligation or the interest thereon issued or incurred by the Cor-
poration, nor shall it incur any liability in respect of any Act or omission of
the corporation.

Reconstruction Finance Corporation Act of January 22, 1932 (ch. 8, sec. 10, 47
Stat. 9)

Any and all notes, debentures, bonds, or other such obligations issued by the
Corporation shall be exempt both as to principal and interest from all taxation
(except surtaxes, estate, inheritance, and gift taxes) now or hereafter Imposed
by the United States, by any Territory, dependency, or possession thereof, or by
any State, county, municipality, or local taxing authority. The Corporation,
including its franchise, its capital, reserves, and surplus, and its income, shall be
exempt from all taxation now or hereafter Imposed by the United States, or by
any Territory, dependency, or possession thereof, or by any State, county,
municipality, or local taxing authority. except that any real property of the
Corporation shall be subject to State, Territorial, county, municipal, or local
taxation to the same extent according to its value its other real property is taxed.

Federal Home Loan Bank Act of July 22, 1932 (ci. 522, sec. 13, 47 Stat. 735)

Any and all notes, debentures, bonds, or other such obligations issued by any
bank shall be exempt both as to principal and interest from all taxation (except
surtaxes, estate, inheritance, and gift taxes now or hereafter imposed by the
United States, by any Territory, dependency, or possession thereof, or by any
State, county, municipality, or local taxing authority. The bank, including its
franchise, its capital reserves and surplus its advances, and its income, shall be
exempt from all taxation now or hereafter imposed by the United States, by
any Territory, dependency, or possession thereof, or by any State, county, munici-
pality, or local taxing authority, except that any real property of the bank shall
be subject to State, Territorial, county, municipal, or local taxation to the same
extent, according to its value, as other real, property is taxed. The notes, de-
bentures, and bonds Issued by any bank, with unearned coupons attached, shall be
accepted at par by such hanik in payment of or as a credit against the obligation
of any home-owner debtor of such bank.

Home Owners' Loan Corporation Act of June 13, 1933 (see. 4 (c) of Home
Owners' Loan Act of 133, 48 Stat, 130)

* * * The bonds issued by the Corporation under this subsection shall be
exempt, both as to principal and interest, from all taxation (except surtaxes,
estate, inheritance, and gift taxes) now or hereafter imposed by the United
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States or any District, Territory, dependency, or possession thereof, or by any
State, county, municipality, or local taxing authority. The Corporation, In-
cluding its franchise, its capital, reserves, and surplus, and its loans and in-
come, shall likewise be exempt from such taxation; except that any real prop
erty of the Corporation shall be subject to taxation to the same extent, acj
cording to its value, as other real property is taxed.

STATUTES WUICHl EJCEMPT NOTI ONLY INTERESTT" BUT ALL" "INCOMie'

Federal Farm Loan Act of July 17, 1916 (ch. 245, see. 26, 39 Stat. 380)

Every Federal land bank and every national farm loan hissoclation, Including
the capital and reserve or surplus therein and the Income derived therefrom,
shall be exempt from Federal, State, municipal, and local taxation, except taxes
upon real estate held, purchased, or taken by said bank or association under
the provisions of section 701 and section,781 of this cliapter. First mortgages
executed to Federal land banks, or to Joint-stock land banks, and farm loan
bonds Issued under the provisions of this chapter, shall be deemed and held to
be instrumentalities of the Government of the United States, and as such they
and the income derived therefrom shall be exempt from Federal, State, munici-
pal, and local taxation.

Federal Intermediate Bank Act of March 4, 1023 (ch. 252, title I, sec. 2, 42
Stat. 1459)

Sc. 210. The privileges of tax exemption accorded under section 26 of thid
Act shall apply also to each Federal Intermediate 'credit bank, including its
capital, reserve, or surplus, and the Income derived therefrom, and the deben-
tures issued tinder this title shall he deemed and held to be Instrunmentalities
of the Government and shall enjoy the same tax exemptions as are accorded I
farm loan bonds in said section.

Federal Farm Mortgage Corporation Act of January 31, 1934, as amended
February 26, 1934 (ch. 7, sec. 12, 48 Stat.; ch. 33, 48 Stat. 800)

(a) The. Corporation, Including Its franchise, Its capital, reserves, and surplus,
and its Income shall be exempt from all taxation now or 'hereafter Imposed by
the United States, by any Territory, dependency, or possession thereof, or by
any State, county, municipality, or local taxing authority; except that any real
property of the Corporation shall be subject to State, Territorial, county, munlcl.
pal, or local taxation to the same extent according to Its value as other real
property Is taxed.

(b) Mortgages executed to the Land Bank Commissioner and mortgages held
by the Corporation, and the credit Instruments secured thereby, and bonds Is-
sued by the Corporation under the provisions of this subchapter, shall be deemed
and held to be instrumentalities of the Government of the United States, and
as such they and the Income derived therefrom shall be exempt from Federal,
State, municipal, and local taxation (except surtaxes, estate, Inheritance, and
gift taxes).

EXHIBIT B

OPINION OF GENERAL COUNSEL'S OFFICE RESPECTINO TAXABILITY OF DISCOUNT 01i
BONDS OF DES MOINES JOINT STOCK LAND BANK

APRIL 3, 1933.
In re Des Moines Joint Stock Land Bank, Des Moines, Iowa. F 3

DEPuTy COMMISSIONER WILMER: Reference Is made to time memorandum
(IT: AR: D-4: JWH) dated July 19, 19.32, addressed to the representative of this
office attached to the Income-tax unit by the head of the Audit Review Division,
in which an opinion Is requested as to the taxability in general of all profits
on the capital and surplus of joint-stock land banks.

At a hearing before this office and In brief filed on October 3, 1932, four
specific Issues were raised, as follows:

4. Taxability of discount on taxpayer's own bonds purchased during the
taxable year.

* * * * * * *
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ISSUE 4

Relative to the fourth issue it appears from the facts that the taxpayer,
during 1929, purchased on the open market a total of $1,144,000 par value of its
own bonds. Of this amount the taxpayer canceled and retired all but $230,000
par value of these bonds. The $230,000 par value not retired were pledged as
collateral with the First National Bank of Chicago to secure notes owing to that
bank in the sum of $84,425. For the bonds not canceled, the taxpayer paid
$139,235, a discount of $90,765.

The taxpayer contends (1) that (ill discount on Federal farm loan bonds
purchased by it is tax exempt; and (2) assuming that the discount realized on
the purchase of the bonds retired is taxable, the sum of $90,705 was not income
realized by actual retirement of bonds during that year.
' Relative to the taxpayer's first contention, reference Is made to section 20
of the Federal Farm Loan Act, quoted In part under the discussion of Issue
2. It will be noted that the act provides that farm-loan bonds and tile in-
come derived therefrom shall be exempt from Federal, State, municipal, and
local taxation. Section 26 is cited and stated In article 85 of regulations 74,
which provides that the Interest from farmn-loan bonds Is not subject to the
income tax.

Section 22 (b) (4) (B) of the Revenue Act of 1928 provides that Interest upon
ecuritles issued under the provisions of the Federal Farm Loan Act, or under

the provisions of said act as amended, shall be exempt from taxation.
Article 68 of regulations 74 provides that If a corporation purchases and

retires any of its own bonds at a price less than the Issuing price or face value,
the excess of the issuing price or face value over the purchase price Is gain or
Income for the taxable year. This establishes the fact that the gain from the
purchase of the taxpayer's bonds constitutes income. (See also Kirby Iuniber
Co. v. United State8 (284 U. S. 1).)

The United States Supreme Court, In holding unconstitutional a Massachiu-
setts statute taxing corporations in proportion to their income, including income
from farm-loan bonds, said: "Federal farm-loan bonds Issued under authority
of chapter 245 Thirty-ninth Statutes at Large, 300 (July 17, 1916), United States
Code, title 12, No. 041, and by No. 26, page 380, title 12, No. 931, are declared
to be Instrumentalities of the United States and both as to principal and Income
exempt from all Statt taxation)" (Mc(allen Co. v. Massachusett8 (49 Sup. Ct.
Rep. 432) ).The original Federal Farm Loan Act was approved on July 17, 1910." The
Revenue Act of 1910 was approved on September 8, 1910, and contained, among
others, the following provisions relative to income exemption from tax:

Section 4: "Interest upon the obligations of a State or any political sub-
division thereof or upon the obligations of the United States or its possessions
or securities issued under the provisions of the Federal Farm Loan Act of July
17, 1010."

Section 11 (a) (14): "Joint stock land banks as to income derived from
bonds or debentures or other joint stock land banks or any Federal land bank
belonging to such joint stock land banks."

The above provision appears under the head of "Conditional and other exemp-
tions," relating to corporations, and was eliminated In the draft of the 1918 act.
The report of the Committee on Ways and Means, in the draft of the 1918 act,
states as follows:

"The bill makes no change in the corporations exempt from income tax."
Section 22 of the Revenue Act of 1928 includes in the term "gross income"

the gains and profits derived from "sales, or dealings in property, whether real
9r personal."

In re Federal Land Batk of New Orleans v. Crosdlalnd (43 Supp. Ct. Rep. 385)
a writ of mandamus was requested, to require the recording of a mortgage upon
the payment of thQ recording fee, without the payment of an additional sum
of 15 cents for eaclr$100 of the principal sum secured. In that case the Supreme
Vourt held this to be a tax upon the mortgage and forbidden by the law of
the United States.

The Federal Farm Loan Act, as amended, contains both the words "income"
and "Interest." Paragraph 22 of that act specifically provides that amortization
And other'payumients on the principal of first mortgages shall, in the case of a
joint-stock land bank, be applied or employed to pay off farm bonds issued by such
bank as they mature and to purchase at or below par farm-loan bonds. It is
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apparent, therefore, that Congress recognized the fact that income might be
realized through the purchase at below par of farm-loatn bonds.

There is no statute which exempts all income derived from State and municipal
securities similar to the Federal Farm Loan Act exemption with reference to
Joint-stock and Federal land-bank bonds. The distinction Is brought out by the
Supreme Court In Wileuits v. Bunts (282 U. S. 215), which held that income de.
lived from dealing in State and municipal securities was not exempt from Federal
income tax, since the exemptions were limited to interest therefrom.

It Is important to note the distinction between the words used in granting the
exemption to various other tax-exempt bonds. The Federal Farm Loan Act pro.
rides that farm-loan bonds "and the income derived therefrom" shall be exempt
from all taxation. Other statutes authorizing the Issuance of tax-exempt bonds
provide that such bonds shall be exempt "as to principal and Interest." First
Liberty Loan Avt Second Liberty Loan Act, War Finance Corporation Act, Third
Liberty Loan Act, Fourth Liberty Loan Act, Victory Liberty Loan Act.

Section 26 of the Federal Farm Loan Act specifically exempts Federal land
banks and national farm-loan associations from Federal, State, municipal, and
local taxation, except taxes upon real estate held. The exemption specifically
applies to the capital and reserve or surplus and the "income derived therefrom."
The words "income derived therefrom" us there used have been Interpreted by
fle Bureau to mean any gains or profits derived from dealing in capital and
reserve or surplus. In the same paragraph of the same section farm-loan bonds
and the "Income derived therefrom" are exempted. It would be Inconsistent to
define the words "Income derived therefrom" found in the third line of section
26 to include profits or gains while at the same time defining the same words
found in the tenth line of the same section to include only Interest.

In the instant case, the bonds In question were issued by this taxpayer, and
purchased by It at a discount, both under specific authority of the Federal
Farm Loan Act. As a result of time purchase, the taxpayer derived income
within the meaning of the Revenue Act of 1928. Kirby Lumber Co. v. United
States, supra. Under such circumstances, it is the opinion of this office that
the Income so derived was derived from the bonds as contemplated by the
Federal Farm Loan Act. It is concluded, therefore, that the discount on 'the
taxpayers own bonds purchased during the taxable year, constitutes exempt
Income and Is, therefore, nontaxable. It becomes unnecessary to pass upon
the taxpayers' alternate contention relative to the question of bond discount. .

In conclusion, it Is the opinion of this office (1) that the interest paid on
taxpayer's bonds In 1929, in excess of the tax-exempt interest received on first
mortgages owned by tihe taxpayer, constitutes a proper deduction in computing
taxable net income; (2) that the exemption granted to the income from first
mortgages ceases when the mortgages are converted Into substituted form of
collateral; (3) that the appraisals made by the Federal Farm Loan Board after
the acquisition of property at foreclosure sale, in the absence of fluctuation in
value between date of acquisition and date of appraisal, form a proper basis
for the recognition of gain or loss; and (4) that discount on the taxpayer's own
nonds purchased during the taxable year constitutes exempt Income and is,
therefore, nontaxable.

The administrative file is herewith returned.
C. H. Ct^RAS-,

General Counsel, Bureau of Internal Revenue.

WILLIAM HUFF WAONER,
Washington, D. C., March 19, 1938.

lion. PAT HAR RISON,
Chairman, Committee on Finance,

United States Senate, Washington, D. C.
My DEAR SENATOR: On behalf of the American Rutlle Corporatlon, 120 lroad-

way, New York, N. Y., I am directed to suggest the following amendment ,to
H. R. 9682, entitled "An act to provide revenue, equalize taxation, and for other
purposes."

Amend section 114 (b) (4), page 115, line 11, by adding after the wo4
"depletion" and the period, a new sentence to read as follows:

"Any taxpayer who failed to 'elect the percentage depletion basis in completing
his taxable Income for prior years with respect to properties then held, nmaj'
make such election for the taxable year 1938."
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RIEABON FOR AMENDMENT

The percentage depletion provisions with respect to metal mines were first
written into the Revenue Act of 1932. They were rewritten into section 114

b) (4) of the Revenue Acts of 1934 and 1936. These provisions of the last
two acts are Identical and are continued in section 114 (b) (4) of H. R. 9682
As a part thereof are these three sentences:

"A taxpayer making his fir8t return under this title in respect of a property
shall state whether he elects to have the depletion allowance for such property
ftorthe taxable year for which the return is made computed with or without
regard to percentage depletion, and the depletion allowance in respect of such
property for such year shall be computed according to tile election thus made.
If the taxpayer fails to make such statement in the return, the depletion
allowance for such property for such year shall be computed without reference
to percentage depletion. The method, determined.as above, of computing the
depletion allowance shall be applied in the case of the property for all taxable
years in which it is in the hands of such taxpayer * * *." [Italics supplied.]

In administering the Revenue Acts of 1934 and 1936, the Treasury Depart-
ment holds a taxpayer makes his first return in respect to a property in the
first year he has any income to report from said property or deducts il his tax
return any expense thereon.

This interpretation of the act means that all taxpayers who failed to attach
a statement to their 1934 income-tax returns, electing the percentage-depletion
basis with respect to each property then owned, leased, or otherwise held,
whether operating, idle, or undeveloped are forever prohibited from making
such deduction with respect thereto.

For example, a taxpayer owned several separate properties in 1934, one or
more of wllich were idle and held for future development and operation. In
Its income-tax return for 1934, reporting on its operating properties, .11d tax-
payer deducted the local State and county taxes on these idle properties as an
expense as permitted under the law. Such return then constituted its first
return with respect to such idle properties. If said taxpayer failed to attach a
statement to its 1934 return, electing the percentage-depletion basis with respect
to such idle properties, it is then forever denied such depletion thereon.

A great number of taxpayers are adversely affected by such interpretation of
the act. In the case of idle or undeveloped properties it was the natural and
reasonable tling not to elect percentage depletion thereon until such a tiie as
there was income from such properties against which to charge such depletion.
Further, the interpretation placed by the Treasury Department on these pro-
visions of the act appears to be wholly without the intent of the act or the sub-
sequent governing regulations. This interpretation of tje act, which could well
bave been expressed in the regulations, was not given to taxpayers until too
late to make such election in their original return for the year 1934. Amended
returns making such election are not being accepted.

This grave injustice can be corrected by amending If. R. 9682 so as to give
these taxpayers the new election suggested. It is not intended that this election
is to be a continuing one. It is intended to be good only for the year 1938.
It is a simple manner of granting the great number of mining taxpayers who
failed to make such an election in 1934 an opportunity, to correct their situation
in the light of tile Treasury Department's subsequent interpretation of tie act,
thus putting such taxpayers on a fair competitive basis with other mine
operators.

Respectfully submitted.
AMERICAN RUTILE CORPORATION,

By WM. hUFF WAONER, Agent.

FOLLOWING 13 THE TEiT OF A STATEMENT SUBMITrED TO THE CHAIRMAN OF TIlE

SENATE) FINANCE COMMITI WAsHiINOThN, D. C., DY MoRRIs $. TREMAINEi
COMT'HrOLLMa OF TIIE STATr OF NEw YORK, MARCH 21, 1968

I respectfully appeal to the Congress to repeal or drastically modify the
,capital loss nnd gains tax and the undistributed-profits tax, which are nonpro-
ductive, punitive, and are definitely destroying enterprise and opportunity for
e-mployment. This statement is supported by experienced tax men and Treas-
ury offleiaUs, and more particularly by the record.-
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Laboringmen have recently been laid off by the hundreds of thousands, due

.to the severity of the extreme taxes that prevents their being engaged in new
enterprise and definitely retards existing business.

Labor is well aware of this and unquestionably will resent it at the next elec-
tion. Only a short tinie ago the American Federation of Labor, in convention
in Florida, declared for the repeal of the capital loss and gains tax.
. In recent speeches Hon. Mark Graves, president of the New York State Tax
Commission, publicly stated that, In his opinion, this tax did not produce aiiy
net revenue over a business cycle. Commissioner Graves, as the Senate Finance
Committee well knows, Is one of the outstanding tax inca In America, if not the
outstanding tax man. ' This same opinion was expressed to me by a former
Under Secretary of the Treasury. Three other Under Secretaries of the Treas-
ury made substantially the same observation, and whatever adherents these ex-
treme taxes have seem to come from inexperienced people who have not been
engaged in business, who are not large employers of labor, and who, for the most
part, are unfamiliar with current business.

The fact Temnalns that there have been practically no new enterprises started
in the last 5 years because of the retardant effect of the capital loss and gains
tax, the undistributed-profits tax, and the extreme upper brackets of the income
tax.

The repeal of the capital loss and gains tax, the undistributed-profits tax, and
the drastic modification of the Income tax would unquestionably promote new
enterprise and put to work at least 2,000,000, and possibly 4,000,000 men. This
added employment would reduce relief rolls by a like number, thus cutting tile
cost of government and Increasing Its net income by frQm 2 to 4 billions of dollars.

The picture I have tried to present is obvious to those seeking Jobs. An In-
crease of only 5 percent in the turn-over or velocity of trade would increase the
net revenue of the Government by half a billion dollars. Most of the increase
In the net revenue of the Government, from the low point to the present day, is
due to the increase in volume not to time Increase in rate. Now that the volume
is shrinking, the picture will be different a year hence. The great Jury of the
American people will determine what should be done in the event that the Gov-
ernment fails In its responsibility.

Majorities iii democracies, in fact, overwhelming majorities, shrink to minori-
ties when the voters lind their representatives unconscious to the public needs.
The American people are progressive an(d resent curbs on opportunity that'de-
prive labor of occupation and business of its productive possibilities.

The Senate Finance Committee well knows the temper of the American
people and that they will change their Government if it does not recognize the
right to Industrial and commercial progress and act fairly to till.

Time capital loss and gains tax produces no net revenue, acts as a punitive
measure, is a retardant of trade, a destroyer of opportunity, and robs labor of
employment. Inasmuch as It discourages speculative capital, which promotes
new business and new enterprise, It locks out investment capital which flows
only to established businesses. Capital is merely a memor'mdum of unused,
accumulated labor, and when its opportunity for use Is destroyed, opportunity for
increased employment Is destroyed.

As to the undistributed-profits tax, when profits are not distributed they
partly belong to labor and act as a bulwark in its defense. When they are dis-
tributed, they no longer help labor.

The extreme tipper brackets of the income tax prevent the investment of
capital except in tax-exempt securities.I urge, therefore. With all my energy that the Congress act promptly in the
best interests of the country, and that it reepal or drastically modify these
taxes, or else It must accept retirement forced on it by the wrath and common
sense of the voters.

I am fighting for the people of the State of New York; I am fighting for the
general increase in production which controls farm prices. When New York
State is not prosperous, no State Is prosperous. It Is the market of the world.
Wew York State pays one-third of the Income tax-of the country, has the largest
manufacturing ' area in the world; its prosperity makes prosperity for the coun.
try, and when industrial production Is at It. peak, farm prices are at their peak;
when industrial production is at the bottom, farm prices are at the bottom.
Industrial production controls the volume of labor, the wages of labor, farm
prices, and national prosperity.

Tlhse taxes hutrt the volume of 'pioduction, 'which' destroys farm prices,
rtuces rates of wdges and fa'ctory pay rolls.
,:All of which is respectfully submitted. ;
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STATEMENT Or RicHARD A. STADERMAN, or Nmw YORK CITY AND WASIIINOTON,
D. C., UPON H. It. 9M82, A BILL TO EQUALIZE TAXATION, PROVIDE REVENUE, AND
FOB OTHER PuRPOSEs, BEFORE THE SENATE FINANCE COMMITTEE, MARCH 19, 1938

Chairman Harrison and gentlemen of the committee, in appearing to make, a
statement on the tax bill H. R. 9682 which has already passed the House, I
wish to emphasize that I speak merely as a private citizen who resides in the
Seventeenth Congressional District, Manhattan, N. Y. I am not retained by or
representing any individual or interests.

As a matter of information, however, I may state that I am president and
editor of the Democratic National Research League of Washington, D. C.;
chairman of the board of governors of the American Good Government Society;
and since 1934 an economic adviser to certain Members of Congress.

Mr. Chairman, I have been interested in taxation ever since studying with
Prof. Davis R. Dewey, author of Financial History of the United States, as
well as later teaching economic and business subjects myself.

Senators, it is a sad commentary on our general theory that government ex-
ists to serve the people, for us to have personal income-tax laws under which
millions of people have to endure the agony of making out and filing income-
tax returns when they either pay no tax at all or pay less than the cost of col-
lecting the tax.

The data, I believe, shows that about half of the people who file returns pay
no tax on their incomes to the Federal Government. The number who pay a
tax less than the cost of Uncle Sam collecting it is probably well up In the
hundreds of thousands of persons.

Therefore, to avoid this lost motion and nuisance for both tile United States
Government and our fellow citizens, I propose that there shall be added a sub.
section (4) under subsection (4) under subsection (b) of section 25 of H. It.
9682 to read substantially as follows:

(4) No person shall be required to file an ineome-tax return if his I:come
and legitimate deductions are such that he pays no tax thereon or if the
average cost of collecting the tax otherwise payable exceeds the anioulnt of such
tax. The cost of handling returns and collecting income taxes shall be defined
as anlounting on the average to $3 per return filed, and persons otherwise liable
for tax whose anlount of tax is equal to or loss than said $3 shall be exempt
from such tax."

As a matter of practical application, it wouhl be a matter of national gain
If we saved millions of our fellow citizens from the useless labor of puzzling
out a return and then have to pay little or no tax. For example, a man with
a wife and 10 children has ills hands and mind more than full already, so
why burden him with filing a return if he has a gross income of say $5,200 a
year, as he now is required to do, even though he and his wife are allowed
$2,500 exemption anti $400 for each child making a total of $0,500 exemption
allowed. He does not pay any tax, therefore why burden himn and Uncle San?
. Similarly a single man with a net income of $1,010 is now required to tile a
return. and pay a few cents tax, less than the cost of collecting the tax. Why
not save him the trouble, too? And so with millions of others who deserve our
consideration in relieving them of useless "headaches."

A similar principle might be applied to corporations. Some who are small
and pay little or no tax, should be relieved of obligation to file returns or pay
iny tax unless tie amount ofthe tax exceeds the-average cost of collecting the
tax.
! Inasmuch as one of my chief interests is the welfare of the working-man, I
would suggest that if this proposal should be incorporated it the bill, as I hope
it will be, that it be provided that no one shall be dismissed or receive a lesser
salary in the Government service due to the lessened niount of attention by
the -Bureau of Internal Revenue to care for less than half tile present volume
of returns.
. Any bureau persopnlel which might for the time being seem unnecessary
could be used to check returns of those liable for taxes more carefully, thereby
probably "earning their keep" until natural deaths and resignations will have
reduced any excess in the numbers of personnel to the number actually needed
under, the revised statute. Of course *other units of the Treasury. or other
departments may be. short-handed so that any.surplus personnel could betrans-
ferred thereto. I
• This amendment to the bill which I have suggested fits In with the general
oliley of the United States Tr6asury to try to reduce the outgo of the Govern.

ment by its ultimate savings in collection costs. , It-also serves to aid in bringing
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Treasury income and outgo nearer together, which is the main objective of the
Treasury.

I therefore feel that there is everything to gain and nothing to lose by adop-
tion of this amendment.

Turning to another phase of the bill, I should like to record my categorlal
opposition to proposals to reduce exemptions.

The persons with Incomes now exempt pay more than plenty of taxes in-
directly if not directly. Therefore it would be a travesty on justice to reduce
the present exemption for single persons from $1,000 to $800 and for couples
correspondingly.

Aside from the matter of unfairness to tax the proper people any more, i
should like to call attention to the fact that the additional trouble and expense
of collecting such an additional tax might easily take much if not all of the
additional revenue obtained by the TreaSury.

If anything it is time to think of gradually doing away with the many cor-
rectly termed "nuisance taxes" which reach tile working people whenever they
strike a match or put oil into a sewing machine or auto.

I believe we might well consider the principle of adopting "no new taxes
nor higher taxes."

Insofar as the Treasury may require additional revenue to meet expenditures,
I should like to call attention to the fact that under a scientific money and
credit system, there would be substantial grants made to the Treasury by a
central monetary authority in order to furnish a constant supply of new credit
to our economic structure which is vital if we are to have a growing and
exl)anding business structure and civilization.

Such activities of credit grants to the Treasury by a monetary authority are
advocated in conservative quarters by James II. R. Cromwell in his In Defense
of Capitalism: by Prof. Irving Fisher, of Yale, in his 100% Money, in which I
had the pleasure of collaborating, as well as by ninny bankers and progressive
thinkers.

It certainly would be better for the Nation and everyone In it to have a
monetary authority supply additional credit lifeblood to Uncle Sam's veins
rather than have increased taxes drain lifeblood out of his economic system.
We would not starve a growing child of necessary food nor in our day use
leeches to draw away his blood. Uncle Sani is a growing individual just like
such a child, therefore we should consider our credit and tax policies in that
light.

I thank you.

DniF.a FROM NONPARTISAN Loun yoR F/'oNoxIC AND DEMOCRATIC IIOITS To
CHAIRMAN OF SENATE FINANCE Cou,.rrMrY o 'NE SMUFrrJ OF TIlE OOVERNMrNT
TAX PROGRAM 9

We are insensible neither to (lie difleacy nor tile magnitude of this problem a
of taxation. We are aware, however, of tie relation of this question to tile
politician " aind the statesman. Further, we feel that flie cardinal principles
of taxation need reiteration in view of flie trend of recent events.

The tax base must be broadened, and (le funidanintal lrincilple of taxation,
"tile ability to pay," iust, be firmly and unlhesitatingly applied. We are mind- ,
fill of the Marshallian doguil, "that the power to tax Involves the power to
destroy," Mo~lough v. Maryland, I. Cranch. But today there is upward of
10 millions of unemployed In this Nation. The economy in lils period of de-
cline Inevitably must throw an ever-lncreasing responsibility for these men and
women upon the National Government. The Nation will dearly pay for the
shattered morale, disordered health, and lowered self-respect, in ways that
cannot be computed In dollars and cents.

A public-works program Is an essential responsibility of any democratic ,
government, and absolutely necessary in view of the inability of private enter-
prise to absorb the unemployed.

To adequately provide for. such a long-range productive program of public
works we believe the following must be done in regard to the tax system; first,
the income base must be broadened, but this broadening must be made con-
tingent upon the repeal of consumption taxes of all descriptions. The destruc-
tion.of consumers' power through these consumption taxes is, ironically enough,
both brutal and cruel: secondly, an increase of the normal tax rates and sur-
taxes: thirdly, a modification of the present, undistributed-proflts tax to, pro-
tect small businesses agreeing to retire their debts.

5488--38----42
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. The measure which Is before you, gentlemen, is undoubtedly a retreat before
the disheartening and confusing results of the earlier "pump-priming" devices
of the administration; it Is also a retreat before the intimidations of staggering
private wealth; it is finally a retreat which Is fraught with serious conse-
.quences, even catastrophe.

We petition you, gentlemen, as statesmen, to stick to your guns and coura-
geously meet and avert the impending prelude to chaos, with the firm convic-
tion that your first responsibility is to the majority of our people and to
democracy. You can make it work.

TAX ANALYSIS 1928-,-20, 1935-30

In the precrisis years corporate and individual income taxes, collected from
corporations, wealthy individuals, and upper middle class, made up the major
part of Federal receipts. In the fiscal year 1928-29 the relatively wealthy paid
'63 percent of total receipts of the Government, while in 1935-86 the wealthy
provided only 48 percent of these receipts.

Taxes levied on workers and broad consuming masses accounted for only
37 percent of Federal Income in 1928-29, but Increased to siearly 52 percent in
1935-6. Tieo wealthier classes paid $174,000,000 less in 1935-36 than in 1928-29,
while the workers and consumers generally, with sharply reduced pmrchasing
power compared with 1928-29, paid $088,000,000 more during 1935-36 thun in
1928-29

In 1920 the personal and corporation Income taxes and excess-profits tax
-produced 69 percent of total Federal tax revenue. But In 1936 produced
only 36 percent.

In 1936 consumers paid $8,600,000,000 in Invisible taxes on an estimated
volume of purchases totaling $52,000,000,000, or 15.6 cents out of every dollar.
This is the estimate of the Northwestern National Life Insurance Co.

Two hundred and six manufacturers, Jobbers, and retailers, tax and sales
records showed the following invisible tax percentage,., .)f retail prices:

Percent t Pcren t
Food ------------------------- 7. 1 Clothing ---------------------- 8
Bread ---------------------- 6. 4 Men's suits ---------------- ). 49
Beef ----------------------- 8.14 Fuel and light -------------- 9.5
'Sugar --------------------- 18. 3 Sundries and miscellaneous .... 10. 2

Records gathered on rentals on single and multiple family dwellings i 48
cities revealed that an average of 25.3 cents for taxes is contained in each dollar
spent for rent.

Professor Walter B. Pitkin gives us a most Illuminating picture of how the
Americas people fare in an economic sense:

Income in claR8en' in 1935

Number How much

each cain they receive Total
each ciass per capita

1. Upperclass, very rich ...................................... 500,000 $10,000 $5,000,000,000
2. Middle class --------------------------------------------- 12,000,000 1,000 12,000,000,000
3. Self-supporting workers, farmers, small-business men ------- 34, 600, 00r 500 17,250,000,000
4. Marginals, earning most living, but receiving some aid-.... 15,000,000 300 4,500, 000, 000
.5. Submerged Idle, mostly on relief ........................... 65,000,000 75 4,875,000,000

Total ................................................ 1127,000,000 .----------- 43,625,000.000

It is not necessary here to go into the question of the ethical right or wrong
of this vast concey)tration of wealth In the hands of a few, though it is quite
,obvious that those receiving vast incomes render no service to society at. all
proportionate to the benefits they derive from it; nor can their relative ability
,correspond to their income. What concerns uA here Is that this concentration
of income would by logical progression absolutely endanger the perpetuation of
our democratic society. It Is axiomatic, with realistic students 'of economics,
that our economic order and profit system can be healthy only when there is
wide distribution of purchasing power among our people. No unusual shrewd-
-ness Is necessary to perceive that our system depends on large-volume sale at
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high prices and must produce and sustain a consuming public amply equipped
with income to purchase these goods. Despite the elementary character of this
logic our economic tycoons are rarely able to master it.

The present concentration of wealth and Income in this country makes Ia-
possible adequate mass purchasing power. The wealthy cannot purchase and
consume in l)roportion to their income. Statesmen must act now.

FRANKLIN RAYON CORPORATION,

Providence, R. I., March 19, 1088.
ln. PAT HARRISON,

Senate Office Building,
Washington, D. 0.

DRAB SIR: We wish to add our congratulations to you on the strong stand
which you have taken regarding readjustment of taxes to assist businer- at this
time. The elimination of the undfstributed-proilts tax and drastic modification
of the capital-gains tax will be very helpful. We have, however, one specific
suggestion which we would like to make for your consideration. It is in our
opinion most important to encourage business at this time to spend money on
replacing obsolete equipment and buildings and repairing plants and machinery.
If the Government could make real inducements to the business taxpayers we
believe it is possible that a program of some magnitude could be started. Ob-
viously the Government is in a position to offer sufficient Inducement at this
time and we would like to suggest the following specific plan:

Any amounts paid in cash, notes, or other fixed obligation by a taxpayer in
1938 and 1939, to buy or build new property, used IA the trade or business, of a
character which is subject to the allowance for depreciation provided in section
23 (L) or to rebuild or repair old property of the same class, may at the tax-
payer's option at the end of each year be as a whole or in part (1) capitalized
or (2) set up in a property suspense account to the extent that such expenditures
exceed the normal depreciation charges of the taxpayer for such year.

The property suspense account shall be subject to the following provisions:
1. Additions to this account shall be limited to the years 1938-39.
2. No depreciation shall be allowed on any property held in this account.
3. On January 1, 1943, any unabsorbed balance of this account shall be

capitalized and thereafter be subject to the allowance for depreciation provided
in section 23 (L).

4. At any time from January'l, 1939, through December 31, 1942, the taxpayer
may at his option deduct from his taxable net income any amount remaining
in this account provided such amount does not exceed 50 percent of the net
income for the year.

5. In event commissioner disallows any additions to this account such amounts
shall be considered to have been capitalized at time of entry and tax returns
adjusted accordingly.

In making the above proposal we have tried to bear in mind two points.
First.-That the Government does not want to reduce its tax Income during

the next 2 years. By not permitting any deductions from thme property suspense
account until after January 1, 1939, the Treasury Department would not actually
lose any income until the year 1940. and in the meantime they would have an
opportunity to see how much in the aggregate had been set up by business
taxpayers into such property suspense account so that if in the opinion of
Congress the amount proved to be excessive there would still be time to provide
income from other sources to offset the possible revenue losses from this source.

Second.-We feel the plan would have enough appeal from the taxpayer's
-point of view to warrant spending substantial sums during this year and next
wheh they will do the most good for the country. Furthermore, money spent
this year and next for plant additions and improvements should begin to produce
Income during 1939 through 1942.

As you are now holding public hearings regarding the 1938 Revenue Act we
would appreciate your reading this proposal Into the records as it was impossible
for the writer to make a personal appearance.

Yours very truly,
FRANKLTN RAYON CORPORATION,
ROYAL ITTLE, Presldent.
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BRIEw FMLnW BY JOHN W. MAHE, GEN AL COouNSEL, AMERIOAN TAxPAYERS
LEAoUE INC.

At this time, when the Government must have maximum revenues to meet
its obligations, it is of primary Importance that Congress should locate the
rate of diminishing returns in al), taxes and never exceed that point. It is
equally Important that Congress acjust existing tax levies in such a manner as
to stimulate employment, increase business, and at the same time produce the
rbvenue necessary for the economical operation of the Government and neces-
sary Governmental expenditures. For that reason the American Taxpayers'
League, Inc., desires to express to the committee Its convictions that a sound
tax program is the most vital concern of the American people today.

A sound tax policy must take Into consideration three facts: It must produce
suffilent revenue for the Government; It must rest, so far as possible, the
burden of taxation on those best able to bear it; and it must also remove those
influences which might retard the continued steady development of business
and industry on which so much of our prosperity depends. Taxation should
not be used as a means of rewarding one class of taxpayer or punishing another.
Any public official who attempts to promote legislation by arraying one class
of taxpayers against another shows a complete disregard for those principles
of equality on which this country is founded. The American taxpayer, In our
opinion, is perfectly willing to meet his constitutional obligations wit:in reason-
able limitations. le is, however, opposed to the use of our taxing system as
a means of social reform or as a weapon of destruction of any group or class
of our citizens.

The American Taxpayers' League, Inc., therefore, respectfully submits for
your consideration the following recommendations:

1, Repeal of the undistributed-profits tax.
2. Repeal of the capital gains and losses tax.
3. A horizontal reduction of 25 percent In the surtax rates of Individual In-

comes in the higher and Intermediate brackets.
4. Amendment of personal holding company taxes to release frozen capital.

* 5. Amendment to section 113 of the Revenue Act of 1936 to determine the
basis of capital gains and losses where a gift tax has been paid.

LOWER TAX RATES WILL PRODUCE I!IOIGFR REVENUE

High rates of taxation Inevitably put pressure upon the taxpayer to withdraw
his capital from productive business and Invest' it in tax-exempt securities, or
to find other lawful methods of avoiding the payment of taxable Income. The
result, inevitably, is that the sources of taxation are dried up, wealth fails to
carry its share of the tax burden, and capital is diverted into channels which
yield neither revenue to the Government nor profit to the people. The net re-
stilt is that unemployment increases; the laborer Is thrown out of work; and
the wealthy taxpayer, therefore, is not the one who suffers, but rather the
laborer who is deprived of the means of earning a livelihood for himself and
those dependent upon his daily wages.

It seems difficult for many to understand that high rates of taxes do not
necessarily mean large revenues to the Government, and that more revenue may
frequently be obtained by lower rates. Proof of this statement is found in the
tax yield during the years 1924 and 1927. During the year 1924, when the
maximum normal and surtax rates were 46 percent, the Federal Government col.
lected in individual income taxes $704,255,390. In the year 1927, when the
maximum normal and surtax fates were 25 percent, the Treasury collected in
individual income taxes $8W0,639,434. Thus in 1927, with a maximum rate of
21 percent below that of 1924, the yield to the Federal Treasury was $120,-
274,044 greater than in the year 1924. The striking point In the Comparison of
these returns lies in the fact that the increased yield began in the brackets show.
Ing incomes of $50,600 per annum and Increased progressively in all brackets up,
ward until the income was $1,000,000 per annum and over. In these groups the
yield in 1927 was $176,278,726 more than- in 1924.

Another striking comparison may be made for the period from 1916 to 1 1920
inclusive. During those years the surtax rates on incomes, went from 18 to E5
percent, with no change in 1919 or 1920. During this period the following-
results occurred :.
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Number,
Year Total net In- Net incomes over of returns

Income reported $300,000 over$300,000

11 ............ ..................................... $ , 299,000,000 $993, 000,000 1,296
1917 ...................................................... 13,652 000,000 731,000,000 1,015
1918 ....................................................... 15, 92,5, 000, 000 401,000,000 627
1919 ..................................................... 19, 859, 000. 000 440,000,000 679
1920 ...................................................... 23, 73, 000, 000 240, 00,000 395

It will be noted here that in a period when the total net come reported
for tax purposes was rapidly expanding both the total net income and the
number-of returns of persons reporting individual incomes in excess of $300,000
were violently contracting, so that at the end of the period there were less than
a quarter of the number of persons reporting such incomes, and the total income
they reported was only a little more than a quarter of what it was originally.

Tills paradox can be accounted for only by the high income rates. Althqug4
the peak rate for 1921 was reduced to 50 percent oil incomes over $200,000,, the
-ame trend of diminishing number of returns of incomes over $300,000 con-
tinued, falling in that year to 246, while the amount reported by this class of
taxpayers fell to $154,000,000.

Our income tax is to be Judged, not merely by tile revenue it immediately
raises but by its effect uipon the total production of wealth. While part of the
disappearance of high incomes when the rates rise to extreme levels is explained
by tle increased temptation put upon taxpayers to resort to various devices,
much of it is doubtless explained by the resort to the device, provided by the
Government itself, of tax-exempt bonds, which becomes more attractive for the
very rich as tax rates advance. A substantial part of the disappearance of
high incomes under high rates must be attributed to the fact that when Gov-
ernment takes two-thirds to four-fifths of personal income above certain
amounts many men cease to take the risk or to exert the effort necessary to
earn those amounts. The action of these men, therefore, must have some effect
in preventing the growth that might otherwise take place in new industries, in
employment, and in total production of wealth. If we want to pay this price
for the sake of maintaining a very high income-tax rate, then we must at least
do it with our eyes open and not pretend that the policy is costing us nothing.

The same approach to the whole problem, therefore, would be a revision of
the income-tax structure so as to reduce extremely high rates in the upper and
intermediate brackets. This would make tax avoidance by this means so much
'less attractive. It would result in a larger total yield from the income tax,
making less attractive the purchase of, tax-exempt securities. Confiscatory
Income. taxation tends to defeat itself through Imposing a flight to tax-exempt
securities and non-Income-bearing taxes. At a time when business recovery is
so urgently desired, encouragement to capital to enter nonproductive channels
Is llardly a logical course of action.

TIE UNDISTRIBUT-P11OFFITS TAX

When tIle undistributed-profits tax was proposed by the President in his
message of March 3, 1936, there was contemplated the repeal of the corporation-
Income tax, capital-stock tax, and .excess-profits tax. Tills new tax on undis-
tributed profits was to be in lieu of the other Federal levies. As finally enacted,
the undistributed-profits tax was In addition to all other taxes levied, and not a
substitute for them. The corporations were taxed as heretofore, and III addi-
tion must pay a tax on earnings which they withhold.

Furthermore, some rather startling prophecies were made concerning this tax.
Spokesmen of the Treasury Department offered tills tax as a potent device
that would operate significantly to prevent business depression. Experience
has shown how far these predictions have missed their mark, and the present
business recession is convincing evidence of the fallacy of this tax.

While the House bill exempting from the provisions of this tax all corpora-
tions with incomes of not In excess of $25,000 would effect approximately 88
percent of the corporations In the entire country, there would still be 12 percent
of the corporations, according to Treasury statistics, earning in excess of
*$25,000 per annum. What is not shown, however, is fint this 88 percent of the
-corporations earned only 8.5 percent of the net income for income-tax computa-
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tion, while the 12 percent earned 91.5 percent of the net income for income-tax
corn :,tation. It is this small percentage of corporations with large taxable
incomes that give employment to the masses of laborers in this country. They
not only employ most of the workers, but they purchase most of the raw
materials and constitute the most vital factor in the revival of business
generally.

There Is almost unanimous agreement that this tax has been one of the most
important contributing factors to our present business depression. Almost
without exception every survey that has been conducted, Including that of the
National Bureau of Economic Research, the Brookings Institution, the Twentietlr
Century Fund, and others, .has advocated the repeal of this tax in tote. En-
lightened leaders of labor have also gone on record as advocating its repeal.
The American Federation of Labor, at its recent convention In Miami, adopted
a resolution calling for the outright repeal of this tax. We cannot overlook
the findings of the surveys above referred to nor the sentiment expressed by
labor leaders throughout the country who believe that the repeal of this tax
would be the greatest contributing factor to the stimulation of business, so,
greatly needed at present.

The effect of this tax is of far greater importance to the farmer nnd to the
laborer than it is to the businessnmn. It penalizes business thrift and virtually
stops business saving, which is a main factor determining Industrial production.
Industrial production Is a main factor determining demand for farm products;
and if there is no demand for farm products the farmer, naturally, is the greatest
sufferer. Less business savings mean less industrial nroductlon, and less indus-
trial production means less jobs and consequently less pay for the laborer. That,
In a nutshell, Is the way this tax works.

It Is a tax resting on nothing more than disputed economic theory and tempo-
rary considerations. It doesn't work as anyone Intended it to work. The amount
of revenue produced is of minor Importance In comparison with the adverse
effect on agriculture, labor, business, and everyone. It forces corporate lawless-
ness by requiring corporations to disregard State laws restricting the payment
of dividends. It also assumes that a business can determine its net income
before the year ends, which usually is an impossibility.

Earnings retained by a business seldom remain long in the form of cash. Be-
cause a business has a surplus does not often mean that it has that amount of
cash. Capital must be put to work to earn its keep. Earnings retained must
soon become capital and thereby add to producing capacity. This finally means
more earnings, and therefore more earnings to tax, so that the tax collector, in
the end, gets a larger cut out of the earnings.

We might learn a lesson from foreign countries who experimented with this
theory of taxation for many years before it was suggested In the United States.
Practically every important nation that has tried this method of taxation has
dropped it like a hot poker. Instead of penalizing corporate thrift and the
accumulation of corporate earnings, many countries actually offer a premium by
giving a lower rate of tax to those corporations who retain their earnings and
use them for expansion, replacement, and the further employment of labor.
England, for example, considered the idea of taxing corporate savings in 1919.
It was rejected because it was believed that such n tax would penalize business
at a time when the national welfare required the maintenance of corporate
savings that were as large as possible.

This tax does not fit the American enterprise system on which the United
States has grown great, and will undermine it. It is not even a good tax idea, as
it tends to destroy the sources from which the revenue must come. It induces
and will prolong depression; therefore it should be repealed outright at the
earliest possible moment.

THE CAPITAL GAINS AND LOSS TAX

The capital-gaiins tax as a weapon for economic reform has failed; ns a meas-
ure for raising revenue it has likewise failed. A capital gain is not income. Our
present tax system, however, intermixes genuine income with gains from sales or
exchanges of capital assets. The sum of all the capital gains in any particular
year does not constitute any national income in the sense that the annual and
regular recurrent profits from the production of goods and services does. A
capital gain or loss Is involved neither in regular production, regular sales, or
regular services.
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This tax hs rightly been called "tile No. 1 job killer." It has been so called

because it confiscates and thus cuts down the amount available for new invest-
ment. It removes the incentive to enterprises and thus slows down the activity
in existing investments. It works while you sleep, and it always works against
you. It should rightfully he called a capital-levies tax, which confiscates tile
means of providing the equipment, tools, etc., with which labor earns a living.
It. has the same effect as eating the, seed corn at a time of famine. It is a "heads
I win tails you lose" tax because it takes all the gains but allows credit for
losses only up to $2,000 in addition to capital gains of the year. It is a Job killer
because it confiscates and sterilizes the capital that ought to be put to work to
provide more jobs.

This tax does not distinguish between capital and income. Capital is the
source from which income flows-the tree on which the fruit is grown. We
should tax the fruit, not the tree which bears the fruit. This tax forces capital
to lie idle. It restricts and hinders both individuals and corporations when they
try to sell capital assets, thus hampering the transfer of funds to more productive.
enterprises. It keeps investment out of new enterprises. Under the stifling
effects of this tax men of outstanding ability, who in the past have provided cm-
ployment and opportunity for others, refuse to assume the risks of new enter-
prise and are retiring from business. It discourages profit taking and thus
retards the circulation of money and slows down business all along time line.

This tax creates frozen positions In securities and real estate and thereby
restricts business activity and the tax income normally attendant on such activ-
ity. According to reliable estimates the capital-gains tax costs tile Government
$250,000,000 a year in tax income from other sources.

Improved business conditions can arise only from speeding up the wheels of
industry and coniumerce, which (through wages and cost of materials and other
costs) distribute the Increased supply of mouey aid credit in the form of incomes
(wages, salaries, profits, etc.) throughout the social organism like the beneficial
flow of blood through the human body. To expand business requires new capital
for expansion of plant and machinery uind for new enterprises and inventions;
and also increased working capital to carry the increased inventories and receiv-
ables, without which an expansion of business breaks down, as happened in 1937.
This capital has to be "risk capital" In the case of industrial and service con-
cerns. This applies to small business even more than to big business. It has
been comluted that it takes not less than $8.000 investment to carry an addi-
lional man in productive industry, of which $3,000 is working capital. In this
country the average investment in industry as a whole is $12,000 per man. In
the experience of over 100 years of our past prosperitky up to 1937 there was
required each year additional new capital of between 5 and 512 percent of tM&
total national Income. Therefore, to restore prosperity requires an annual
investment of new capital in industry at the present time in excess of the entire
present annual expenditures of all Federal Algencies for recovery and relief.

Risk capital is not provided by tile banking system nor by the multitudes.
The savings of the people usually go into home ownership and into life insurance
and savings banks. They are invested by the insurance and savings institutions
only in mortgages and high-grade bonds, which presuppose the prior investment
of risk capital. Risk capital is obtained only from those who have a sufitcleui.
surplus to permit them to take a chance-chiefly the rich.

The barrier to th investment of risk capital due to the present taxes on the
earnings on risk capital, and particularly the undistributed-profits tax and the
capital-gains tax, Is absolute. Of these two taxes the more vicious is the capital-
gains tax. It is entirely a capital tax and not al income tax. It not only
inhibits the use of risk capital but destroys it In confiscatory amounts.

The Government cannot invest the suns needed to expand industry out of
the tax money it collects. Taxes are expended either for current purposes or
for innlnly nonproductive capital purposes, such as post offlees, bridges, etc.,
which, like fine houses, are desirable to the extent we can afford them. but (1o
not directly add to the annual product of industry, which is the real problem of
the Nation. Moreover, it is administratively impossible for Government to
initiate or finance the billion and one new adventures which are necessary to a
wide expansion of industry.

In this connection it is interesting to observe that the United States is the only
important country in the world which has a capital-gains tax Interwoven Into
the income-tax structure. Great Britain has the longest record of all nations
of lnctome-tax administrative experience. It England's 05 years of income tax
it has developed a technique that is probably the best in the world. It has
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studiously avoided the imposition of a tax on capital gains and has shunned such
proposals like the plague. Great Britain balances her budget without such a
tax. We have yet to balance ours. We bVlieve that we could with profit follow
the experience of Great Britain and other nations-that have grown wise with
experience, but have persistently refused to impose a capital-gains tax.

PERSONAL HOLDING COMPANY TAXVS-FROZEN CAPITAL

The proposal to segregate capital gains from normal incomes and Impose a
flat rate of 15 percent on such gains will free much capital. It will, however,
still leave not less than $5,000,000,000 paralyzed and tied up in personal holding
companies because capital profits made by such companies incur over 70 per-
cent tax, whereas the smine profits made by an individual would incur only 15
percent tax. The following contrast Is most striking:

If an individual in the 70-percent brackets realizes a profit .of $100,000 on
property held over 2 years, it is proposed that lie pay a 15-percent tax on such
profits, or a total of $15,000. If his personal holding company sells the same
property at the same price, it pays a $79,000 tax if the profit is not distributed.
If distributed as a dividend, the corporation pays $10,000 tax and the individual
$58,800, or a total of $74,800. On the basis of Treasury information, it is esti-
mated that there is more than $5,000,000,000 of calltal tied up in these coriora-
tions at the present time.

These companies should be permitted to liquidate and the sections of the bill
dealing with the present tax on personal holding companies should 1ie so
amended as to permit this liquidation. Tie owners of personal-holding com-
panies generally cannot pay the present cost of liquidating because to raise the
necessary money for tihe tax the property would have to be sold at a consider-
able sacrifice. For example, under the House bill, the New York stockholder of
a corporation where the value is $5,000,000 more than the cost basis, incurs
$1,200,000 tax, made up of Federal taxes amounting to $800,000 and the New
York State taxes of $400,000. Ile cannot raise $1,200,000 cash. Smaller com-
panies have the same difficulty ;n proportion to their size. 'Extension of the
period for payment still leaves the taxpayer with a fixed indebtedness to be
met by the sale of some property each year regardless of the prie, obtainable.
Partial liquidation does not incur taxes at these rates, but is subject to the full
normal and surtax rates.

Tie American Bar Association recommended as the best means for making
liquidation possible for such companies that the capital-gains tax be collected
when the assets are sold by the stockholder after liquidation, instead of being
collected upon liquidation. This recommendation in our opinion is sound and
we believe that its adoption by your committee would enable these personal-
holding companies to put to work billions of dollars of capital assets that are
now "frozen."

AIMENI)MENT OF SECTION 113 D1F1ERIMININO THE BASIS OF CAPITAL GAINS AND LOSSES
WHERE A GIFT TAX HrAS BEEN PAID

There is an inconsistency in the present law between the gift-tax section and
tile estate-tax section in assessing the basis of capital gain or loss in case of a
sale of property received by the donee. This inconsistency is continued in the
bill Just passed by the House and referred to your committee.
. The estate taxes are based on the value of the. property at the date of
decease, and in the event of a sale a capital gain or loss is based on the
appraised value at the date of death. In the case of a gift, the gift tax is pay-
able on the value at the date of the gift, but in the event of a sale by the donee
the capital gain or loss is based on the original cost to the donor.

As the gift tax was introduced ostensibly to take the place of a devise under
a will, it is manifestly unfair that the original cost to the donor should be tile
test. Section 113 bf the Revenue Act of 1936, which is continued as the same
section in the revenue bill now before your committee, contains tile following
subdivisions:

(a) 8asis (unadjusted) of property.-The basis of property shall be the cost
of such property.; except that-
1 (2) Gifts after December 31, 1920.-If tile property was acquired by gift
after December 31, 1920, the basis shall be tile same as it would be in the
hands of the donor or the last preceding owner by whom it was not acquired by
gift, except" , that for the purpose of determining loss the basis shall be the basis
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(2) Glift after 'December 81, 1920.-If the property was acquired by gift

whichever is lower.
(3) Transfer in trti8t after December 31, 1920.-If the property was acquired

after December 31, 1920, by a transfer in trust (other than by a transfer in
trust by a bequest or devise) the basis shall be the same as it would be in the
hands of the grantor, increased in the amount of gain or decreased In the
amount of loss recognized to the grantor upon such transfer under the law
applicable to the year in which the transfer was made.

(5) Property transmitted at death.-If the property was acquired by bdo
quest, devise, or inheritance, or by the decadent's estate from the decedent, the
basis shall be the fair-market value of such property at the time of such
acquisition,

It will appear from the above that where property is given away after De-
cember 31, 1920, either as an outright gift (subsection (2)) or as a gift in trust
(,'bsetiloll (3)), the profit on any sale by the donee or trustee is based on the
cost .. Ole donor, whereas if a man dies (subsection (3)) the profit is based
on the . ic at the (late of death. The reason for using the value at the date
of death Is said to le due to the fact that an estate tax is paid on that value.
As the gift t.x Is ai, excise tax, to supplement the estate tax, on the transfer
of property di,-ug Lfe, no logical reason has 'been advanced why property
which has been snt,4,cted to the gift tax should not have a basis for income-
tax purposes of the value at the date of gift on which a gift tax has been
paid.

The argument also has been made that the present law discourages gifts of
property which has appreciated in value and consequently prevents the GoveAm-
ment from collecting gift taxes now, leaving it to wait for death to , obtain
estate taxes. The high income taxes may discourage sales by prospective
donors, so that the Government doesn't get either gift or income taxes.

The inconsistency in the act should be cured by inserting after the first
sentence of subsection (2) and at the end of subsection (3) a sentence reading
somewhat as follows:

"If, however, the property was Included by the donor (grantor) in the
amount of gifts reported for gift-tax purposes under title III of the RevenueAct of 1932 and corresponding provisions of later revenue acts, the basis shall Ibe the fair-market value of such property at the time of such gift (transfer)."

CONCLUSION

No matter what nmay be advanced in the way of argument as to special
purpose or other justification, we cannot afford, in such a period as now exists, 0
to discourage the enterprise of willing people and force shut-downs of active
businesses through violent changes in ownership through forced transfers, to
obtain income taxes which will represent but a very small proportion of the
Government's total revenue.

We, therefore, most earnestly urge upon your committee, that in the further-
ance of public Interest, and as a l)rinciple of fair treatment in private invest-
meats and individual rights, no schedules of taxation be adopted that will
hamper the orderly functioning of business enterprises that are needed so
greatly at the present time to furnish employment in this country. We believe
that all opportunity is given for your committee to restore the confidence that
seems to be lacking at the moment. Nothing will contribute more to a rapid
restoration of this confidence than a tax bill that will be clearly responsive
to time business and Individual requirements set forth In the recommendations
outlined at the beginning of this brief.

',,

WAS'H1INGTON, D. C., March 19, 1938.
Hon. PAT HARRISON,

Chairman, Senate Committee on Finance, Wa hington, D. 0.
DzAn SENATOa HAnRISON: As a lawyer who has devoted many years' study to

the subject of stock and commodity market practice, I desire to comment
briefly on the testimokv of Mr. James P. Tumulty and of Mr, Lawrence.J.
Ryan in the House Ways and Means Committee hearings held last January.
Your honorable committees now, I understand, having under consideration the
same subject matter, namely, revision of revenue laws, 1938, especially relating
to a tax on sales of produce for future, delivery,. , I -
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Had it been convenient for me to do so, I should have sought an opportunity
of appearing before you to testify in person. However, you may, if you wish,
insert this letter in the record of your hearings.

There is a Joker in section 707 (b) of the Revenue Act of 1938, as passed by
the House on March 11, 1938. The purpose of the amendment you are now
considering seems to be, by striking out the words "(not including so-called
transferred or scratch sales)", to include such transferred or scratch sales
Within the taxable corpus. A reference, however, to subdivision 4 of schedule
A of title VIII of the Revenue Act of 1026, as amended, will disclose that not
only the above-quoted words but also the second proviso, relating to transfer
sales, should be stricken.

Nearly all sales of commodity futures are transfer sales. Moreover, brokers
charge their customers, both buyers and sellers, a commission on all sales, re-
gardless of the vocabulary used in connection therewith, whether original sales,
wash sales, bucket sales, scratch sales, match sales, set-off sales, or what nots.

Furthermore, the tax on such sales as are reached by the levy is always
passed by the broker back to the seller. According to the last annual report
of Dr. J. W. T. Duvel, Chief of the Commodity Exchange Administration, the
volume of purchases and sales of commodity futures on contract markets
amounts to $25,000,000,000 per annum. It would be interesting to know why
the tax money derived by the Government from the sale of tax stamps to
brokers, under the provisions of this act, at the existing rate of 3 cents per
$100, was only $5,697,000 In 1937.

By the proposed amendment of section 707 (a) it is intended, effective July 1.
1938, to reduce the amount of the tax from 3 to 1 cent per $100 of value of
produce sold for future delivery. That tax would amount to one one-hundredth
part of 1 percent. It must be thought by any man of average learning and
intelligence that any business that is jot able to bear that much tax is not a
very substantial business.

Mr. Tumulty has pleaded for magnanimity toward futures brokers. He has
cited the cases of 20 brokers whose business, after payment of the tax, has
shown a small profit. He has cited the cases of six brokers whose.business,
after payment of the tax, has shown a loss. In the case of William D. Hag-
erty, the gross profit on a particular day's trade was $37.50 and the tax was
$47.55. In the case of Frank L. Schreiner, which lie calls "a perfect example
of a victim of the present tax," it appears that Mr. Sehreiner's net loss, prior
to payment of the tax, was $1,005.37, and that, after. suffering that loss, he had
to pay $22,067.58 in taxes. Mr. Sehreiner seems to have been doubly inifor-
tunate. One must marvel at his courage in carrying on.

The simple fact is that these poor men were not acting as brokers at all.
A broker is an agent. These men were trying to buck the game on their own
account and as their own principals. They call themselves "pit traders." It
has been well said that a lawyer who acts in his own defense has a fool for a
client. At any rate, for many years the propriety of a broker acting as his
own principal in stock and commodity futures markets has been seriously ques-
tioned by students of the subject.

At some future time the Senate committee on Finance may wish to consider
the larger aspects of taxation On the business of buying and selling futures
contracts. It is a subject, it seems to me, that merits more consideration than
it seems to have as yet received.

Respectfully submitted.
ERNEST D. MNACDOUAL.

BRIEF SUBMITTED BY JULIAN W. C0IjTISS, CHAIRMAN, TAX COMMITTEE OF THE
ATHLETIC GOODS INDUSTRY

EXCISE TAX ON SPO1TIN0 GOODS

By the Revenue Act of 1932 there became effective on June 2, 1932, the
following tax, under section 609:

"There is hereby imposed upon the following articles, sold by the manifac-
turer, producer, or importer, a tax equivalent to 10 per centum of the price for
which so sold: Tennis rackets, tennis racket frames and strings, nets, racket
covers and presses, skates, snowshoes, skis, toboggans, canoe paddles, p01o
mallets, baseball bats, gloves, protectors, shoes, and uniforms, football helmets,



REVENUE ACT OF 1938 657
harness, and uniforms, basketball goals and uniforms, golf bags and clubs,
lacrosse sticks, balls of all kinds, including baseballs, footballs, tennis, golf,
lacrosse, billiard, and pool balls, fishing rods and reels, billiard and pool tables,
-chess and checker boards and pieces, dice, games and parts of games (except
playing cards and children's toys and games) ; and all similar articles com-
monly or commercially known as sporting goods."

This tax was approved on June 16, 1933, for 2 years. In 1935 it was renewed
for 1 year and in 1936 for still another year. Again in 1937 it was renewed
for 2 more years.

It is most unfortunate that we are associated in that bracket with so many
goods that our industry does not manufacture and with which we have no
association. I refer particularly to billiard and pool balls, fishing rods and
reels, billiard and pool tables, chess and checker boards and pieces, dice, games
and parts of games.

The goods which our industry makes and desires to be tax-free is all the
equipment used it the following sports: Tennis, golf, baseball, basketball, foot-
ball, and uniforms for all sports.

The total amount of tax collected on these sports, in the most careful figuring,
would not exceed $3,000,000, these quantities having been checked off by a com-
plete record of all the important manufacturers and with the United States
-census of manufacturers.

Furthermore, this tax Is extremely expensive to collect so that the net return
is small, indeed. I do not think I need argue about the important part that
these goods play in building up the health and strength of the youth of our
-country-that surely is an accepted fact. I would like to call particular atten-
tion to the difficulty in the collection of this tax on uniforms. I think the de-
partment itself realizes this fully, because they hardly know what instructions
to give in connection with the collection of this tax.

Baseball uniforms that are sold to a boy of 6 to 9, inclusive, are not taxed;
but when the kid reaches the mature age of 10, it is taxed 10 percent. Baseball
caps are taxed; novelty caps are not. By novelty caps I refer to freshmen
caps, class caps, or some distinctive cap adopted by a class, for instance.

The collectors are instructed that in determining when an article is a base-
ball cap or a novelty cap there should be taken into consideration particularly
the place where sold, and that idea is carried out without fail in everything
connected with uniform goods. Sporting-goods stores are under suspicion. De-
partment stores are not.

Gym clothing is not stfiJect to tax unless so constructed to be identified as
part of the uniform. Sweat shirts not taxable unless sold as part, or in con-
junction with, a uniform. How is this determined? No one knows, Gym-leader
-pants or instructor's pants not taxable regardless of whether they are striped
or plain. Shorts for all outdoor use, not taxable unless sold as part or in con-
junction with a uniform. Gym bloomers or girls' rompers not taxable unless
lettered or marked so as to be identified as a uniform or part of a uniform.

Ski uniforms of all kinds-and these are sold largely in department stores and
Represent in many cases most elaborate costumes-are not taxed at all.

Shoe stores are selling shoes foi golf with plain soles and the golf pegs are put
in afterward. All tax this way is avoided.

And so I could go on almost interminably. I will venture to say it is the
nmot mixed up mess with which the Tax Bureau has to deal. In fact, they them-
selves acknowledge it.

Also a ruling has been made that schools and colleges supported by States and
municipalities, and performing an essential government function, should be
relieved from this tax. In other words that they could charge it back to the
manufacturer or, as is generally the case, to the distributor or dealer who sup-
plies them. This ruling is also applied to Civilian Conservation Corps camps,
cities, and counties in their purchases, which, of course, have multiplied many
times the detail work necessary to handle such orders.

There is a further inequality to the ruling exempting schools and other govern-
mental institutions, that while State and city schools are exempt from this tax,
private, parochial schools, universities and colleges, Y. M. C. A.'s, boys' clubs,
Lutheran, Methodist, and other denomination schools, American Legion athletic
programs, and Turavereins must pay it, thus forcing the manufacturer to deal
with two classes of customers, one the privileged class that can charge the tax
back, and the other the unfortunate group that has to pay it.

To sum up tersely, we place our claims on the following reasons:
First. The small amount of tax collected and the large expense in connection

with it.
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Secorld, Impossible situation in regard to uniforms.
Third. It taxes the implements of play which bring health and strength to.

our people. Also collected from the young who can least afford to pay it. Even
in golf the number of players oil public courses exceeds those on private club.
courses who, by the waiy, are reached by tax on their club dues.

Fourth. It has been a severe handicap to the industry, the present sales being
not over 60 percent of what they were 8 years ago.

Of course, I do not claim that this tax was entirely responsible for thig.
situation-that would be foolish-but It has been certainly a contributory effect.

Respectfully submitted.
JULIAN W. CURTISS,

Chairman, Tawr Committeo of'Athletic Goods Industry.

BRIEF SuBMrrrw itY L. K. ANDEIRSON, VICE PRESIDENT, SELCIIOW & RIOHTER CO.,.
NEW YoaK Ciiy

It Is respectfully urged that you and your committee approve tile provisions.
of the House bill providing for the repeal of section 609 covering excise taxes
on sporting goods for the following reasons:

1. As a manufacturer of home gaines we have found that there IF no clear
line of demarcation on taxable games. Treasury Department inspectors de-
clare more and more border-line gaines taxable each year.

2. More fly-by-night concerns, who have no plants, enter the game business
each year. These either ignore the tax, or are ignorant of it. They can, there-
fore, undersell us at least 10 percent, and can pocket their profit. If finally
caught, the damage has been done, and we manufacturers, who keel) our plants
running all year, are the victims.

3. As game manufacturers, we are part of the toy industry, and mst com-
pete for the consumers' toy dollar, whether It he for mechanical toys, books,
dolls, or any other item (none of which are taxed). To our knowledge, this-
is the only case of its kind where a portion only ofP an industry is so unfairly
handicapped.

4. It is impossible to pass this tax on. Our customers will not stand it.
The burden, therefore, increases for us yearly for, in 1937 alone, 100 percent
of our hard-earned net profits went for payment of this excise tax. This was
due to more gaines (home games not gambling ones) being construed as tax-
able by under deputies.

5. The records and, experiences of representatives of the Bureau of Internal'
Revenue. charged with the administration of this tax, show that this has been
one of the most difficult excise taxes to administer, and it is believed that, if
called upon by your committee, they would express opinions in that regard. The.
total revenue from the tax on games, according to conservative estimates, does
not exceed $250,000, which amount Is not large by comparison but falls heavily-
upon a few manufacturers for reasons as explained in paragraph a

0. If for any reasons, because of need of additional revenue, section 609 be
reinstated by your committee, we strongly urge that in such event It be amended
at least to the extent of removing "Games and parts of gaines (except playing
cards and children's toys and games)."

7. If this tax yielded any considerable net revenue to the Government, and If-
It were more equitably distributed to the -manufacturers of competing products,
we would not feel justified, at this time of much-needed revenue on the part of
the Government, in so strongly urging its repeal.

MfEMORANDUM OF H. H. NORDINEI (NEW YoRK CITY) WITH REGARD TO THIN"

CAPITAL GAINS AND LossES PROVISION OF THE FEDERAL INCOME-TAX LAw

To the honorable Finance Conmiittee of the S'enatc:

I I
It is submitted that the soundest way to handle the matter of capital gains

and losses would be to eliminate them altogether from consideration. In other
words, capital gains should not be taxable as income, and, conversely, it would!
follow that capital losses would not be deductible for income-tax purposes.
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It is submitted that capital gains and losses are in no true sense income items.

This is made clear by a number of considerations.
No sensible person in the conduct of his affairs treats these items as income

Items. If lie has a substantial capital gain in the course of a particular year,
he undoubtedly has a feeling of prosperity, but lie certainly would not think of
spending the gain for his ordinary living expenses. On the other hand, if lie has
a capital loss which equals or exceeds lils ordinary income, he would continue to
pay lils expenses out of his ordinary income just the same, without any feeling
that he is spending his capital.

The point is reenforced by the way in which such items are handled in the
case of trust funds. It is well settled, at lest in New York and presumably
elsewhere, that where a trust is created to pay the Income to a beneficiary for
life, capital gains of the trust are not payable to the beneficiary but added to
the corpus of the trust and, conversely, capital losses are not deducted from
the income payable to the beneficiary but deducted from the corpus of the trust
(Stewart v. helps, 71 App. Div. 91, affd. 173 N. Y. 621; Matter of Stevens, 111
App. Div. 773, 778, modified on another point 187 N. Y. 471: Matter of S1chley,
202 App. Div. 169, 178, affd. 234 N. Y. 016; Matter of Eger, 139 Misc. 59;
Matter of Sherman, 154 Misc. 289)..t'urthermore, if so-called capital gains are due to the operation of ihflation,
it is plainly unjust to impose a tax upon them, because in that case they are
not truly gains at all but simply represent the complete or partial success of the
efforts of the taxpayer to maintain his position unimpaired.

The harmful effect of a heavy capital-gains tax in preventing the free sale of
assets in which there has been a market appreciation has often been pointed out
and need not be elaborated.

II

If capital gains are to be considered for income-tax purposes at all, it is
submitted that elementary justice requires that capital losses should be con-
sidered in the taxpayer's favor to exactly the same extent that capital gains
are considered against him. This implies, of course, that the $2,000 limitation
on deduction of capital losses should be eliminated.

I

If capital gains and losses are to be taken into account, it is submitted that
the fairest and most satisfactory way to do so is substantially the way in which
It was done approximately 10 years ago, viz, to tax capital gains (either abso-
lutely or at the option of the taxpayer) at a moderate fiat rate (say 12/
percent) and correspondingly to allow credit for capital losses (either abso-
lutely or at the option of the taxpayer) at a corresponding rate. Such a
disposition of the matter, while perhaps theoretically objectionable, would
eliminate most of the practical objections to the present arrangement. The rate
of tax on gains would not, as at present, be so high as to be prohibitively unjust
to the taxpayer in the case of substantial gains; and the change suggested on
.the previous page would also eliminate the injustice which now exists as a
result of taxing capital gains, whereas capital losses are allowed only to the
very limited extent of $2,000.

Such provilion, If made, should be supplemented with a carry-over provision
in the event of a net loss.

IV

If Congress is unwilling to go to the extent of any of the foregoing suggestions,
It is submitted that adopting the suggestion in subdivision III of this memo-
randum as to securities held more than a year, coupled with the total elimina-
tion of the $2,000 limitation on losses and the adoption of a reasonable carry-
over provision for losses, would be a step in the right direction. There is some
theoretical and practical Justification for distinguishing between. gains and
.losses. upon the pale of securities held for a. short time. and those held for a
longer term. If the distinction is to be drawn at all, an arbitrary :line of de-
marcation must be selected and I year seems a good practical dividing line.

V.
Itowveir, -f I th ie .es ie~tr '.on. 0.the, 4edu t40n of lopeslse t couarJue

And 'fsonOupled wlih' ii egregition between sales of securities held over'a year
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and sales of securities held less than a year, the great injustice to the taxpayer,.
which already exists under the present provisions, is aggravated further. If,
on the other hand, the restrictions from the deduction of capital losses are re-
moved and provisions allowing the carry-over of losses from year to year are
inserted, there seems to be no serious objection to the distinction between short-
term and long-term transactions.

Dated, New York, March 18, 1938.
Respectfully submitted.

H. H NORDLINGUa.

STATEMENT Or DAVID R. CLARKE, OF FYFFE & CLARKE, GENERAL CouNsEr FOR Th
ILLINOIS MANUFAOTUREs' ASSOCIATION

Gentlemen, I am David R. Clarke of the firm of Fyffe & Clarke, general counsel
for the Illinois Manufacturers' Association, Chicago, Ill., and I am speaking for
the Illinois Manufacturers' Association.

I am an attorney at law and my address is 120 South LaSalle Street, Chicago,
Ill.

The manufacturing industries in Illinois are about as near to a standstill as
they can be and yet continue to keep their doors open.

The situation is rapidly getting worse-and not better.
Backlogs of orders are rapidly becoming exhausted and new orders are of the

small hand-to-mouth variety.
Losses are rapidly depleting the remaining working capital of most manu-

facturers.
Employment is continuously lower-and unemployment higher.
Why?
Because the mass of the public-the businessman public, the financial public,

and; above all, the purchasing public-do not believe that the Congress is going
to do anything to materially relieve business from the burdens, the strictures,
and the harassment of Government impositions and Government agents.

They know that the retention of the principle of the undistrlbutcd-profit
tax, the retention of the withering capital-gains tax, the retention of the high
corporate-profits taxes, and the over-all determination to extract the same
amount or more taxes from business by one tax scheme or another, whatever
may come, means that business and industry are not to be freed to go forward.
. Unless Congress will act now, at this time, to dispel this all-enveloping cloud

over the future of business and industry, the outlook is calanuitou:4.
Nothing Congress can do will so dispel this all-pervading and paralyzing

fear as will the outright repeal of the undistributed-profits taxes, the outright
repeal of the capital-gains tax, and the lowering of the corporate-profits taxes.

Such a clear-cut declaration and action by Congress will start the wheels of
business and industry because it will release the purchasing power of the coun-
try, vast purchasing power that is frozen with the present outlook for hard
times.

Where will Congress get the money to take the place of these taxes?
The answer to this question is: The only thing that can take the place of

stifling tax burdens on business and industry is the resumption of business and
industrial operations and the consequent resumption of huslness and industrial
employment. That will comie, and will only come, when the people of the

country know that the business and industry of the country, upon whose pros-
perity we all depend, is going to be allowed to live and prosper.

The Government cannot employ and support the people; only business and
industry can.

Business and industry must be made free to do so.
DAVID R. C ARKE.

SURVEY MADE BY ILLINOIS MANUFAOTUIRERS' ASSOCIATION RFOARDINO E'MFCT *
FEDERAL, SUTAX ON UNDI5TRIBUTED PROFITS UPON ILLINOIS INDUSTRY 'A"D!

EMPLOYMENT

The Illinois Manufacturers' Association recently conducted a survey 4mong
3,000 manufacturing industries of Illinois embracing practically every type of
manufacturing 'and .Including manufacturers of all sizes with the purpose of
securing Informatiton regarding the influenfe'bhich the'Federal surtax 0n'undlW
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tributed profits had had upon the business of individual manufacturers as well
as upon the business situation in general during the years 1960 and 1937.

The principal questions embodied in this survey and a summary of the
answers received thereto follow:

1. WHAT INFLUENCE DID THIS TAX HAVE UPON PLANT REHABILITATION OR EXPAN-
SION? CAN YOU ESTIMATE THE AMOUNT OF CONTMOCTS YOU WOULD HAVE LET BUT
FOR THE RFTABDINO INFLUENCE 6'F THIS A'AX?

Eighty-three percent of the replies Indicated that the Federal surtax on undis-
tributed profits was definitely detrimental to their program of plant rehiabili-
tation.

In practically every instance the answers Indicated that plant repairs, expen-
sion, and rehabilitation had been retarded or delayed indefinitely.

In 58 cases, however, member firms definitely estimated that the amount of
contracts they would have let, but for the deterring influence of this tax, was
$39,558,000, This was $8,716,739 more than the entire building record for Chi-
cago during tile first 9 months of 1937.

In a great majority of instances the manufacturers could not estimate defi-
nitely the amount involved in dollars and1 cents for such expansion, but in the
aggregate, the amount would far exceed the specific sum stated.

2. WHAT EFFECT HAS TIlE TAX HAD UPON TIE STABILITY OF EMPLOYMENT?

Nearly every letter referred to falling off in business, enforced lay-offs dur-
Ing the 1937 recession and consequent unemployment. During the heaviest
years of the previous depression hundreds of manufacturers paid employees not
actually required during diminishing production out of reserves which under tile
present revenue law, no longer are available for that purpose. This was brought
out forcefully in many of the letters received by the association.

A manufacturer of machinery and tools stated:
"During 1936 and 1937 our additions to plant and equipment have averaged

$125,000 annually less tban the average additions over the 5 years, 1925 to 1929.
The restriction has largely been caused by the use of our free working capital
for handling a larger volume and higher priced inventory. The further Influence
was our disinclination to use a larger percentage of earnings for plant Improve-
ment under the necessity of paying immediately a heavier percentage of such
earnings in this tax.

"We went into the depression in 1930 with very substantial reserves built up
by retaining a large percentage of our 1928 and 1929 profits in our own industry.
During tile greater part of the 5 depression years following, we iaintalneld
a very active sales organization and secured a better than normal percentage of
the going business in our lines.

"Consequently, through that period we carried a force that averaged about
65 percent of our normal, although generally this force was on record hours.
However, there were a inimber of pei'lods when we ran a portion of our work-
lng force on nn overtime schedule. The prospects now are that we could not
afford the expenditure to repeat this record, because we would not have as
heavy reserve's and the actual operations during the period of time depression
were not profitable."

A large manufacturer of railroad supplies wrote on this point:
"Our attitude on labor costs Imn nece.sailly been changed on account of the

tax law. We have decided our policy must be reduction in personnel as soon
as a business hlll i apparent, not waiting for conditions to improve and to
employ workers on. general maintenance or building up larger inventories. If
yol have giessod wrong, you have a charge to Surplus account that under the
present law cannot be regained without a heavy penalty. We had to reduce
our force 25 percent 60 days ago."

A, producer of building mterlal with a deered building program of $80,000
wrote:

"With enrtailm~nt of operation we are obliged to reduce our working force.
At one of our plants which, requires 40 men there are now but 6 on th'e job.!'-

A maehilnery manufacturer who hid abandoned a ,$10o,000 building programni
com mented: ' ' * , , " * I I , t ,

"Employees reduced 50 percent due to decreased business brought about by
tax."
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A manufacturer of starches which had given up building plans estimated at
$500,000 estimated that the Federal surtax had cut into the stability of its
employment fully 50 percent.

A manufacturer of drills concludes:
"The surtax prevents stability of employment for the reason that it does

not permit the retention of gains for investments in capital expenditures, which
in turn increases employment and assists in stabillzing employment in all lines.'

A manufacturer of excavators wrote:
"The Federal laws have caused stability of employment in our business, but

negatively, for the reason that we do not have the courage or desIre to enlarge
our operating force if we can secure sutficient business to keep the existing
force profitably employed."

3. WHAT FMFEr DOES Till SURTAX HIAVE ON DEBT RETPREMENT?

Thirty-eight percent of the replies to this specifically indicated that the tax
in question Interfered materially with debt retirement. A typical letter from
a machinery manufacturer said:

"This tax has been directly responsible for distribution to stockholders of
earnings which could otherwise better. have been applied to debt reduction."

Most of time letters, however, seemed to Indicate that debt retirement is not a
major. problem with the companies replying.

4. HAS THE TAX INCREASED INDFTI'EINFSS TO HANKS OR STOCKHOLDERS?

Forty-two percent of the replies Indicated that such Indebtedness had been
increased. Six alone stated that such indebtedness had been increased by
$1, 29,000.

Some letters stated they had been compelled to obtain bank loans for the
first thne in many years. It was pointed out that if money could have been
retained in ihe business it would not have been necessary to incur bank
Indebtedness.

5. WIAT DIFFiCILTIES ]IAVE BEI.:N ENCOITNTERFED IN ESTIMATING THE TAXABLE NET
INCOMEI BEFORE TIliE (LOSE OF TIlE YEAR TO BE USED AS A BASIS FO ACTION ON
DIVIDENDS ?

This question of the difficulty encountered in estimating the taxable net
Income before the close of the year to be used as a basis for action on dividends
brought forth great unanimity of opinion.

Eighty-three percent of the replies stated that they felt the tax to be unfair
in this respect. Some of the difficulties encountered in the estimate of taxable
net income were as follows:

(a) Earnings cannot be accurately determined until a value has been placed
on the year-end inventory.

(b) Year-end adjustments often change the taxable net-income figure.
(W) Taxable net income determined at the close of any year is subject to

review and change by the Treasury Department.
A large manufacturer of railroad supplies stated:
"Tie feature of the law requiring that in order to have credit for dividends

paid they must be in the hands of stockholders before the end of the year Is
very unfair. It was necessary that this company estimate its profit for the
last month in the year; also try to figure what shrinkage might develop in our
inventories due to markets and other causes. Our firm has a very diversified
line of products. Also with the varied line our inventories are large. If you
guess too great a profit and pay your dividends on that basis, your capital may
be impaired; too low estimate of profits, you are penalized."

A manufacturer of drills said:
"Diffl ulties encountered in estimating taxable net income before the close

of the year has forced us to thke a physical inventory on October 31 which
practically will have to be repeated on December 31 resulting in unnecessary
overhead."

A company. manufacturing engraving supplies replied:"Plenty! You have to be a Juggler, a psychic, and an Indian yogi."
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6. WHAT IWF O DOE THE TAX HAVE ON RESTOUATION OF DEPLETED WOJIKINO
CAPITAL?

About 69 percent of the replies received in answer to this question indicated
that the tax resulted in a detriment to the restoration of depleted working
capital. Many of them replied that they could not restore this working capital
except by paying a heavy tax.

A manufacturer of wheels replied:
"Expanding Industry, which may require a substantial part of its profits to

take care of the necessary increase of working capital and plant expansion,
practically faces confiscation."

A biscuit corporation replied:
"After paying large dividend our working capital was depleted and it was

our thought to acquire additional funds through the sale of stock. Due to
the collapse of the stock market, however, this was not possible and we are
now finding ourselves unable to obtain further sunis from thils source and it is
too late to do anything about the dividend which has been declared and paid."

A large manufacturer of agricultural Implements replied:
"We do not have any depleted working capital to be restored."

7. DESCRIIE THE FORM IN WHICH YOU PAY DIVIDENDS

Seventy-three percent replied that they .paid in cash; 13 percent in cash and
notes; 6 percent in cash and stock; 2 percent in stock; 0 percent reported that
they paid no dividends; and a large number failed to answer the question.

8. DESCRIBE TIE DIffTICULTIEB ENCOUNTRFID IN FINANCING INCREASED INVENTORIES
AND ACCOUNTS IIECEIVABLE

'lhe respondents did not specify the dliflelIlte encountered In financing in-
creased inventories al(d acco'nits receivable although 45 percent of the total
replies expressed objection to the tax in this respect.

A power implement company said that during the depression from 1929 to
193,,, it lost about $7,000,000 ill working cal)ital and added that under present
tIe(me tax laws, Federal and State, including normal excess-profits aind 1ndf(is-
triINted profits, it did not look like they would again be able to restore reserves.

A manufacturer of brushes said:
"Ili order to overcome the difficulties of financial increased inventories and

accounts receivable, we have continually decreased the amount of inventory o
hand and endeavored to get a much quicker turn-over of same."

9. WHAT DIFFICULTIES WIRE ENCOUNTEREI IN MAKING CAPITAL GOODS PURCIIASES
OR SALES?

Fifty-six percent indicated difficulty in varying degrees.
All egineering concern said:
"Credit is being more rigidly restricted on capital goods and time payments

extended only o adequate security."
A Job-printng establishment replied:
"Capital goods purchases were limited to the amounts of yearly depreciation

in order to escape taxation whereas larger amoinits could have been expended
on the basis of long-term profits,"

A manufacturer of springs replied:
"Ii order to conserve our cash, we have refrained from purchasing any

capital goods."
A forging company supplying automobiles, trucks, and railroad cars replied:
"We do not purchase capital goods unless we have money on hand to pay for

them."
A manufacturer of drilling tools replied:
"We faced many difficulties in making capital goods purchases for obvious

reasons, one being that where we would invest in capital goods it would repre-
sent in value or surplus, and therefore, we would be taxed what we think
unreasonably high for it."

54885-38-43
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10. WHAT WAS TIE TENDENCY TOWARD INCREASING SALARIES, WAGES. AND EXPSND-
TU5I1, SUCH AS ADVEIRTISINo, BEoAUSE THE OOVENMENT WOULD SJBIER SUB-
STANTIALLY IN DEFRAYING TIlE EXPENSE TJ[ROUOH DECREASED) TAXES?

About 41 percent of those replying stated that they had followed this tend-
ency to the extent of increasing bonuses, salaries, wages, and advertising.

A large number of the companies indicated that they would or had already,
communicated with their Representatives In Congress in opposition to the tax..
Maniy of thein included copies of letter which they had sent to the Senator
and Representatives.

It Is apparent from the text of the letters received that the opposition by
Industry to the Federal surtax on undistributed profits ts strong and, while few
concrete remedies were offered other than complete repeal, all of the companies
seem united in a feeling that this tax is an onerous burden on their current oper-
ations and a retarding Influence on their future progress and developillent.

A manufacturer of drilling tools who had deferred $210,000 for plant and
office expansion favored the Coeler bill as a constructive measure, stating:

"Stability of employment. The Federal surtax on undistributed profits deters
stability of employment for the reason that it does not permit the retention of
gains for investments In capital expenditures, which, in turn, Increases employ-
ment and assists in stabilizing employment in all lines.

"We wish to go on record as highly supporting the bill Introduced by Con.
gressman Celler, known as 11. It. 7550. In the face of a new depression, and
with no relief in Government expenditures, repeal of the undistributed-profits
tax seems improbable. Hence about all we can seek Is an amendment to the
said tax. The three points proposed by Congressman Celler, namely: (1) Dis-
charge of Indebtedness; (2) expenditures for Improvement; (3) general relief
credit are highly pertinent to industry, particularly to the capital-goods
industries."

Not a few of the replies indicated that the tax burden fall most heavily
upon new and struggling companies.

A manufacturer of workmc-n's clothing says:
"It seems to us that the present tax gives quite n decided advantage to the

older and more strongly entrenched companies and thus is unfair legislation.
"With the new businesses, however, such Is not the case. Many have passed

through a number of disastrous years, when dividends had to be omitted coin-
pletely and where the capital may have become more or less impaired. In the
normal business cycle they will encounter years in which good earnings will be
made. The prudent course is to repair the losses incurred by leaving the money
in the business and, If business Is good, to use a substantial portion of the
profits in Increasing the facilities for producing a larger volume of business.
At the present time we cannot do this without paying a very large tax to the
Federal Government."

An officer of a large company manufacturing food products which canceled
new developments amounting to $100,000, says:

"Just speaking personally, I feel that this undistributed-profits tax is about
the most insane type of legislation that Congress has placed upon us. It is
certainly fine for us as an old company with a pretty fairly substantial sur-
plus because it handicaps our smaller new competitor, despite which fact I still
believe it Is insane legislation."

A manufacturer of novelties states:
"Under this tax law It cannot be expected that any new, or small business

can ever grow as it should when such a penalty is imposed on putting profits
back into the business."

MEMORANDUM SUBMITTED BY TIM NATIONAL MALT 'PRODUcRS , MANUFACTURJM's
ASsooIATION TO SAPPOrT A PnoPosmo R ,rPAL OF SECTIorN 601 (C) (2) oF THZ
REVENUE ACT or 1932, WHICH IMFOSES A TAX ON MALT SIRUP

Ite nbore-mentioned act Imposing a tax of 3 cents a pound on malt sirup was
approved June 0, 1932. At that time there was a relatively large, volume of
sales to which the tax was applicable, but since tlmt time the sales of this
product have declined to such an extent that the tax is now A birden and restrict;
tion upon the industry rather than a source of revenue to the Government.

The revenue derived from this source during the last 7 months of 1932
amounted to $2,146,98T.79: for the ealendar year 1933, $4,134,968.40: for the
calendar year 1934, $1,670,360.10; for the calendar year 1937, $558,751.90.
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A subcommittee of the Committee on Ways and Means of the House of Rep-

resentatives in its report submitted January 14, 1938, with reference to the pro-
posed revision of the revenue laws, after a careful study and, with the approval
of the Treasury Department, recommended that this tax on malt sirup be not
effective after June 30, 1938. (RecommendatIon No. 60.)

At the hearing before the Committee on Ways and Means of the House of
Representatives on the revenue revision, it was contended by interests appear-
ing in opposition to the repeal of the tax that large amounts of malt sirup are
being used in the illicit commercial manufacture of beer. Anyone familiar
with the situation knows that there is no such illicit manufacture of beer In the
United States.

Mr. W. S. Alexander, Federal Alcohol Administrator, in his report filed with
Congress January 5, 138, discussed the problems connected with the enforce-
ment of the liquor laws, but made no mention of illicit manufacture of beer a
one of these problems.

Mr. Berkshire, head of the Alcohol Division, who hs charge of the collection
of the tax on beer, has stated that JW ha#'not ountered any cases of
illicit manufacture of beer, anh 6"charge that ma It lrp Is used inI such'
connection therefore finds no ,i 5ort in the Treasury Depar liit.
The Treasury I)epartnelui'comlmended the removal of this ta~i-4 thre ground

that it is a nuisance anltrl ings but little reyenue while the cost'o collection
and administration is ''y high. The tax is A nnisWice and a burdeW)iot only
to the Treasury Depajtment but to the industry. Bakers are the largq.single
consumers of malt j'rup. The prqdtbo Is u~ed ly ttm in the nianufcture-
of bread and sinll4i food prod s. els tobakerr to manufacturing phar--
macists, manufac frers of Mnlted ml1k breaka4& foods amqdifood beverages,.
such as cocoa and similar m'lt preparatio, andlo textile tinmufacturers re,,
by the provision of the act, exempt frbP. ax. ,

To obtain thit exemption, however, Ii ts wh6,pur9a tses 'we malt sip
from the manucturer must furnish ianufactuer 4ith certificate
a form prescribI by tie Secretary oftbp Tr sury fo# thp 3urpqe of showilz
that tie malt frup will pitd for~a tax ilpt npose. - Should the pIt-
chaser resell an? of the m~lt sfup, lie m~t ~'e curo, similar certificate froi
his vendee. Sut certifeIat provId that a frajlent-l use thereof will subject
the user to a flnof not to eced $1 0Q0 or to |niprIsqnwen,,for not more th4t
5 years, or both.., A separatcertlmte k, vimre :actica~le is requged for eP th
order. Records invoices, rdc%,'etc., hn lx kebt pr a perlol of 4 yeis.

The use of mal slrup by res alone hfilings it um'o thouilds of s! pg.
The burden on theinnufacturer, wholesalerii user I conm*tion with om-
plying with the reqiirements of the T , mry A cepartmiqmt 4 establish 'proof
of the nature of its I e, and thus sec* exemptio, from Il tax, is ne~sarly
considerable. Because, f the work A6e*%sU;,ytj ure the exemption nd the
risk many users fear 'if possible assessment of' tax for failure,.t comply
strictly with some require14 nt, the usQ of malt sirup for tax-exWpt purposes
is curtailed to some extent. "1.,. A 4$-

Tire use of malt sirup for' t4g-xempt purposes accoltvtd for by far the
greater part of the sales of such piil ,,During yeti 1937 sales of malt
sirup taxable under the act amounted- Td"Mt1'' t 20 percent of time total
volume of malt sirup produced and marketed. It is thus seen that the restric-
tions imposed by the section of the act in question apply principally to sirup
which I; used In food and kindred industries and is exerhpt from the tax.
AIth, agh it was obviously the intention when the law was enacted to exempt

from the tax malt sirup used for industrial purposes, the language of time act
does not cover all such cases, and there have been developed new uses for
the sirup where the tax applies. For instance, during the past few years,
malt sirup has been found to have a value for the propagation of yeast in
some industries but the possibilities of expanding its use in this and other
instances have been limited because the tax must be paid when sold for
these purposes.

The tax at present applies only to sales for such uses as are not exempt and
to strup sold in small packages for household use. As has been pointed out
above, such sales constitute a minor and declining percentage of the business.
Thus the formalities connected with obtaining tax exemptions burden the major
part of the business in order to collect the tax on a very minor portion of it
and places the tax on malt sirup definitely in a nuisance category.

The contention that the product is being used in the illicit manufacture of
beer is groundless. The Treasury Department will substantiate this. That tile
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tax iM a burden and a nuisance to the Industry and to tie Treasury Department
him been shown above. As a revenue producer, it Is becoming increasingly
valueless, but the cost of collection remains the same.

The tax has outlived Its usefulness to tie Government and is now merely a
burden and handicap to the Industry.

It is respectfully urged that this tax be eliminated.
JRespectfully submit ted.

S. I,. GOLDM AN , ccetarp.

B IJEF SlTHMIrMFfl) T TIE FINANCE COMMITTIE, UNITED STATES SENATE, REGAIIDINO
RIEVISION Ol1 REPEA. OF ('ElrTAIN SECTIONS OF TIlE RI.vqENUE ACT OF 1936

SP.\ITANI;IIM, S. C., March 17, 1938.
COMriTTE ON FINANCE,

Unitcd Sttes Senate, Washington, D. C.
GENTIEMEN: InI reply to your telegram In which you notify mie that I am

lsied to appear before your honorable committee Thursday, Marcli 17, 1 regret
that I shall not 'be able'fo avail myself of tile op'poilunity which you so kindly
extend me.

As the time for test Iony is lfiited to such a shot t time, I do not believe that
the possible results that might be ncconiplished would warrant a trip'to
Washington.

I 1a1, however, at your request subnitting the folowing brief, which supple-
meals the enclosed brief, Tax (omments, to Mr. S. M. Beattie, president of tie
*Cotton Manufacturers Association of South Carolina, both of which pertain to
tile Revenue Act of 1936, particularly to tile undistributed-profilts tax.

Tax Comments was written on March 17, 1937, at the request of Mr. Beattie,
President of the Cotton Manufacturers' As.soclation of South Carolina, for whom
I a1 tax adviser. This association is comprised of all textile plants i the
State and represents leading textile plants in the United' States. These com-
V1eIts are largely general, analyzing certain provisons of the Revenue Act of
193A1, showing tile Inequities of these provihions aud predicting their harmful,
effects.

In reslise to your telegram I have supplenintcd these comments witil
several speclfle cases of 1ills In this vicinity adversely aftited by the Revenue
Act of 1936, which prove beyond a doubt that thl( undistriluted-proflts tax is
a most vicious form of legislation, unfair iti application, disastrous In effect,
and unsound Inl policy.

As I cannot attend the hearing, may I ask that the clerk of your honorable
committee read botih briefs if time permits; if no'0, will you be so kind as to
allow this sUlpplenlent1ry brief, with this letter, to be read, as I believe, since
it cites definite cases, it will be of interest to you?

Respectfully slIibnitted.
L. C. Donc,&

BUPPLEMENTARY COMMENTS ON FFFFAr OF CERmnAIN PROVISIONS OF TilE IEVENUEl ACT
OF 1936

III response to your telegram I am Illustrating with speciti Ises some of
tile iII effects of tile undistribluted-profits tax its it ~pples to the t-.:t iie tmills it
the South. As representative of some 30 or 40 te:tile plants InI tile South IIn
tax matters, and as tax adviser to the South Cai'olia Manufacturers' Asso-
ciation, this act has received serious study from ne, both as to theory and
application, and I submit herewith a few conmieuts the reading of which, I
believe, will not require more than the allotted 10 minutes of your time.

The Drayton Mills, Drayton, S. C.; the Darlington Manufacturing Co.,
Darlington, S. C.; tind tile Abbeville Mills, Abbeville, S. C., were forced Into
bankruptcy under section 7711 due to the fact thtit their creditors were un-
willing to contile financing theill unless a reasonable amount of their profits
should be used to liquidate their accounts without severe penalty.

One of the most interesting illustrations of tile lardslip caused by tile oper-
ation of the undistributed-profits tax is that of the Wllitney Manufacturing Co.,
Whitney, S. C.

This company had been in financial difficulties for the past several years,
and their 11in creditor to whom they were lndebt,,d In aln amount of some
$1,800,000 agreed to cancel $700,000 of same in order that they might not be
forced into bankruptcy and cause further unemnployn tent.
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Tids creditor was willing to carry the indebtedness of the conimlny IlI hopes

that the stockholders might eventually realize something from their investment,
but he could not be expected to continue this credit if the company wits coin-
pelled to distribute future eariiings to its stockholders or pay 20/, percent extra
to the Treasury Department for not dolig that which woild be, i effect, a
fraud upon the creditors. Furthermore, having a (leilit, it woulh be viohting
a State law to declare a dividend.

If this coraiiy had made any money in the fiscal year 1937, the creditor
wolild have )een compelled to institute bankruptcy proc'eeditgs to save the
201, percent of the profits so that It could he applied upon his account.

This wits not done because tile COml)any's records disclosed a net loss for the
year, but the irony of the situation is that the operating profits of some $60,(10
were offset by a loss of $70,000 incllrred through the company's desire to satisfy
its employees by selling the company's holises to them far below cost, feeling
that the pride of ownership wouli make better eltizens of the employees and
would create a more satisfactory relation between the management and Its
employees.

The employees were pleased, but the transaction caused a net loss of some
$10,000 for fhe year. According to the 1936 Revenue Act, however, they have
a taxable net income of $58,000 willhi is subject to normal tax and a further
penalty for hot distributing saine even though the profit was not available or
even realized. This situation is due to tie fact that the sale of the houlses col-
stitutes a loss on the sale of a capital asset, and is deductible only to the extent
of $2,000. This case presents the question, How is it possible to distribute it
profit that you have not realized?

To Illustrate the unfairness of the present tax structure, as regards tile com-
parative taxes on corporations 1nd their stockholders with the taxes paid by
individual owners or partnerships, attention Is directed to the following case,
which clearly Illustrates that a corporation closely held is severely penalized
under the present law as compared to similar enterprises operated as Indi-
viduails or partnerships. This discrinlinatlion will undoubtedly result ill tile
liquilation of many corporations under the present law without taking into
consideration the proposed law of attaching additional penalties on closely hehl
corporations.

One of the recent illustrations of the results of these additional taxes on a
corporation Is the case of the Jackson Mills, Wellford, S. C. This company
operates textile mills il North and South Carolina, and is capitalized at a very
nomnal figure. For years they have been expanding on borrowed capital,
and they sustained substantial losses during the depression of 1930 to 1933. By
1936 they were in a position to expand further by renewing their Indebtedness
and refraining from declaring any dividends.

They purchased a plant in North Carolina, spent several hundred thousand
dollars to put the plant in all efficient operating condition, and employed several-
hundred workers.

After these plans were formulated, and partially executed, tlhe Revenue Act
of 1930 was passed penalizing them some 20/. percent additional tax for not
distributing the income earned in 1937. The stock of this company was 85
percent held by the treasurer aid general manager and tile indebtedness of
about 200 percent of the stock was being carried by him and his relatives.

The treasurer called at my office for advice prior to the close of his taxable
year 1037 and estimated the corporate profits to be about $500,0M, which would
not replenish the surplus if added to it and which would not place the company
ini any better financial condition than it was prior to tile depression of 1030.
This company's indebtedness would remain without elange as the profit was to
be used for the purpose of acquiring and reconditioning the North Carolina
plant.

Due to tie depression during tie latter part of 1937, the estimate of $500,000
profit for tbe year proved too optimistic to tile extent of about $200,000. More-
over, figuring the tax based Upon the $500,000 estimated income, it was dis-
closed that if same were distributed to avoid the 20 -percent tax on indis.
tribute profits, the corporation and Its matijor stockholders would pay to the
Federal and State Governments $406,000 of same leaving only $91,000 to be
placed back In the business. If no distribution was made in the fiscal year
1937 a saving of some $125,000 would be effected, but eventually, when the
income was distributed, the stockholder owner would be taxed far more than
this saving.
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This brings tip the Inequity of cases of this kind where the corporation could
not distribute the income in tile taxable year 1937 and, therefore, paid the
penalty of 201/1 percent for not doing so. If, however, iln future years this
income Is distributed, no recognition will le given to tile fact that the corporation
iMlifi 1he ipenalty 1111d tile stockholder recipient will be taxed Just the same as if
the distriblIlion were made in 1937, that is If there is no change in the rates.

The nornml tax placed upon dividends by tile 1936 act was undoubtedly to
increase revenue, and tile undistributed-prolits tax was designed to compel
distributions so that additional revenue would accrue by means of tile new
normal tax and tile surtaxes upon dividends that may not have been declared but
for tile penalty to the corporatlol; Nut certainly, where tile corporation has
been comliled by circumstances to accept the penalty, the stockholders, who are
in effect tile owners, should not he charged tile same normal and surtaxes upon
profits, when received, which profits have already stood the penalty.

We are now seriously considering liquidating this corporation.
There call be little doubt that the law is unconstitutional. I do not wish,

however, to discuss that phase of tile act. The law is impossll)le of adminis-
tration for numerous reasons. In addition to the above I wish to call attention
to one of the other numerous applications of the act that Is very unfair, namely,
in instances where taxable gain is computed under the Treasury Department's
regulations, due to tile fact that excessive depreciation was taken in past years.

It is v common occurrence where corporations have no actual undlistril)uted
profits but, due to the fact tlat they took more depreciation il past years than
was actually sustained, they are not allowed deductions for depreciation pur-
poses in the current year, or are only allowed a nominal amount. Frequently,
for this I eason, an actual loss is converted into a taxable profit, which, ili reality,
is a profit obtalncl In 1some priorr year anilt may already be distriblute(. Cer-
tailly, you cannot be penalized for not again distributin* the same profit. There
nre niany other instances where the law compels distribution of profits that are
not availlable for distribution.

It is doubtful whether ally amendments could he written into tile section of
tile Revellue Act of 1936 Imposing tile undistribluted-profits tax that wvoul
operate to remedy the evil effects of tills tax. Certainly nothing can be elastic
enough to cover all the Inequities of a tax of tills nature and leave sufficient
force in tile act to penalize tile few who Intentionally accuilate n11 unwarranted
surplus to avoid taxes to the stockholders. Certainly a small exemption from
tile undistrliated-proflts tax Is of little value. Speaking for tile textile mils
in my vicinity, I call state that even the smaller textile plants call earn a profit
or sutailt a loss of several hundred thousand per annum and their requirements
for working capital, plant debts, plant replacement, and plant expansion often
exceed several years' profits.

It Is the larger industries that have to prosper mid exl)and to absorb the
uinemllployed, aftd Imilor exemptions will not be of tiny value in creating eni-
pl)oymnt or establislhing confidence il industrial investments.

I have had occasion to audit or investigate most of the large textile plants
ill tie I'ledmont section of South Carolina, and I call honestly state that I do
not know of one Instance where dividends have been witllheld for tile purpose
of enabling tile stockholders to avoid surtaxes.

Some cases have conie to my attention where executives have pursued a con-
servative policy in the past and have accumulated what would appear to less
conservative executives fni unwarranted surplus; but, in these Instances, their
Judgment hs proved wise and tley have been able to continue through the
depression operating as nearly normal as was consistent with tile market de-
mands and keeping their plant and equipment i fn efficient and up-to-date
operating condition. Their stockholders can depend on annual or semiannual
dividends. Those less conservative, who distribute all income as it accrues, in-
curred large indebtedness during the depression, and have paid no dividends
recently (nd will not ie In a position to pay any until sufficient earnings accrue
to replace and enflelitly equip their plants to compete with the plants operated
under a conservative management.



REVENUE ACT OF 1938 669
'JAX COMMENTS BY M. DODUE Toi Mt. S. M. BEATII, lRHEsI1)ENT' TiHE COr.ON

AIANUFACTUiW.BB' ASSOCIATION OF SOUI1 CAROLINA

SPARTANIIUIO, March 11, 1937.
Mr. S. M. BFATTi,

President, The Cotton Manufacturcr8' As8ocliation of
South Carolina, Greenville, S. 0.

DE A SiR: From time to time, various investigations are instituted by Con-
gressional Committees, with a view of, amending the taxing statutes to eliminate
the legal avoidance of tax and to remedy any possibilities that exist in tie laws
by which clever tax advice will enable taxpayers to decrease their tax liability
in a manner not contemplated by the legislators; in short, to eliminate all possi-
bility of the taxpayers taking an Inequitable advantage of the Treasury Do-
partment.

These committees secure data and Information from the Treasury Department,
all of which pertains solely to the instances where sonto advantage has been taken
by the taxpayer, which causes a loss of revenue to the Treasury Department.

Seldom is the taxpayer given an opportunity to present the inequitable effect
that the laws andl their administration have upon the taxpayer. Frequently, in
fact as often as otherwise, the laws and amendments promulgate(] with a view
of eliminating any unwarranted advantages a taxpayer may have, work an un-
warranted hardship upon the taxpayers not contemplated or intended by Congress.

This naturally follows, for it is impossihle for these legislative committees
to realize the effect that the changes in the taxing statutes have upon all tax-
payers, and they are no douht subject to tile recomnmendations of the Treasury
Department's experts whose training is confined mostly to a viewpoint of obtain-
ing revenue and tie eliminating of means by which the taxes are avoided. Their
experience is not such as would qualify them to recommend changes to eliminate
inequalities and unwarranted features In the acts which penalize i taxpayer
beyond the intent of tile legislators. It does not appear to be their duty to
recommend changes of tills nature even though they were qualitled, therefore,
certain hearings Shoul le held enabling the taxpayer to present annually to the
various legislative committees their views regarding the necessary changes not
only in the respective taxing statutes but in their administration by the Treasury
Department.

In order that this may 1e considered constructive criticism, a few of tie
present Inequalities are cited, and it is hoped that the legislators representing
the people will be as Interested iii the correction of these defects in the taxing
statutes and its administration as they are to remove the unfair advantages
allowed the taxpayers.

(a) Disregard of the statute of limitations.
(b) Methods employed by which income is transferred from one year to

another.
* (e) Methods employed by which past years' adjustments can be made if
advantageous to the Treasury Department.

(d) Refusal of the Treasury Department to allow obsolescence of equipment
discarded,

While some of the above Items have not been tested by the courts, they are
claned as being supported by the statutes, and, if they are, the inequalities
should be remedied, and, if not, the administration of the act should be altered.
There are undoubtedly other substantial Items of this nature, but they could not
be commented upon in detail in this memorandum. Therefore, the above Items
with the.following comments thereon will illustrate the advisability, from an
equitable viewpoint, of the legislators' hearing of the hardships encountered by
the taxpayers.

(a-c, inclusive) The taxing statutes set forth a period during which the
'Treasury Department may examine the returns and assess an additional tax,
There are certain elements of cost, such as depreciation, and the reserve for bad
debts, that are constantly being changed by the Treasury Department. These
changes should actually affect the respective years, but, where it is found that
the allowance ii past years was excessive, the excess is deducted from the
eurrent-year allowance, rather than that an attempt be made to correct errors
of the past years. Thils defeats the object of the statute of limitations and
enables the Treasury Department to correct errors of prior years, even though
the statute of limitations has applied. It distorts the income from year to
year. On the contrary, if a taxpayer has taken too little depreciation in a
year that is outlawed, lie has no remedy but is compelled to lose the deduction.
The basis of this ruling by the Treasury Departmeht is that the law allows
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the Treasury Department to charge a taxpayer with the depreciation sustained
in past years, or the amount allowed, whichever is greater. Is it equitable to
reduce it taxpayer's depreciation allowance fin a current year because he took
too much in the past, and refuse to increase sante lit a current year because he
took too little depreciation in tie past? When past years' earnings can be
adjltsted by Increasing current years' earnings with the adjustment, then tie
statute of limitations Is valueless. Bt surely it shotild work Ioth ways, and
current years' earnings should be reduced when an adjustlment to past years'
earnings warrants It.

To illustrate: A company Is allowed 5-percent depreciation on nachinery
front 1920 to 1935, inclusive. Subsequently, it is disclosed that 3 percent is
nearer the proper rate; and, as a result, the A company is only allowed la
percent in subsequent years to offset the excessive allowance for the 15 prior
years. On the other hall(], were lie eircmnstances reversed till() the A com-
pany had taken only 11A6 percent in the 15 prior years, they would be elirgcd
with the full :3 percent and allowed only the same for future years. This
Inequality was derived and ellined legal froii the following extracts from sec-
tion 114 of the revenue Act of 1936, also in somne of the prior acts:

"Section 11-1-a. Basis for depreciation: The basis upon which exlustion,
wear and tear, andi obsolescen'e are to be allowed in respect. of any property
shll be the adjusted basis provided lit section 113 1B. for the purpose of deter-
mining the gain upon the sale or other disposition of stich property."

Section 113 B: Adjusted busis for determining gains and loss states, as re-
gards depreciation, that the costs shall be adjusted "for exhtuston, wear and
tear, obsolescence, amortization, anti depletion to the extent alhwed (but not
less than the amount allowable) under this act or prior income-tax laws."

The "Joker" in the above act is the lart of section 113 hI, in larenthe;es,
whlih allows the charging of the greater of the ainount allowed or tile atmuouit
allowable it the years outlawed by ti statute of limitations, and provides for
the correction in tih subsequent years as far ts it Is advantageous to tie
Treasury Department.

It Is the writer's opinion that the above provisions of the act refer to depre-
ciation only as it pertains to tim ettltation of a loss or gain oit the disposi-
tioin of assets, aind contends that section 23 L governs the basis for depreciation
allowances on l)roperty held and used in the trade or buslitess.

Sectiota 23 L: "In computing net income there shall be allowed as dedietions:
"A reasonable allowance for the exhaustion, wear and tear of property used

lit a trade or business, including a reasonable allowance for obsolescence,"
etc. * * *

Certainly if section 113 I has reference to tihe normal depreciation allowance
ott equipment not sold or otherwise disposed of, it is ambiguously worded and
entirely unfair to the taxpayers.

(d) While the respective revenue acts provide for losses due to obsolescence,
the administration of the acts made it practically impossible to take advantage
of this lrovislon for the following reasons:

1. Unless a detailed cost and depreciation account is kept for each individual
machine or unit of equipment, no obsolescence Is allowed until all the units
purchased at the same tine are retired or disposed of.

2. Where a composite machinery rate is used rather than a separate rate for
each unit, it is contende(ld that all the machinery or equipment has to be disposed
of, or retire(, before obsolescence can be claimed. Many taxpayers had set up
their records long before taxes were of any consequence, and the detailed costs
are not available for each unit; furthermore, In the administration of the revenue
laws from 1917 to 1932 these contentions were asserted, and in fact the composite
rate of (lepreciation was it most instances installed by the Treasury Department.

It is now claimed that a composite rate on equipment does not mean that every
item is depreciated at the exact rate allowed, but that the respective units may
vary from I percent to 8 percent, but the average would constitute a 4 per(.ent
rate. This is used a the logic upon which it is claimed that the exact deprecia-
tion allowed ot sustained on a respective unit Is Indeterminate when a composite
rate Is used, therefore, obsolescene cannot be allowed until all units are retired
or disposed of.

Inasmuch as is practical, all of the composite rates were established by the
Engineering Department of the Itureau of Internal Revenue, and if these rates
are a general average of the different rates allowed on the respective classes of
equipment. this information should be given to the taxpayers in order that they
may be allowed tite correct obsolescence on equipment as it Is disposed of. To
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promulgate rates, or change the taxpayers' rate In a manner that subsequently
results ili the disallowance of a deduction heretofore permitted, and now per-
mitted by the law, but disallowed in the administration of the law, (lie to the
fact that the taxpayers have used a composite rate promulgated and in many
instances, insisted upon by the Treasury Department, who will not disclose the
derivation of the rates, is certainly unfair and unwarranted.

The 1930 Revenue Act illustrates the unfair results of legislation based upon
Investigations made solely from the Treasury Department's viewpoint, with-
out considering the questions Involved front a taxpayer's standpoint.

Comments regarding some of the questionable portions of the 1936 Revenue
Act are follows:

The most Important provision of the 1936 Revenue Act needing Immediate
revision Is the undistributed-profits tax.

There are inany causes why this act should be amended, hut the most ti-
portant of then are as follows:

1. Penalties Inflicted upon debtor corporations If current profits are used to
liquidate their indebtedness.

2. Corporations with Impaired capital penalized unless directors violate
State laws hy declaring dividends of current profits.

3. )eclded set-hack in the attempt to decrease unemployment.
4. Resulting decreased profits will greatly reduce the Federal revenue in

fut nre -years.
5. Il many Instances, penalties will be asserted unless dlstributlons of cap-

ital or surplus are made by the taxpayer corporation.
6. Unallownble deductions as npplled to ca:4h outlays.
The inequities mentioned above necessitating the amending of the undis.

trihuted-profits tax are too numerous to comment upon il detail. Nevertheless,
n few comments regarding them will Illustrate the necessity of amending the
act at an early date.

1. In many Instances corporatios were organized with a nominal capital, and
as profits were earned they were Invested in additional manufacturing facilities,
and as a result the property, and llant Inveslinent greatly exceeds the nominal
capital invested. This, of course, makes a surplus, but not one that can be
distributed in taxable dlivilends. These companies were only able to withstand
the depression by substanti loans, all of which should be Iliuilated from the
first available profits. This cannot be done under the 1930 revenue act unless
a penalty of 20 percent is paid as undistributed-prollts tax.
Tile creditors of thee companies in many instances are unwilling to carry the

loans, when the prospective profits, upon which they expect to realize, are taxable
to the Federal amid State Governments in a minlimu amount of 40 percent.
Very few loans can be obtained on account of plant and very little can be realized
from the forced sale of plant and property; therefore, unless some provisions
are iatde it the act to relieve corporations In debt, numerous companies will be
forced into bankruptcy, and stockholders throughout the country will lose their
savings Invested in these corporations ; furthermore, a large increase in unem-
ployment will result.

2. Corporations with Impaired capital are subject to the same difficulties as
set forth in the above comments, together with the fact that they tire pro.
Whibted In most instances by State laws from declaring dividends. Therefore, if
it were possible for them to obtain loans which provided funds for a distribution,
they would be violating State laws and subjecting the directors to personal
responsibility to the creditors.

3. As regards the unemployment situation, tile decreased employment due to
the necessary liquldations mentioned in the foregoing comments will seriously
affect this situation hut, In addition, the act practically prohibits any poss-
bility of increased employment due to the fact that many taxpayer corporations,
particularly the smaller ones, have planned in prosperous times to erect and
operate additional buildings and equipment, financing same from current profits.
This can be hardly expected when, as a result, the total cost of the additions will
be 20% percent more than If they were constructed at a time prior to the enact-
meat of the 1936 Revenue Act. This is particularly true at tile present time,
when normal costs are increasing.

In addition to tile above, many corporations at present find It necessary to
replace or recondition their equipment, which has for the past 5 years been
operated while in an Inefficient condition due to the lack of finances during
the depresmon. The increased normal cost, together with the 201 percent
penalty for using current profits for this purpose makes this possibility very
remote. As a result, it is only a question of how long these taxpayers can
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compete with those whose finances allowed tlnm to be equipped with modern
machinery, and so forth.

The effects of the decrease inI additional facilities, and the closing (Iown
of those plants unable to replace their equipment, will greatly Increase untem-
ployment in the Immediate future.

4. It is extremely doubtful, whether or not this provision of the 1936 Revenue
Act will produce more revenue than it will lose for th Treasury* l)artment.

No doubt this provision was intended for large corporations closely held,
which were accumulating profits and(1 saving the sartaxes heretofore chargeable
to the stockholders on dividends received.

By compelling these corporations to distribute their earnings in dividends,
undoubtedly increased revenue will be received, although probably not In pro-
portion to the amount anticipated, for It is a known fact that individuals ilL
the higher tax brackets have more ways of legally avoiding income taxes than
corporations or the average Individual.

(in the other band, will the Increased taxes from this source offset the loss
of Income taxes on the corporations forced to liquidate, or those unable to
mike profits on account of their financial inability to equip their plants with
modern machinery, and so forth? When the losses to stockholders and the
creditors of these corporations tire taken into consideration, there is serious
doubt whether or not this provision of the act will prove revenue producing.
Even though there were some balance in favor of Increased revenue, ite detri-
mental effect on the snudler corporations or those in financial diffleulties is
sufficient to warrant an efTort along other lines to penalize those few who
attempt to avoid taxes by accumulating an unwarranted surplus.

5. In many Instances, corporations will be penalized unless capital or surplus
distributions are made. In regard to those corporations having a deficit, they
are commented upon in item No. 2, hut, in addition to these, there are many
corporations with adequate surplus to declare dividends, which have no
finances to pay same aid which have made no actual profit for the year from
which they could he paid. Yet, tinder the act, they will ie subject to the tax.

To Illustrate this contention, many examples could be used, but same applies
in all instances where, under Treasury rulings promulgated from the respective
revenue acts, income from one year is held taxable in another, due to abnormal
conditions. The most important of these Items Is depreciation.

In an Instance where the normal depreciation of a corporation is agreed upon
at $30!0.000 per annum, hut, duo to the fact that the corporation had been allowed
$400,000 for ill the past year in error, they are only allowed $100,000 per annum
for the current and future years. In substance this means that the corporation
has to pay taxes for the current year on $200,000 that it did not make ; but, inas-
much as It did not pay tax on the same in prior years, it now becomes taxable.
This is the Treasury I)epartment's construction of the revenue acts, and has
not as yet been tested in the courts. If it is sound, under the undistributed-profits
tax a corporation under like circumstances will be compelled to distribute
$200,000 It did not make during the year, and which was very probably dis-
tributed in sonm past year, or else pay a penalty of 20, percent of same. Under
these circumstances a corporation losing $50,000, presuming they had no funds
available for dividends, would be compelled to borrow $150,000 to distribute to its
stockholders or suffer a penalty of $30,750. Had it no surplus the directors of
the company would be personally liable for the $160,000.

6. Unallowable deductions, particularly as applied to cash outlays, should be
considered In the computation of the adjusted net income as provided by the law
on undistributed-profits tax.

The 1036 Revenue Act provides that the adjusted net income is the taxable
income for normal tax purposes, less normal tax and interest on tax-exempt
United States obligations. Corporations Invariably have expenditures which
constitute unallowable deductions, even though they are not capital expenditures,
and in many instances these expenditures constitute taxable Income In the hands
of the recipients, although they are not considered distributions of income under
time Revenue Act of 1930. These funds are already disbursed and it is hardly
equitable to penalize the corporations for not distributing to its stockholders
funds which are not available but have been disbursed. The most frequent
expenditures of this nature are as follows:

(a) Salaries, disallowed as a deduction as being excessive, but paid to officers
who have paid normal and surtaxes on same.

(b) Policy expenditures, classified by the Treasury Department as not being
ordinary and necessary expenses.
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(c) Replacements made In excess of the depreciation allowance for the year,

due to excessive depreciation being taken In the past.
(d) )eferred charges covering expenditures made but chargeable over a series

of years, the most Important of which are-
1. Organization expenses.
2. Prepaid Insurance premiums.
3. Interest an(1 discount.
To illustrate, a corporation organized at all expense of $50,000 may make

$40,000 Income the first year; therefore, If this suni is paid to their creditorr, they
will be $10,000 in debt. To require themn to distribute this $40,000 Income con-
tinues their Indebtedness at $5000, find were the other deferred charges, Ielln-
tioned above, Consequential In the instant case, a serious drawback to future
earnings would be caused by the Initial indebtedness, even though the first year's
earnings were substantial. In other words, the Revenue Act of 1930 provides no
relief for those required to retain their profits as working capital. Small cor-
porations frequently fire compelled to borrow funds for working capital and
expect to liquidate tile loans from earnings. The act compels them to be
perpetually in debt.

As regards the general application of tile 1936 Revenue Act find those hnme-
diately preceding It, attention Is directed to a statement of one of the able
Senators, as set forth in the Congressional Record of February 17, 1937, ia
reference to the power of tile legislative branch to ellct taxing statutes:

"It wits given the power to tax, but all taxes had to be uniform."
Undoubtedly tills Is a correct interpret-tion of the Constitution of the United

States: nevertheless, the word "uniform" no doubt means all taxpayers under
like circumstances are to be treated equitably ain(d taxed equally. In elreting
taxing statutes tills Is not done when the act reads the law is effective for thb
first taxable year beginning after December 31, 1935, for in some Instances the
new rates are applicable as of January 1, 1930, and in some Iiistaces they (10 not
apply until December 1, 193--11 months later. To Increase the taxpayers' rate
of normal tax and assert anl additional undistributed-profits tax on one taxpayer
for the 11 months' profits and allow another taxpayer under like circumstances
the privilege of not paying these Increased taxes is certainly not uniform, and,
therefore, not constitutional. It places no means for them to change their basis
of reporting.

As a result, two corplrations operating under tile same conditions, and with
the sam11e profits for tile 11 months of 1930, can vary In tax liability from $13.750
to $35,000 on each $100,000 earned.
Ini conclusion, there has been some discussion of the capital gain or loss

provision of the revenue acts. It Is not my Intention to go into this phase of
the act other than to call attention to tle following, which ellmphasizes tile fact
that some revision should be lmla(e to this portion of tile revenue act:

An officer of a company, liquidating its assets, was ill some Instances able to
realize only 5 cents on tile dollar. The corporation lie represented was realiz--
Ing substantial profits o1 Its operations. Therefore, the loss o1 its capital
assets would save far more in taxes than the proceeds of Its sale would realize.,
inasimich as, If the assets are sold the loss could not exceed $2,000, whereas, If
marked down as valueless, the total loss was deductible. With tie law as it
now stands, a taxpayer is losing money if lie tries to obtain any value for assets
of a very doubtful nature.

In view of the above comments, would it not be advisable for some of the
leading industries and other taxpayers to take more Interest in the promulgation
of tile taxing statutes and tile administration of same, an( from time to time
present these questions to the proper committees for consideration.

Respectfully yours,
L. 0. DonoF,.

The CfIAIRMAN. The committee will now recess until tomorrow
morning at 10 o'clock. Mr. Magill will be before uis at a public
hearing.

(Ihereupon at 6:10 p. in., the hearing was recessed until Tuesday,
March 22, 1938, at 10 a. in.)
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TUESDAY, MARCH 229 1938

UNITED STATES SENATE,
COMMITTEE ON FINANCE,

I1ashinglon, D. C.
The committee met, pursuant to recess at 10:15 a. in. in the

Fi3ianco Committee room, Senate Ofice Building, Senator Pat Harrison
(chairman) presiding.

The CHAIRMAN. The committee will be in order.
Mr. Magill, we have heard a great number of witnesses and now-

we will hear you on the estimates and anything else you wish to state..
Mr. MAGILL. I think you are very patient to hear me after all you

have been through already.

STATEMENT OF ROSWELL MAGILL, UNDER SECRETARY OF THE
TREASURY

Mr. MAGILL. The chairman of the committee has asked me to
present at this time, first, the views of the Treasury regarding the
revenue bill now pending before the committee; and second, Treasury
estimates on various proposals which have been made for the revision
of our revenue laws. Since the provisions of the bill have already
been discussed in detail in executive sessions before the committee,
I shall not make an extended statement at this time regarding them.

Nearly a year ago the President recommended that the tax structure
should be surveyed and legislation enacted to relnedy defects which
experience disclosed. The President repeated his recommendation in
his budget message of January 3 1938, saying, "I hope that there may
be enacted at an early date such amendments to the revenue law as
will maintain the revenue producing power of the present tax structure
while correcting at the same time existing proven inequities."

Consequently, the Treasury conducted its study of the tax system
last year with two ends primarily in view: (1) That proven inequities
in the revenue laws should be eliminated, including both provisions
which created hardships to particular classes of taxpayers and provi-
sions which granted unjustifiable exemptions from tax; and (2) that
the productivity of the internal revenue laws, as amended, should be
equivalent to that of the existing laws. The recommendations of the
Ways and Means subcommittee on tax revision which were later
embodied in the revenue bill introduced in the House were formulated
with these two basic objectives in mind.

All persons agree that tax laws should be equitable, but there is
great diversity of opinion as to what constitutes equity in particular
cases. No one enjoys paying taxes. Any taxpayer is apt to consider
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the tax which he has to pay as more oppressive than it should be and
more oppressive than his neighbor's tax. Appeals for relief are always
persuasive, since the particular taxpayer can readily show the weight
of the burden he is bearing, and, unlike the Congress and the Treasury,
he is not concerned with alternative imposts.

Framing tax laws in these times is one of the most complex and
difficult and technical procedures with which the Congress and the
Treasury is charged. Granted that a given total of revenue is to be
raised, relief to one class of taxpayers usually means increased burdens
on other taxpayers. Consequently, a determination of the merits of
any proposal for tax reductions or tax increases involves not merely
the immediate operation or revenue significance of the l)articular

-suggestion; but also the relative desirability of the relief or additional
tax proposed as compared with the burdens, whether increased or
merely maintained, which must be borne by others. Tile size of our
tax bill and the significance of taxation in our economic life both
require that proposals for shifts in tax burden from one group of tax-
.ayers to another should be studied with great care.

The committee has expressed its interest, not only it- the various
amendments of the revemie laws which are embodied in the Houso
bill but also in several alternatives as to which estimates have been
requested. Consequently, the committee may wish a brief summary
of the propositions which the Treasury regards as fundamental in
the formulation of a sound revenue system for the United States.
Some of these propositions are set forth at greater length in the state-
ment which I made before the Ways and Means Committee on Janu-
ary 14, 1938.

1. Income taxes and estate taxes are a better measure of capacity
to pay than consumption taxes.

Senator KING. May I interrupt there a moment, Dr. Magill?
Mr. MAGILL. Certainly.
Senator KING. You are now summarizing your statement, are you,

Doctor?
Mr. MAGILL. It is to some degree a summary; yes.
(Resumes reading:)
Consumption taxes in general take little account of the income or

wealth of the taxpayer. Yet at present taxes of this character account
for about one-third of our total internal revenue.. Consequently, the
Treasury has held the view, expressed by the Secretary last fall, that
the number of consumption taxes should be reduced as the state of
the revenues permits. In view of the necessity for maintaining the
total revenue yield, it is evident that not many consumption taxes
can be repealed at this time, unless the Congress is prepared to make
up for decreases in revenue so caused by increases in other levies.
The first consumption taxes to be repealed should be those which
are difficult of administration, which produce relatively small sums,
and which are iniposed upon articles in common use. The bill as
introduced in the House made a start upon this revision by eliminating
a number of consumption taxes aggregating about $30,000,000. On
the floor of the House, however, the tax on distilled spirits was in-
creased to yield an estimated $19,000,000 additional; and the import
tax on pork products was almost trebled in amount, a change which
however, appears unlikely to yield any additional revenue. Both of
these changes the Treasury regards as undesirable.

The CHAIRMAN. By consumption taxes do you mean liquor taxes?
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Mr. MAGI L. And the tax on pork products.
Senator VANDENBER. Do you mean, Mr. Magill, under any cir-

cumstances, if we found it necessary to find additional revenue, you
still would oppose the additional tax on spirits?

Mr. MAGILL. We are basing our view on the particular conditions
that no' el)tain. Whether or not the tax shou l be increased under
other conditions, is a matter which would have to be considered when
those conditions arose.

(Resumes reading:)
The most important changes in the House bill concern the income

tax and in particular the taxes on corporation income and on capital
gains. I shall discuss these briefly under the two following heads:

2. The income tax should rest eUally on incomes of similar size.
It is on this basis that the Treasury. has urged for many years that
existing exemptions from Federal income taxes, now extended to the
ii)terest on State and local bonds and to State and local official sal-
aries should be eliminated for the future; and that capital gains
should continue to be subject to the inome tax. Neither of these
recommendations is peculiar to this administration.

So long as a vast reservoir of tax-exempt securities exists, it is
difficult or impossible to make any system of progressive surtax rates
operate effectively. Possibly the problem can be partially solved by
a statutory provision, such, for example, as that which was urged by
Senator Glass when Secretary of the Treasury; possibly a constitu-
tional amendment should be proposed as the most effective means of
ending these tax exemptions for the future. The Treasury strongly
recommends that effective action be taken as promptly as possible in
one or both forms.

Senator VANDENBEnRo. Do you suggest it is possible to reach the
local officials' salaries without a constitutional amendment?

Mr. MAGILL. I think it is constitutionally possible. It is a question
of constitutional law, of course, to be decided on the basis of the court
decisions in recent years. Ti here is no provision exempting such salaries
from tax in the revenue law, and the Supreme Court has been con-
cerned with a series of cases on tlt question. The justices have
expressed divergent views on the subject, but it appears that there is
a growing support on their part of the idea the Federal income tax
should apply to salaries paid by States and local units of government.

Senator VANDENBERG. WlhaL was the suggestion of Senator Glass
on that?

Mr. MAGILL. His suggestion was that in setting the rates appli-
cable to the individual's taxable income, his other income should be
taken into account.

Senator KING. You differentiate between the taxing of salaries of
officials and te interest on State and local bonds?
. Mr. MAGILL. The Glass suggestion would be useful with respect to
bond interest, but not so useful with respect to salaries of State officials.
It would not have any tax effect on exempt State officials unless they
had income from outside sources.

Senator VANDENBnERO. Are you prepared to suggest an amendment
which in your judgment would reach the local officials' salaries?

Mr. MAGILL. I do not have one here, but I think there is no
particular difficulty in formulating such an amendment.

Senator VANDENBERG. I shouldvery much like to see one.
Senator GEORGE. You do not mean to reach them under a direct tax?
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Mr. MAGILL. I understood the question of Senator Vandenberg
to be whether under a constitutional amendment it would be possible
to tax State and local officers' salaries.

Senator VANDENBERG. No, the converse; I want to know whether it
is possible to (1o it without a constitutional amendment.

Mr. MAGILL. You can do it by statute and then the question is
whether the Supreme Court would sustain the statute, and my
impression is that they would at the present time although I (1o not
think they would have (lone so some years ago.

(Resumes reading:)
Gains from sales of property have been subjected to income taxation

from 1913, when the Sixteenth Amendment was adopted, to the
present time. The basic reason, no doubt, has been that such gains
represent a capacity to pay quite as great as that represented by
income from salaries, interest, dividends or the like, at least in the
absence of great changes in the general level of prices. It is agreed
on all sides that the gains realized by a merchant from repeated sales
of property should be taxed like ordinary income. It is hard to see
why an individual who makes a profit of $25,000 from a single sale
of securities or other property has less capacity to pay an income tax
than a merchant with a profit of a similar amount from repeated sales.

Nor is it easy to see why either of these individuals has less capacity
to pay than an individual who earns a salary of like amount. To put
the matter in another way, would it be just to repeal the present tax
on capital gains entirely, a tax which has yielded a net of $1,415,000,000
in the 10-year period of 1927 to 1936, inclusive, after allowable deduc-
tions and credits for losses; and to make up the lost revenue, an aver-
age of over $140,000,000 per year, by increased income-tax rates on
salaries and other forms of ordinary income? To (1o so would be to
exempt one type of income at the expense of other types of income.

Most proposals do not go so far but rather suggest that income
taxes on capital gains should be modified to preferential rates particu-
larly advantageous to taxpayers in the upper brackets. Simply on
the score of fairness, gains from sales of property held less than 1 year do
not appear to be entitled to any different treatment from ordinary in-
come which has accrued in a similar period. In fact, the Revenue Acts
from the beginning have treated 1-year capital gains like ordinary in-
come. On the other hand, in taxing gains of individuals which have
accrued over a longer period, fairness requires that consideration be giv-
en to the length of time during which the gains have accrued. In other
words, a profit on the sale of property held 10 years ought not to be
taxed in the same way as a profit which accrued in a single year.
Rather, the ideal treatment would seem to be to tax the 10-year gain
at the rates which would have been applied to it if it had been realized
in 10 equal annual installments.

The present law contains a method of taxation designed to give
effect to this philosophy, although in fact the tax produced is ordi-
narily considerable less than it would have been had the total gain
been taxed evenly in the various years in which it accrued. It is
perhaps not generally realized how favorably the percentage scale
in the present law treats the capital gains of individuals. We may
compare, for example, two individuals, each of whom receives, from
salary and interest, a surtax net income of $50,000 a year. The first
individual receives an additional income of $25,000 a year in dividends
for two years-a total of $50,000 in dividends. The second individual
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receives, instead, additional income as capital gain on stock held
slightly less than 2 years, and sold at a profit of $50,000-an average
gain of $25,000 a year. For the 2-year period he pays 11 percent less
tax on his $50,000 capital gain than the first individual pays on his
$50,000 of dividends. That is, the taxpayer in such a case is given a
11 percent discount on the tax on his capital gain, as compared to the
rate of tax on other types of income that (levelop in the same length
of time and that reach the same amount. This instance is one of
the more moderate. If we use the same total amounts, but spread
the gain and the dividends over 6 years, we find that for the 6-year
period the capital gain pays 56 percent less tax than the dividends.
Still greater differentials exist in other instances. In practically every
conceivable case there will be found soie differential in favor of
capital gains.

The House bill gives further relief to the taxpayer and increases the
liquidity of the capital market by a series of changes that (1) affect
the percentage governing the amount of gain or loss to be taken into
account, (2) fix a minimum tax rate applicable to the gains after they
have been reduced by the percentages, (3) allow a carry-over of losses
of one year to reduce gains of a subsequent year, (4) improve the defini-
tion of a capital asset. On the other hand, the bill tends to increase
the revenue from this source by restricting deductions of short-term
losses to short-term gains, and of long-term losses to long-term gains.
Requiring deductions on account of worthless securities to be treated
as capital losses also tends to increase the revenue.

In general, the treatment of capital gains and losses under the
House bill, as under the existing laws, has the following important
characteristics: (1) Capital gains on assets held more than 1 year are
given decidedly preferential treatment compared with income from
other sources such as interest, dividends, rents, salaries, fees, and
wages; (2) capital losses, on the other hand, are treated less favorably
than business losses, losses by fire, theft, and so forth, and other
deductible items allowed in the individual i'eturn; (3) capital gains,
like other income, are affected, though not to the same extent, by the
various levels of surtax rates.

To summarize, capital gains-other than 1-year gains-are al-
ready given much lower income-tax rates than ordinary income.
They will receive still more favorable treatment under the House bill.
Capital losses are allowed as deductions only to a Ihnited extent under
existing laws; and under the House bill the treatment of losses is
liberalized somewhat by a provision whereby a net capital loss may
be carried over to the following year and offset that year's capital
gains. There is a strong case for a further liberalization of the pro-
visions for the deduction of losses. A prospective investor in a
hazardous enterprise must count on a tax on his gain if he is success-
ful-though the tax will be lighter than if lie got the same amount in
a salary-and a very small deduction if lie is completely unsuccessful.
Exactly how far an extension of the capital loss provisions should go
depends in large part on the revenue aspects of the problem. In any
event, application of the proposition that the income tax should rest
equally on incomes of similar size calls for more generous treatment
for capital losses, but not, it seems, for more generous treatment for
capital gains.

54885-38 --- 14
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3. The income tax should rest equally upon different classes of
taxpayers with similar incomes. The problems of providing a fair
1ode of taxation for corporations and their shareholders, as coi-
pared to individuals and partnerships with similar incomes, has given
the Congress and the Treasury concern for many years. Individuals
are subjected not only to a normal tax but to progressive surtaxes
which now reach a maximum of 75 percent. The corporation normal
tax has varied in rate and at present runs from 8 to 15 percent. Con-
sequently, if the corporate stock is owned by individuals with large
incomes, there is a strong tax incentive for the accumulation of earn-
ings by the corporation, if these earnings are subjected only to these
normal taxes.

On the other hand, a flat tax rate of 15 l)ercent is the equivalent of
the effective rate applicable to a married person with an income of
approximately $40,000. Corporations with small incomes are com-
monly owned by in(lividuals whose personal incomes do not approach
this figure. Hence, it seems that a lower tax rate should be applied
to such corporations than to corporations with large incomes.

Senator KING. Do you mean by that that the amount of capital
invested and which is risked in the enterprise should not be a factor
in determining the rate of taxes?

Mr. MAGILL. Ileally, I think it should. As you realize, there are
great difficulties in determining what capital is invested in the enter-
prise, and those were the difficulties which we had in connection with
the excess-profits tax. The excess-profits tax has a great deal to be
said for it, but practically it is difficult of administration because of
the necessity of valuing tangible assets, goodwill, and so forth.

Senator KING. I know of small corporations where the earnings per-
mitted a dividend of 20 percent, and on the other hand I know of
large corporations, that is, large in the sense of having considerable
capital, and their earnings did not justify a dividend of 2 percent.

Mr. MAGILL. That is quite possible.
(Resumes reading.)
Although the uncstributed-profits tax adopted in 1936 has been

the subject of much public discussion, the fundamental basis for it
has not always been clearly recognized. Individual proprietors and
members of partnerships are subject both to normal taxes and sur-
taxes upon the entire net incomes of their businesses whether dis-
tributed or not. This means, among other things, that there is no
deduction for amounts of income used for the payment of debts or for
plant expansion, since such expenditures do not affect current operat-
ing income as the businessman and his accountant compute it, and it
is current operating income which is being subjected to the tax.

The question then is: Is it fair to tax an individual proprietor and
to tax partners upon the entire net incomes of their businesses at the
full normal tax and surtax rates, whether the income of the business is
distributed to thm or not; and at the same time, to tax corporations
simply at a flat normal tax rate? Before the question can be answered,
an additional factor must be added; namely, that stockholders of the
corporation will pay normal taxes and surtaxes upon any dividends dis-
tributed to them. It then appears that the distributed income of the
corporation enjoys no tax preference as compared to the income of the
individual or partnership business. Both are subjected to the
applicable normal taxes and to the surtaxes. Indeed, the distributed
corporation income is somewhat more heavily taxed, since the corpo-
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ration has paid a normal tax of 8 to 15 percent on it before distribution,
mid the stockholder is subject to a second normal tax of 4 percent , as
well as to anya pplicable surtaxes, when he receives the dividend. In
fairness, he might properly 1)0 given a credit against his own normal
tax for the normal tax already paid by the corporation.

Senator KING. Is that not (lone in England?
Mr. MAGILL. Yes, sir; and we did it here until 1936.
(Resumes reading.)
The undistributed corporate income, however, stands on a different

and more favorable basis. In the absence of an undistributed-profits
tax, the corl)oration pays a flat normal tax upon its total net income,
whether distributed or not; but unlike the cases of the individual
proprietor or partiersmi), no surtaxes of any kind are collectible on
the undistributed portion of its net income.

Under this system, then, the Treasury collects less taxes from
undistributed corporate come thai from income distributed in
dividends. Moreover, the corporation then enjoys this tax advantage
over the partnership or individual proprietorship, that its.earnings
may be retained without surtax liability. The case for an additional
tax on the undistributed portion of corporation incomes rests prim-
arily on the basis of subjecting like incomes to like taxes.

Senator KING. Is it not true the corporation does not pay any tax
on that portion of the income that is not distributed because it
pays a capital-stock tax and an excess-profits tax; it necessarily must
come out of the general profits of the corporation?

Mr. MAGILL. That is true. I am seeking to distinguish between the
case of the corporation which distributes and the corporation which
(foes not. As you know, both corporations are subject to the capital-
stock tax and the excess-profits tax.

Senator KING. But your comparison is also between the individual
and the partnership in one case and the corporation in another?

Mr. MAGILL. That is true. I think, as I said to the committee
in executive session, the capital-stock tax which is collected from all
corporations can be regarded as amounting to an additional income
tax of approximately 2 percent on the neo income corporations.
Perhaps I should emphasize, in view of your question, the normal
taxes on corporations are higher than those on individuals and part-
nerships; so there is a tax differential against a corporation in those
respects, as you say.

Senator VANDENBERG. You base your defense of the excess-profits
tax chiefly, today, on the alleged relatively greater burden which
rests upon the individuals and the partnership; are there any figures
to indicate what proportion of American business rests in individuals
and partnerships as compared to corporations?

Mr. MAGILL. I do not know how much detail we have on that.
At the present time, the income taxes which we are receiving from
individuals, which includes the partnerships, are roughly the same
in total amount as the income taxes which we are receiving from
corporations, and that would doubtless load you to believe, so far as
income is concerned, there are more incorporated enterprises than
unincorporated enterprises, because the receipts of corporations do
not include receipts from salaries and the like which are business in
character.
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Senator VANDENBERG. Is it not obvious that the vast proportion
of American business is (lone in the corporate form?

Mr. MAoILL,. Certainly that is true, particularly so far as the
larger enterprises are concerned.

The CHAIRMAN. Whore can we get a record of the proportion of
partnerships and of corporations in this country; I am not talking
about professional partnerships.

Mr. MAGIL,. Mr. O'Donnell tells me we can give you a break-
down showing the amount of partnership income reported by indi-
viduals as compared with corporate income. I presume we can give
you the number of partnerships which file information returns as
compared to the taxable corporations. My recollection is we get
something like 450,000 corporation returns of which about 200,000
are taxable; I do not know how many partnership returns there are,
but we can obtain the data.

Senator BROWN. About the only large business enterprises carried
on by partnerships are in the private banking business; there you
have partnerships carrying on very large business operations.

Mr. MAGILL. Yes, that is the principal one that occurs to me, the
brokerage and banking business.

Senator BROWN. Private banking business, like J. P. Morgan and
Kuhn Loeb.

Mr. MAGILL. You also have the various professional partnerships,
but those are not strictly comparable.

The CHAIRMAN. You do not know where you can got it?
Mr. MAGILL. We can obtain the information and put it in the

record.
(Subsequently Mr. Magill submitted the following tables.)

TABLE l.-Number of returns of corporations, of partnerships, and of individuals
with net incomes of $5,000 and over reporting partnership and business net income
or net loss, 1926-36.

Corporation returns Individual returns with not incomes of
$5.000 and over I reporting:

Part-
In- nership

Year active Infor- Part- Busi- Part- Busi-
corpo- Net Net nation nor. Tonr-t

rations income loss Total returns ship net net
(no returns returns net income ne loss

income income loss
data)

1920 .......... () 258,134 197,186 455,320 295,425 - 218,148........ ...............
19 ........... 49.358 259,849 165,826 475,031 282,841 ........ 212.919 ...................
1928 .......... 52,281 28783 174,828 495,892 272,127 ........ 220,159 ...................
19T).........53,415 269,430 186,591 509,436 263,519 ........ 228,475 ........................
1930 .......... 5,700 221,420 241,818 618,738 244,870 . 1I4,810...................
1931 ......... 56,700 175,898 283,808 516,404 230,407 ......... 97779...................
1932 ........... 56,752 82,646 369,239 508,636 210,712-------- 4, 547 ...................
1933 .......... 57,238 109,788 337,058 501,00 214,881 ........ 49,740 7,970.
1934 .......... 59,094 145 101 324,703 528,898 221,740 40,066 73,889 8,434 9,909 139,358
1935 ........... 5,518 1,231 312,882 633,631 222,293 &5,782 89,714 6,186 11,323 163,005
190-------- ........- ---------------...... 237,367, ..........................-.... .......

Source: Treasury Department, Division of Research and Statistics, Mar. 28, 1938.
I Corresponding data for returns with net Incomes under $5,000, and for returns with net losses, are not

available.
J Included with net loss returns in 192.
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TArLy 2.-Aggregate net ineomc and net loss of corporations compared with aggregate

net income and net loss from business and partnership sources reported by indi-
(in thousands of dollars

Corporations I Individuals I

Total Bugl-
Total busi-

Year Not Part- Ihql- usl. Part- ness andNet N101 usl. nership ness ner- and aneincoe Net Ioq coie ne s net net find net 0P hp part. ship net
tcoe i IoW netl tn pne loss net n hr- Income

oscoano 4 ship net loss 4 sip less net
Incomie net loss

1026 ...... 9,673,4ff3 2, 168,710 7,501,603 3,572,895 1, 732, 81 5,305,470 .................. ........
1027 ...... 8,91,881 2.471,731 t, 510, 115 3,287,421 1, 7:S. 145 5,042, W) ..........................
1928 ...... 10,617.741 2,391,124 8,226,617 3,213,955 1,0V29,620 5,173,476. .........................
1929 ...... 11,65-1.W6 2,914,128 8,739,7 3.3S6,402 1,899I 5,282,366... .........................
193n ...... 6,428.813 4,877,695 1,551,218 2,697,754 1, 140, 006 3,44, 60 ................ 742, 613.102.099
1031 ...... 3,6833368 6,970,013 ---3,287, 515 1,062,915 777,277 2,740,22 ........ ........ 724,8082 015,414
1932 - 2. 13, 113 7, 706. 087 - 5, 613.574 1,349,8:12 511,475 1,861,307 ................. M1,99 ,M1229.303
1933 --- 2,0W5,972 ,&33,339 -2,517, M7 1,451,000 34,725 2,098,785 243,084 99,2815 342,360 1,748,416
1934 ...... 4,27, ,17 4,181,027 91,170,747,60 644,0522,391,702 194,407 71,917 266,351 2,125,348
1935 ...... 5,164, 723 13,468, 774 1,0695,9491, &0. 707 749, 330 2,6.0,043 183,521 b9,417 242.8 2 387,045
10383 ............... I ----------........ 2,425,839 987,3103, 413,170 77,010 21,713 99,0 3213,313,517

I Exehling dividends received and tavoewenpt Interest.
I Individuals with net Incomeq, 1926-28, Inehlsive, and 1936. All Individuals filing returns (including

Individuals with no net Incontei), 19219-35, Inclusive.
a Return.v filed through Aug. 31, 1937.
I The statutory requirements for the re sorting of partnership net Income and net loss by Individuals

have varied during the period covered by the table, so that those items are not strictly comparable through-
out the period.

Source: Treasury Department, Division of Research and Statistics, Mar. 28, 1938.

The CHAIRMAN. Brokerage houses have to be partnerships, do
they not?

Mr. O'DONNELL. Not necessarily. Restrictions on form of business
organization come about when the brokerage house desires to own a
seat on a registered exchange which has rules about such ownership.
Thus the New York Stock Exchange and the New York Curb Ex-
change do not permit memberships to be held by corporations or part-
nerships, although the bulk of trading in stocks on these exchanges
is done through such partnerships, where a partner as an individual
holds such membership.

Senator VANDENDERG. It seems to me those figures are important
if you are going to argue you must retain the undistributed profits tax
as a matter of equity to the partnerships and individuals.

Mr. MAGILL. I think the figures would be illuminating.
Senator VANDENBERG. If it is 10 to 1, it is only a 10 to 1 argument.
Senator CONNALLY. As far as that is concerned, I do not see why

one man is not entitled to just treatment.
Senator VANDENIERG. My observation stands, as far as I am con-

cerned.
Senator CONNALLY. I do not see that the proportion or number

makes any difference; the question of equity makes no difference
whether it is 3 or 3,000,000.

Senator VANDENBERG. It makes a difference to me.
Senator CONNALLY. I am just expressing my view.



The CHAIrMAN. Toll us how many corporations there are in the
country and how many partnerships, excepting professional partner-
shil)s, such as doctors, lawyers and things like that.

Mr. MAoIL 1 . I will see "whether such information is available.
Senator KING. The mortality of corporations is very great, is it not?
Mr. MAGIL. I (to not kiow how it would compare with l)artner-

ships. I think the question was aske(l the other (lay whether there
was a higher mortality of corporations than of unincorporalted enter-
iprises, but I doubt if we have any very good figures on that. We will
have somewhat better figures if the bill goes through which calls for
ad(litional returns in the case of liquidating enterprises.

Senator KING. As I understand it, out of the 400,000 corporations,
only 200,000 pay taxes?

Mr. MAGI,,. There were about 200,000 taxable corporations in
1936, and I think 450,000 is correct for the total number. Are those
figures correct, Mr. O'Donnell?

Mr. O'DONNELL. Yes, sir . The tabulations of these returns to
date indicate that your estimate is substantially correct.

Mr. MAGnILL. We have a very large number (of completely exempt
corporations, as you know, and I (1o not mean to urge you to change
that situation, but that is the fact.

Senator KING. You mean eleemosynary and farm cooperatives, and
so forth?

Mr. MAGILL. Yes, and mutual savings banks, and so forth.
Senator CONNALLY. If we had the figures, and I have no objection

to having them, and they showed that a great volume, the preponder-
ating volume of the business of the United States was carried on by
corporations rather than individuals and partnerships, would that not
indicate that the reason they are doing it under the corporate set-up
is because it is more favorable to do it under that set-up than the
other way?

Mr. MAGILL. Yes.
Senator CONNALLY. Businessmen are not fools; they do it in the

way the laws are better fitted, the best protection, the least factors,
and all of that.

Mr. MAGILL. Yes. There are various advantages in doing business
in the corporate form as compared with the partnership form, and
limitation of liability is one that immediately occurs to me.

Senator CONNALLY. That is the primary one, but there may be-
others.

Mr. MAGILL. Tax advantages may be very important:
Senator GEORGE. Almost any partnership can go into the corporate

form if it wants to do so.
Mr. MAGILL. Yes, sir.
Senator KING. Is the fact they do not, duo to the partners living in

different States, and to handle the business as a partnership would be
rather difficult, and it can be handled much more easily by having it
in the corporate form?

Mr. MAGILL. It is easier to raise money in the corporate form.
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Senator KING. I understood you to say the capital stock tax and
excess-profits tax totaled about $160,000,000.

Mr. MAGITJL. That is right.
Senator KING. And that an increase of 1 percent in normal tax would

be equivalent to that amount; that a 1 )erceit tax would produce that
amount?

Mr. MAoI, Approximately 2 percent. Of course it all depends on
how much the corporate income is in a particular year. The corporate
income for 1936 ran something like $7,000,000,000-

Senator KING. Thlt is gross income?
Mr. M IAGIIL. Statutory net income.
(Resumes reading.)
It is evident that retained corporate earnings may be used for

desirable purposes. So likewise corporate divideuds may be usefully
employed by their recil)ients. 'artnershil) incomes may be retained
to advantage, or spent to a(lvantagre by the partners. The question
here, however, is not the desirability of )articular forms of expendi-
tures, but the formulation of taxes which will rest as nearly equally as
is possible upon individuals, partnerships or corporations with similar
net incomes.

For these reasons, the Treasury favors the retention of a tax upon
undistri)uted corporate earnings, as a means of equalizing the dis-
tribution of the total tax burden. Since the corporate form does not
act as a shield against the personal surtax if the corporate profits are
small and the stockholder's own income is small, it is reasonable to
exclude corporations with small incomes from the operation of the
undistributed profits tax. Although some corporations with small
incomes may be owned by wealthy stockholders, the majority of
shares in such companies ordinarily are owned by investors of modest
means. Approximately 88 percent of the 200,000 corporations
taxable in 1936 had incomes of less than $25,000; and under the House
bill would not be subjected to any undistributed profits tax. They
can retain all or a substantial part of their earnings, and pay less tax
than under the existing law.

Senator VANDENBiERG. At that point, may I ask if it is correct that
while 88 percent had incomes of less than $25,000, they did only
about 10 percent of the business of the country?

Mr. MAGILL. They had about 10 percent of tie income, as I recall
and that is shown in the big table which appears in the Ways and
Means subcommittee report. It is on page 14 of the Ways and
Means Committee hearings. It comes here in several columns; you
have it before you?

Senator VANDENBERG. My statement is generally true; is it not?
Mr. MAGILL. I believe so; yes, sir.
Senator GERRY. Those small corporations, the 88 percent, which

you speak of, does that refer to corporations that are paying no incom
tax at all, or does it cover those that only make a small income?

Mr. MAGILL. Those are the tax-paying corporations. This table
to which I refer, on which some of these statements are based, was a
compilation of data with respect to tax-paying corporations for 1936.
The table aggregates the information as to about 145,000 corporations.
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Senator GERRY. You are taking it from that table?
Mr. MAGILL. That is right.
Senator GERRY. That is what I wanted to know.
Senator VANDENBERG. I think it would be helpful to have this in the

record, Mr. Chairman.
Senator GEORGE. It is in the Ways and Means Committee record.
Senator VANDENBERG. I think it should be in our record also.
(The table referred to is as follows:)





TABLE. B.-Corporation income-tax returns for 1936 filed through Aug. 31, 1937,1 by size classes of "Net income for income-tax computation,"showing number of returns, number of balance sheets, certain items of assets and liabilities, income, deductions, and taxes, and effectiverate of tax [Size classes and money figures in thousands of dollars]

Size classes, "Net income for income-tax computation

1. Number of returns
2. Number of balance shets....
3. Total assets -------------------------------
4. Bonded debt and mortgages - ---------------

5. Capital stock: Common -----------------
6. Preferred

7. Total capital stock. ---.8.Supu
9. Deficit---- ---------------------------10. Surplus less deficit ..............................

11. Net income for income-tax computation (line 29,

12. Net income for income-tax computation before
excess-profits tax deduction (line 27, p. 2)_.

13. Adjusted net income- - -
14. Undistributed net income ...................
15. Dividends received ......................... "
16. Dividends paid credit ,,,,,,,,,,,,,,,,,,
17. Deprecition.. -18. ~ilo
2D. Oniee t ....20. Interest paid_..,,,,,,,,,,,,,,,,

21. Rent paid -..............

22 Taxes. Excess-profits tax..-...23. Normalta.
24. Surtax on undistributed profits -------

25. Total tax ---------------------
26. Effective rate of total tax to net income for In-

com=etax computation ..- -. --
27. Effective rate of total tax to net income for

income-tax computation before excess-profits
tax deduction.. - -

Aggre-
gate Under 5 10-15

1 - I ________ ________ 1 _______

144,914 97, 95.5
134,695 89,268

90,684,223 , 57, 049
11, 721,600 766,147

11. 313,183 2,690. 816
7,006,328 250,318

38, 319, 512 2, 51, 134
19,115,234 905,136
1.132,035 46Z 124
17,983,199 443,012

5,428,109 122,867

5,442,0691 123,888
4,689,207 10i, 2YJ

785,. 1 67,4061
1,167,57, 5,495
3,807.,401' 3;,573
1, 456, V:: 120,35917Z" &-"i 4. 7Z:
1,323.,3, 4SO. K75

791, 84! 80,447
590- 622i 113,543

13, 930 1.019
521.561 10,6579s.3o5} 4. 727

M33,833

13.52

13.48

1tS3,403

13. *

13.24

14,W802
14,2t;8!

3, 902 )7
234,131

949,175
153,151

1, 102 ,325
490,285
100,833
389,452

105,102

106. 100
88. 465
36, 577,
4,250

50,237
46,174
3.01.;

137. 087
33, 245
39. 7S5

991
10,341
2.993

14.331

13.61

13.51

7,476
7, 267

2.424, 137
187, 531

687,90JO
127,2M3

815.171
407,563
50, 162

357,401

91,728

76, 637
23,769

3.7-39
51,331;

2.4',1
85. 33-%
23.9131

795
9,300
2, 574

12,669

13.SI

13.69

15-20

4,330
4,212

1, G19, 112
120, 640

478. 9-,3

564, 970
315, 195
30,474

2S4,721

75.103

75,703
62, 537
16,719

2. 954
44, 07-

,, 29
2. 42J
7. 76,

1, 29;
13. 491

7. 845
2 L)37

10, 182'

13.9A

13.83

20-25

1,4834,124
90,115

425, 0M
75,26r,

500,349
279, 276

27, 259
232,017

66,337
CA, F4 3
54,495
13, 14,3
3,9231

3). 722
122,515

2. 0243. 442
13.076
15, 35

5067, 135
i 1,748

I

9,389 37,139

i1 15 14.74

14.05 14.65

49.057

15. 67

15.59

100-250 1250-500

77, 8

16.03

1& 03

25-50

7,162
6.931

4,92.1, 420

1, 43,;, 844
2S5, 381

1, 723, 4
9S0, 21295, 355
884,857

251,816

25.3,39S
209, 368

48. 894
14. 416

152, 954
76, 20f

127.2 4
41. 794
42 790

1. 5-2
28.487
7.061

fr85,30

847,195

945,852
590,469

531, 321547,299
43,313

,503,98&

584
55919, 052,229

3,2207,616

5,9 =320
1, 780,921

7,703,241
4,639,597

17, 492

50-100

4,453
4, ?V)

5,121, 09
495, 7=

'

1,304,331
338,210

1,842,541
1,121,06

111,272
1,009,,94

312. 9W

314, 662
262,34r
58.0!4
25,4."

195,583
84.276
10.1)

103.692
4S.058
3, 613

1. 671
38.434
8, 9 1,

500- 1 1.000- 15,000 and
1,000I 5,000 over

128
127

25.150.450
3.741.600

10,724,053
1, 971, 304

12, 95.357
5,302,451

122

3, 1401
3,0201

4, 137,Y61
991,4r, 1

2491, 966'
813, 832

:1,355, 79S
1. 705,96

983,523,
1,607,439

484, 1-,,

4 86r, 045
408,3r,3
8,4, 582
5 0, 6721

30;3,0
122,2S7

1f),219
10)3.493
62.915
45. 747

1. QA4
62, 583
13. 417

1,240

,17 0,8 36
Mi. 144

2, 055,6S53 I
473, 22S

2,5204,045
1.421,193 1

95. 105
1,32;, OS6 1

432, 646

4'13,-738
369, 093

72, 07i
50,1991
286,1
102,%,-,0
11. QN(1
58,210)
49,356)
39. 6759

10492
58,335
1W. 1.

67. 847f

15.6-i

15.64,

473,799
397. 971

71,7,08
59.001

313,9 V7
108s,89l2
1B, 454j
45. 135

.. 9X
30). 149

1. 19.9
61,712
10.018

72.9_

15.43

1.171,355 1.844,017
1,009.927 1,6421700

141,412 146, 744
2t.3, 398 679,712
945.471I, 482 932
306,27r 404,704

23. & 1 65.654

57,.9331 22. 7903IS.6271 191,052
5Z.97o1 91.788

L.701 929
139.308 18,432
19, 005 15.327

10.01j 205,01 8 =

13. G 11.16

13. 6G 11.15

i II

47_ 041, 169, &4 , 843. 083



28. Total normal tax and surta ................. 719,8731 3841 13..= 11,874 9,882 8, S3 35. 54 47,353 78.030188785 71, 30 M8313 204.75929. Effective rate of normal tax to net income foricme-tax computation ------------ 11.45 8.8 7 9.84 10.14 10.45 10.78 11.31 12.28 12.93 13.02 13.08 11L91 10.2S
30. Effective rate of surtax on undivided profits tonet ince for incom oputon --------- 1.81 3.85 2.85 2.81 2.71 2.84 2.80 2.886 2.78 2.41 2.12 1.82 .8331L Effective rate at total normal tax and surtax tonet income for inco-w.tax computation --------- 1.26 12.521 12.S9 12.94 13.16 13.33 14.12 15.14 1.5.70 15.43 15.18 13.54 11.1132. Percent of dividends pad credit to adjusted netincome - ----------- ---- -------- - ------ 81.201 35.95 M- 5 M7 8991 70. 481 72.891 7M061 75 75.021 77.4 M 88 83.72 90.27

I Taxable returns tbat have passed through the Statistical Section through Oct. 1, 1937.
Source: Treasury Department, Bureau of Internal Revenue, Statistical Section, Income Tax Unit.
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Mr. MAGILL. It represents our best compilation on this subject.
(Resumes reading.)
Cases of hardship can be cited in the operation of any tax. They

can be eared for either by a series of specific exceptions or, by a rela-
tively low tax rate. The House bill utilize , both methods. In the
first place, the bill fixes the rate of tax on undistributed corporate
earnings at 4 percent, the rate of the normal tax on individuals. It is
evident that the Treasury would receive less revenue at this rate, if
corporations were to retain all their earnings, than it would if the
earnings were all distributed in dividends. In other words, the rate
is decidedly moderate. However, with no undistributed-profits tax,
corporations distributed an average of three-fourths of their net in-
comes over the 10-year period 1926 to 1935, inclusive. Normal cor-
porate practice plus the proposed undistributed-profits tax will result in
adequate tax revenues from corporr.to earnings under l)resent business
conditions, in the cases of the bulk of business corporations whose
stock is widely held There is no similar assurance in the cases of large,
closely held corporations whose shareholders pay individual income
taxes in the higher brackets. In the absence of such higher graduated
undistributed-profits-tax rates as were generally applicable in 1936-37,
some special treatment to eliminate this tax differential in favor of
accumulations by closely held corporations appears essential. The
recommendation of the House Ways and Means Committee in the
proposed title 1B was designed as a safeguard of the revenues in this
respect.

Secondly, the bill contains some notable relief features for special
cases. Corporations that are )ankrupt or that are insolvent and in
receivership are exempt from the undistributed profits tax, So too
are all banks, insurance companies, mutual investment companies,
rental housing corporations, Clina Trade Act corporations, and corpo-
rations iing business chiefly in possessions of the United States.

All corporations are relieved of the undistributed l)rofits tax to the
extent that any of their stockholders agree to include in their personal
returns any ptIrt of their shares in the corporation's current earnings
(this is the "consent dividend" provision). Again, if a corporation
has a net loss for 1 year, this loss is in effect deducted from its next
year's income, if any, in determining how much of that income shll
be subject to the undistributed profits tax. Further, if a corporation
declares dividends greater than the year's earnings, the excess can be
carried over to reduce or eliminate the undistributed profits tax of
the next 2 years. Finally, it is to be recalled that, even with all these
"cushions," failure to distribute profits can result at the maximum in
a tax of only 4 percent of adjusted net income.

Senator CONNALLY. You say "adjusted net income;" that is on the
-theory they were not distributing anything?

Mr. MAGILL. That is the maximum tax that could be imposed.
Senator CONNALLY. If they distributed none at all, they would

be paying 4 percent on all of their income, and if they distributed
only a part, they would pay the 4 percent on the distributed portion?

Mr. M ILL. If they distributed none, they would pay 20 percent;
if they distributed all, 16 percent.

Senator CONNALLY. You said "adjusted net income," and I wanted
to know just what you meant.

Mr. MAILL. That is a technical term-
Senator CONNALLY. You mean final net amount of tax?
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Mr. MAGILL. The maximum tax to which they call be subjected in
the case of failure to distribute afiything would be a total of about 20
percent.

Senator BRowN. What is the reason for the exemption of banks
from the undistributed profits tax?

Mr. MAGILL. That was inserted in 1936, and my understanding is
it was thought that since the safety of the public was increased
through accumulations of earnings by banks, it was not desirable to
force then to distribute.

Senator BROWN. That, to my mind, is the best reason you have for
eliminating it altogether, because, if it is socially desirable to maintain
banks in a sound condition, why is it not desirable to maintain all
other corporations in a sound condition?

Mr. MAGILL. It certain i desrablo. itai all corporations
in good financial condition. The essential basra, a I see it, although
others might put it,on other grounds, for the undistributed-profits
tax in the case ofother corporations, is this:

As I have tried to show here, if a coXporation distributes its earnings,
the Treasury Abllects the normal antsurtax on the distribution; but
if the corporation does not distribute anythiug, the Treasury does not
get any norinal or surtax with resp&ct to those;aiiounts. Conse-
(luently, t~h Treasur "- will, oiect leas, revenue i, the corporation
retains its,,profits than if it distiibutfs thelm. $till,'Aunder t-heIouso
bill, the itdistributed profit*!ttx is'not adIeavy imposition o4 cor-
porations f they doinot distribute. I thin) it might be added, that
you have ,th e record of Anicticanocorpomins genertlly distributingover 75 p'ce Dt of their ca~ings each )year. Consequently thettffect
of the undlstributedtprofitstatix uponheniis not paralyzing b ause
they are going to folfbw Ihnt pgctieo ' lmwa.'.

There is Miother way of putting tiho saihe thiing. InJ936, as ou are
aware, we eaiinte that we collect d1rom . rporationis, $16Qi000,000
in the form of undistributed-p xofls t*t and |1,1Q0;000 000 W normal
corporate taxes. The und stributedtprofitj'., tax coilections were
about the samo the capital-took Wes; it was not tW major tax
on corporations.

Senator KING. 6rporations will pay, in additi j normal tax,
excess-profits, capita1-stoo, and undistributed- tst .

Mr. MAGILL. Yes.
Senator KING. Then the dividends hi y 'declare and distribute are

subjected to taxation in the hands of distributes?
Mr. MAGILL. Yes; we catch them in all of the ways we can.
Senator KINo. You catch them coining and going.
Mr. MAGILL. Yes,
Senator CONNALLY. Your theory is when you tax the distributed

dividends in the hands of the individual taxpayers you are really
offering an inducement to the corporation and not to the individual?

Mr. MAGILL. It seems so to me.
Senator CONNALLY. Because if you pay it out, the stockholder is

going to pay a surtax, but if you keep it in the treasury the corpora-
tin has to pay the tax. So, as I understand your whole theory, you
are making an effort to somewhat equalize so it will not make any
difference to the corporation whether it pays it out or not?

Mr. MAGILL. That is right.
Senator VANItNDoRG. And if there is any effort to evade, you can

reach them under 102, can you not?
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Mr. MAGILL. It is not a question of evasion but of getting an equal
tax from earnings, whether distribute or not. I would not urge that
all corporations that retain income are doing it for the purpose of
evasion or avoidance; on the other hand, looking at it from the point
of view of the Treasury, I would like to see us get as much revenue
from undistributed profits as we get from the distributed profits.

Senator KING. I understood you to say in response to Senator Brown
that the reason you are not imposing taxes upon banks was because it
was socially and financially desirable in the interest of the public
generally to have our banking institutions sound.

Mr. MAGILL. Not merely sound, but to accumulate reserves.
Senator KING. Exactly. Is it undesirable to have corporations

accumulate reserves?
Mr. MAoL. No; as I said to him, I think it is obviously desirable

from the point of view of the Treasury or anyone else that corporations
should be as sound as possible. We do not obtain revenue in income
taxes from corporations in liquidation. It may be that perhal)s you
were too generous in 1936 in letting the banks out, but I (1o not think
so. I think in view of the fact that banks are performing a quasi-
public service it is well to encourage them to accumulate reserves.

(Resumes reading.)
It seems evident, therefore, that the corporation taxes provided for

in the House bill are amlply safeguarded against hardships to corpora-
tions in general, or in the particular cases to which attention has been
drawn. Corporations with small incomes will receive much lower
rates of tax than would obtain if a flat tax were applied to all corpora-
tions. Likewise, corporations with large incomes which follow a
normal American policy of dividend distribution, will receive a lower
rate of tax than would obtain if all corporations were taxed at a flat
rate.

The problem of adjusting the rates and the method of income taxa-
tion, as between different classes of taxpayers, is one of extreme difli-
culty. The system of corporation taxation and of individual taxa-
tion as well can doubtless be further improved as time goes on and
experience develops. But if equal taxation of different classes of
taxpayers with similar incomes is desirable, as doubtless all would
agree, the House bill more nearly approaches the standard than a
reversion to the pro-1936 method of taxing corporate incomes.

4. The Treasury fully shares the desire of the Congress and of tax-
payers that the administration of the revenue laws should be as simple
and as expeditious as possible. Several of the changes embodied in
the House bill were adopted for this purpose. The most important
is the consolidation into a single intelligible rate schedule of the two
sets of estate tax rates and exemptions whiich have cluttered up the law
for the past 6 years. The total burden of the estate tax has not been
changed thereby, but the general operation of the tax and, in particular,
of the credit for State death taxes has been improved and simplified.
Although, as I have stated, the aggregate yield of the estate tax is not
changed, the amount of the credit for State death taxes allowed to
particular estates will differ somewhat from existing law.

The principal change will be that a great many small estates which
under the present law receive no credit or an inadequate credit for
State inheritance tax will now receive more liberal treatment. All
estates of $1,100,000 or less, or over 98 percent of all taxable estates,
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will receive a larger State death tax credit under the House bill than
under existing law.

Senator KING. With that ameliorating situation, do you meet the
criticism-and I do not use the work opprobriously-that was leveled
at the State tax credit by the Governor of New York.

Mr. MAGILL. You meet it in this way-I)erhaps I had bettor give
you the next sentence so we will have a complete statement.

Senator KING. All right.
Mr. MAGILL. By the samle token, estates of more than $1,100,000

will receive slightly less favorable treatment than at present.
In other words the change which was ma(de in the rate schedule

and the percentage credit there, from one point of view may be con-
sidered a mechanical change. What we sought to do was to eliminate
the present confusion in the rate schedule by reason of having two
rates schedules and exemptions, and by telescoping the two and giving
a credit against the combined result, which would be eq uivalent in the
aggregate to the amount received now. Since the credit is computed
on the 1926 rates, in which there was a $100,000 exemption, the effect
is that the small estate does not get as complete a credit as the larger
estate.

That leads to the statement that the result of giving the credit
against the present rates, which are at present imposed under the
1935 law, is that 98 percent of all the estates, the bulk of the estates,
will receive greater credit than they do now and that but a few estates
will receive less. The total revenue is the same.

Senator GERRY. Is it not true when you refuse to allow the deduc-
tion of $50,000 on which gift tax has been paid, that you are thereby
increasing the rate that a $50,000 estate will have to pay to about
1,400 percent, I think it, was testified yesterday, because when you take
off that gift tax as a deduction, you are naturally increasing the rate
on the $50,000 estate, and 1 think that offsets your whole schedule
here as to that amount.

Mr. MAGILL. I have been speaking-I separated the two changes
in my statement here, and I have not yet spoken of the one to which
you refer. So far as consolidation of rates, if you take that and the
cre(it---

Senator GERRY. I think that is true, but when you take into ac-
count the other amendment, the result is entirely different.

Mr. MAGILL. Oh, yes. As I will say in a moment, we do contemn-
plate getting additional revenue under the other change, but this
particular change does not rob the States. It leaves them where
they are now as far as the aggregate is concerned. The reason New
York is concerned is because-the fact is, New York and Pennsylvania
collect more than half-

Seonator GERRY. It is not only New York; my own State has regis-
tered a very strong protest against it, and I will have the figures here
in a day or two showing what the State will lose.

Senator GEORGE. I would like to have you finish about New York
and Pennsylvania.

Mr. MACILL. I was saying that so far as the question of overlapping
taxes is concerned-and perhaps I should speak of it a little more
broadly that I have-the Treasury is as much concerned with that as
anyone else. It is a very serious problem. So far as the State inher-
itance taxes are concerned, it is a particularly serious problem with
respect to New York, because our figures show that during the 6-year
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period 1930 to 1935, the last year for which we have complete infor-
mation, nearly half of the total estate and inheritance taxes collected
by all of the States were collected by New York and Pennsylvania.

Senator GERRY. Is that not true of the income tax, too?
Mr. MAGILL. Not quite to the same degree. The three States-

Massachusetts, New York, and Wisconsin-collected four-fifths of
all State income taxes which are collected. I do not think Pennsyl-
vania had all income tax.

Senator GERRY. I know I had a very sharp protest from my State
officials on this provision about the money they were going to lose.

Mr. MAGILL. I want to be perfectly fair about it. So far as estates
in excess of $1,100,000 are concerned, they will get less credit than
now under the proposed scheme; those under that will get more.

Senator BULKLEY. Can you give us a table showing the effect of
this, by States?

Mr. MAGILL. We could, in one form or another. Of course, the
effect on a particular State depends upon what kind of taxable estates
you lave; that is, what is the proportion of people who are (lying and
who havo estates above $1,100,000. 1 can show you the last figures
we have on how much Ohio collected from State inheritance taxes
and what the Federal Government collected from decedents (lying in
Ohio.

Senator BULKLEY. Of course, we cannot tell who is going to die
next year, but we can say what would have been the effect in the last
2 or 3 years.

Mr. MAGILL. There is a table in the hearings I will be glad to refer
to, which shows the latest data on State collections from death taxes
and also the taxes collected by the Federal Government from decedents
who (lied in the State.

Senator BULKLEY. You say that is already in the record?
Mr. MfAGILL. It is in the House hearings. I will give you the

reference to it (pp. 134-135, Ways and Means Committee hearings).
The CHAIRMAN. Mr. Magill, I know, so far as I am concerned, I got

the impression the consolidation the House bill had made could not
affect the status quo of the estate taxes in the States, and when
Governor Lehman's letter came, and Mr. Graves' testimony, repre-
senting several States' opposition to this proposition, stating instead of
getting the 16%-percent credit that the House bill is supposed to give
on the consolidated proposition, that it would increase it to about 25
percent, I believe, as far as New York is concerned, and that itpre-
sents a different situation. Was that matter analyzed by the Ways
and Means Committee when this proposition was presented to it?

Mr. MAGILL. Yes; they discussed this. As to the different States,
the situation is what Senator Bulkley was just bringing out; that is,
how this change will affect the particular State depends on the rela-
tive percentages of those dying in that State with estates above
$1,000,000 and those below t.at figure.

The CHAIRMAN. We app:eciato that, but did the House committee
appreciate the fact that certain States might disrupt their budgets?

Mr. MAGILL. That was brought out there. They had before them
this table which appears on pages 134 and 135 of the House hearings,
which gives the Federal and State inheritance, estate, and gift tax
collections in the various fiscal years from 1930 to 1936 and also the
Federal collections for 1937.
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The CHAIRMAN. This bill does not effect an increase in revenue to

the Federal Government?
Mr. MAGILL. That is right.
TheCHAIRMAN. It is only a reformation.
Mr. MAGILL. Yes, sir; aimed at simplicity.
Senator VANDENBERG. Is that your sole reason--sihnplicit ?
Mr. MAGILL. Yea; we felt a change of this kind should be made

and that we shou l not go on indefinitely *ith the complexities' you
have now.

I think you have before you the complete case on the subject.
Senator GraRy. State officials said they could not possibly get

along with under 25 percent, in Rhode Island and North Carolina,
and that they would have to revise their State laws.

Senator TOWNSEND. It affects the State of Delaware seriously.
Senator VANDENBERG. Tile table on page 134 would not bear with

the question we are wrestling with, because it does not indicate the
size of the estate.
. Mr. MAGILL. No; as I said to Senator Bulkley, how the proposal
will affect a particular State will (10 spend on how many decedents die
in particular years and the value of their estates.

Senator VANDENBIIHG. There are no figures available on that?
Mr. MAGILL. I (to not think so, no. Of course, it will vary irom

year to year.
Senator VANDENBERG. Then the House did iot have the inforina-

tion before it which is developed by Governor Ihman's letter and
these subsequent complaints?

Mr. MAGILL. They had everything developed by the letter, but not
the statistics which you refer to, because there are no such things, and
I (1o not think they would (1o you much good if you ha(l them,
because obviously there will not be. a regular recurrence of deaths
in particular estate-tax brackets. Naturally, they will vary from
year to year.,

The CHAIRMAN. The Treasury does not combat the assertion that
came out in the hearing yesterday, that the credit would have to be
increased from 16M to 20 or 25 percent in order to get the revenue in
the present law as in the case of New York, New Jersey, 'and North
Carolina?

Mr. MAGILL. I do not know that, but taking the country as a
wvholo, the revised schedule and the revised credit for estate taxes is
intended to give us the same revenue we are getting now. As it will
actually work out, the bulk of the estates will get a bigger credit than
they are now receiving.

Senator GEORGE. The Treasury can compute" that?
Mr. MAGILL. Yes.
Senator GEORGE. Would this:readjustment which will take place

and which positively will affect some States more than others-will!
that not compel them to modify their inheritance-tax laws?

Mr, MAGILL. It would have that effect in some States and that is)
why weput ahead the effective date of this scheddlo; it is for person
dying after December31, 1939, thus giving the States the opportunity.
to make any adjustments they might want to make. The credit for:
state death taxes is based on the 1926 rates, which have not been ir
effect for some years. Some of the State laws, I believe, refer specifi-i

t$4ss5-5.----45
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ally to the 1926 Federal Revenue Act, and hence if a change of this
character is made, their laws ought to be amended to refer to the
current provisions.

The changes in the revenue law so far described result in a net loss as
compared to existing law. Consequently, the Ways and Means
Committee decided that some of the additional revenue required to
maintain the present flow of internal revenue might properly be
obtained by decreases in estate tax and gift tax exemptions.

(Resumes reading.)
At present, there are only about 9 000 taxable-estate tax returns

filed with the Federal Government each year, although approximately
1,100,000 adult deaths occur annually. Estate- and gift-tax exemp-
tions may aggregate $120,000, plus the indefinite amount of property
which may be transferred by gift free from tax through the medium
of the annual gift-tax exemption of $5,000 per year per person. In
other words, it is a comparatively easy matter for a man to transfer
an estate of several hundred thousand dollars to his wife and children
over a period of years without any Federal estate or gift taxes at all.
The House bill provides that the estate-tax exemption of $40,000 shall
be reduced by so much of the gift-tax exemption of $40,000 as has
been utilized by the decedent during his life. The result is that the
present group of exemptions totaling $120,000 is reduced to $80,000.
Secondly, the House bill reduces the annual gift-tax exemption from
$5,000 to $3,000.

Senator VANDENBERG. Is there any estimate of what you gain from
these particular taxes?

Mr. MAGILL. The figure is, estimating the type of situations we
have now, we will get somewhere between $10,000,000 and $15,000,000.

The CHAIRMAN. On both?
Mr. MAGILL. On the two; yes.
(Resumes reading.)
Although the revenue bill covers many other subjects of consider-

able importance in particular cases, as you know from your detailed
study of its provisions, I believe I have mentioned the high lights of
the bill. Revenue revision is a continuing process which must be
carried out-cautiously, not only because of the complexity of the sub-
ject itself, but also because of its far-reaching effects upon every citizen
m the country. I shall not burden the committee with a recital of
other iiiajor topics which are now being considered in the Treasury and
upon whuch recommendations may be made in the future at the re-
quest of the Congress.

Indeed I think I have taken too much time already.
Many of these could not be considered at this time, because of the

generally accepted policy of concentrating attention mainly upon, cor-
poration taxes and taxes on capital gains. In due course, we hope that
the administrative provisions generally, and hi particular the methods
of court procedue in tax cases can be simplified and improved. The
overlapping of State and Federal taxes is increase and need
thorough study and prompt solution. It may be possible to consoli-
date Federal estate and gift taxes, with an increase in simplicity and
in fairness. These and a number of other more detailed problems are
now being considered, and data and recommendations will be available
later when desired.

The President has strongly urged that the revenue system, as re-
vised, should be so designed as to yield as much as the existing system.
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The committee ls asked the Treasury to furnish estimates of revenue
yield, not only for the next fiscal year, but for the calendar years 1936
and 1937, in which business conditions wore better than it is antici-
pated that they will be during 1938 on the average.

The statistics for 1936 are particularly useful, since we have accurate
and complete data as to total incomes and deductions for that year.
We agree, with the committee that, in considering prospective revenue
yields, past performances for year 1936 as well as future probabilities
for years like 1938-39, should be taken into account.

The CHAIRMAN. Have you taken that into account in the esti-
mates which you are going to give the committee?

Mr. MAoLL,. We have. As I told you the other day in executive
session, these estimates which Will now, be given have been prepared,
as I understand it, on the basis, in the case of 1936, of the exiSting
level of business activity for that year, and for 1938 and 1939, upon
the levels of business activity which it is anticipated will exist during
that year. No account has been taken of the effect of the tax bill
itself in stinmlating or depressing business activity. In other words,
for the sake of getting comparable figures, we will give you the Budget
estimates based on the estimated level of business activity and an
estimate of what the schedules will produce under those conditions.

The CHAIRMAN. Witnesses by the score have appeared before the
committee and have stated certain changes should be made with
reference to capital-gains and undistributed-profits taxes, and certain
surtaxes, if there is to be a revival of business activity, and that if
those changes are made it will cause a revival of business and that
the volume of business will be much larger. Your estimators have
not taken that into consi(leration?

Mr. MAGILL. We have not. As we look at it, in the first place
we have to be conservative, because these estimates are primarily
utilized for financing purposes. We want to know how much we are
going to get in from taxes so that we will know how much we will
have to raise by other methods. The worst thing we can do is over-
estimate; that gets us into serious trouble.

The CHAIRMAN. You told us on Monday you would be able to tell
us something about the returns from the March 15 returns; can you
give any information on that?

Mr. MAGILL,. Yes. The data we have now would indicate that the
income taxes during the present year will yield about as much as was
estimated in the Budget-probably not more and maybe a little less.
Looking at the Budget figure as a whole, we think we will obtain about
what the Budget estimates were in January for 1937-38. The in-
come-tax collections at the present time are not running ahead of
estimated collections, but apparently are going to come out at just
about the figure which we anticipated we would get.

Senator CONNALLY. That is, the figure for corporate and individual
income taxes, both?

Mr. MAOILL. Yes, sir.
The CHAIRMAN. The other day they were running a little ahead.
Mr. MAGILL. Yes; and since then they have been running a little

behind. That is the trouble with trying to make estimates on a daily
basis; but looking at the picture with as much common sense as one
can, it would appear we are going to got from the income tax about
what we thought we were. I do not think you can count on any
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more; I think the' fact is it will be a little less; but in general it will be
about what we anticipated.

Senator VANDENDURG. Can you tell me about, in connection with
the estimates you submitted, at what level of business you compute
the 1938 calendar year estimates?

Mr. MAGILL. As I understand it, in working out these estimates. a
large variety of basic data is taken into account, various industries
and predictions by experts both inside and outside the Government,
as to what business activity is estimated to 1)e, and a whole mass of
data is run through before the estimators, headed by Mr. Al F.
O'Donnell here [indicating) come out with the figure.

I want to say for the record that these estimates are prepared under
the direction of Mr. O'Donnell by bur Division of Researth and
Statistics. These are not my estimates, because, as you know, I am
not an estimator.

Senator VANDENBERG. Is there any way for you to say you base
your 1938 figures on a subnormal business year, an average- business
year, or what?

Mr. MAGILL. We base it on a less satisfactory business year than
we had either in 1936 or 1937. I believe they are based on the theory
that business will increase during tielatter part of the year, comi-
mencing probably in the la te spring or sununer.

Senator VANDENBERG. To what extent do you rely on the Federal
Reserve index?

Mr. MAGILL,. That is one of the factors taken into account.
Senator VANDENBEmG. The Federal Reserve index would indicate

a tremendously sharp recession, would it not?
Mr. MAGILL. It (i( during 1937.
Senator VANDENBERG. It brings February 1938 down to 79 as

compared to May 1937?
Mr. MAGILL. *That is right. As I understand it, I do not think it

gives future figures: they anticipate improvement in the latter part
of the spring and fall.

Senator VANDENBERG. So this 1938 estimate is based on a general
calculation and it is impossible to indicate the general level of business
which is contemplated?

Mr. MAGILL. It is pretty difficult to do so because a whole number
of different factors are taken into account. As you can readily see,
the process of estimating is 'extremely difficult when you have to
do your estimating considerably i advance of the montlis you are
dealing with. These two tables which you have here-I do not know
how much these mean to you directly-

The CHAIRMAN. One moment, Mr. Magill. The committee has
been working all last week, morning and afternoon, and we have just
got this bill over here today and I do not know what the status of it
is and I have not kept in touch with it but I would like to ask if it
is the desire of the committee to meet this afternoon?

Senator KING. I hope not.
Senator VANDENBERG. Do you mean to meet for the purpose of

writing up the bill?
The CHAIRMAN. I think whelave to start writing up the bill pretty

soon.'
Senator CONNALLY. Have we finished the hearing?
Thie CIAIRMAN. We willhave finished the public hearingA after we

have finished with Mr. Magill. We are going to hear one or two
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people in executive session, but the public hearings will be closed
.when we get through with Mr. Magill unless some member of the
committee wanits to continue.

Senator KING. Is there to be a hearing on the proposed processing
tax upon wheat?

The CHAIJMAN. The Senator was probably not here yesterday.
Seiiator Pope has introduced an amend ment and appeared Ibefore the
committee wanting us to consider it, and I told him I would submit
that to the committee to see whether they wanted to go into that
proposition. I had a meeting yesterday with Clairman Doughton
and Mr. Vinson and Mr. Coo Ir, and they woull offer no suggestion
with reference to it except thecy said the suggestion never came to
them about any l)rocessing tax on this bill front any authoritative
source and they had not considered it at all in this bill.

My pelrsonaf feeling is we have had nothing that I know of, except
from sonie of the Senators tliat want to put it on this bill. However,
I think if we go into the processing tax it is only fair to give those
who may have (lifferent views, whether in ol)position or in favor, an
opportunity to be heard.

Senator KING. I think we have had enough processing tax for the
present and I am opposed to opening up the bill to include a proces-
sing tax.

Senator CONNALLY. Could we not have that discussed in executive
session, Mr. Chairman?

The CHAIRMAN. I was going to bring it tip in executive session.
Mr. Magill, have you finished your statement?
Mr. MAGILL. I have; yes, sir.
The CHAIRMAN. Have you given those estimates?
Mr. MAGILL. Yes, sir. I made up these two tables-
Tie CHAIRMAN. Let inc interrupt you Mr Magill, to say we will

not have a session this afternoon but will meet tomorrow morning at
10 o'clock in this room.

Senator WXALSH. Could arrangements be made with the Democratic
leader, not to have the Senate meet until 12 o'clock.

The CHAIRMAN. 1 will try to see him.
Senator WALSH. We wilt be engaged constantly in writing up this

bill.
Senator GEORGE. I cannot be here tomorrow, and I hope you will

not start writing tip the bill until Thursday.
The CHAIRMAN. Would it be the desire of the committee-this is

Tuesday-that we meet Thursday morning to begin to write ip the
bill, and try to finish it this week'if possible, so that--A would like to
request, Mr. Magill-the hearings were quite illuminating and many
siiggestions were made with reference to administrative features and
othQr things, and the Department, at our request, had a representa-
tive here, and I hope that these hearings will be read' by the authorik
ties at the Treasury so you may be in a position to give to the com
inttoe in executive session the reaction of the Treasury to some of

these suggestions.
Mr. MAGILL. I fully expect to do that. I have gone over a digest

of what has been occurring here daily, and as soon as the clerk can
supply me with the record-he has ddne a very good job of giving
them to me as soon as they come off the press
I The CHAIRMAN, I want the hearings printed quickly. We wilt meet
at 10 o'clock Thursday morning in executive session so we can have
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all of this matter in hand and the committee members can read the
hearings, those who were not able to be here, so we can move along.

Senator BROWN. There will be no hearing tomorrow?
The CHAIRMAN. No, sir.
Now, Mr. Ma gill, will you give us those estimates?

* Mr. MAQILL,. The two mimeographed sheets A and .B'contain, I
hope, the principal estimates you desired on the various alternatives
you wanted to consider.

I would be glad to have you question me rather fully about those,
because in order to set it up in short tabular forn, it is (lone in a sort
of short-hand fashion, and explanations are pretty necessary for you
to see what you have there.

The CHAIRMAN. Well, proceed to explain it.
Mr. MAGILL. Taking the first one, on capital gains and losses,

exhibit A, the revenue situation as to that is given in the first line.
You are familiar with the fact that under the 1)resent law, the amount
of gain which is taken into an individual's ordinary income depends
on certain percentages which are reduced as the time that lie has held
the asset increases. In other words, for example, taking the extreme
case, if lie has held an asset for 10 years, only 30 percent of the gain
is taken into account, as against 100 percent if lie sells it before the
end of 1 year.

Senator CONNALLY. Are you not giving a man a premium for not
selling?

Mr. MAOILL. The percentages do encourage holding in the sense
that the taxpayer gets a lower tax rate as time goes on.

Senator CONNALLY. IS that not an inducement for him to hold it
and not sell it, and ought we not offer him some inducement to go
ahead and sell, since the more transactions there are the more business
will be stimulated?

Mr. MAGImA. I think what you say is true. I think a man is in-
duced to sell by various considerations, however, of which taxes are
only one.

Senator CONNALLY. But that is the only one we are concerned
with here, the effect of the tax; the other factors we cannot regulate.

I want to say I voted for all of these things, but I am coining around
to the view that as to capital gains and losses we should make it more
attractive to a man to sell instead of offering him a premium to hold
on to it, because if lie sells we get revenue from him and the pur-
chaser may then in turn sell again and then we got further revenue
from him. It seems -to me the considerations for moving up business
would be better subserved by a lower rate of tax on the capital gains
than to put it so high it would deter a man from selling.
. Mr. MAGILL. Of course, you have this other factor; I believe it is
the view of our economic experts, and here I speak with caution,
that people are induced to sell or to hold by a number of other factors
besides the tax considerations.

The report ofrthe Texas Co. has just come out, showing a much
better year than the year before. If you own 100 shares, or I own
100 shares in the Texas Co., even though I conclude I could sell them
this year to some advantage, I nevertheless think that since the
company is going along well I had better hold on to them as there
is no advantage in selling Texas shares and buying some other stock.
The great bult of stock is not hold for sale but is held primarily for
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investment. So I do not suppose you want to go all of the way to
encourage people to sell.

Senator CONNALLY. I would put some tax on it, of course, but I
was talking to a man from my State with a rather large income and
he had it all figured out if he 'could sell a piece of property, if he sold
it now it would run into taxes so high it would practically wij)e out
any profit lie would make; so the result was lie (lid not sell, but
waited. If he wants to sell now, the rate is so high there is no induce-
ment to sell. His argument rather convinced me.

Mr. MAILL,. The tax on capital gains is in fact less than on ordi-
nary, income if the asset has been held for more than 1 year. I have
no doubt that most persons, whether rich or poor, would! like to have
it lower still, It is a happy thought, but bow far is it a matter of
judgment?

Senator CONNALLY. But if lie does not sell you do not got any tax.
Mr. MAGILLJ. That is right.
The CHAIRMAN. As an export, economist, and professor, do you

believe it would be helpful to business if we could make the capital-
gains tax at i reasonably low figure, and making him hold it a reason-
able time, I or 2 years? If you (1o not want me to ask the question,
I will withdraw it.

Mr. MAGILL. No; I like your questions. However, I do not have
those first three qualifications; I am neither an expert, nor am I at
the present time a professor, and I never was an economist, so, my
answer will probably be wrong--

Senator KING. An expert, you understand, is a man who knows
more and more about less and less.

Mr. MAGILLJ. I know less and less about less and less, it seems to me.
My own honest belief is the rates on capital gains in the present

law are about as liberal as there is any equitable reason for providing.
The other consideration is, or course, the one which you have men-
tioned and the one Senator Connally has mentioned, that is whether,
a lowering of these rates, even though they may be low as compared
to rates on other types of income, would encourage transactions, and
that is desirable.

Senator KING. It would put more money into circulation and in-
crease business?

Mr. MAGILL. Yes. I am told by our economists they do not look
forward to very much from that source, but you have had general
testimony here to the contrary.

The CHAIRMAN. Give me the names of the economists who have that
view.

Mr. MAGILL. The Division of Research and Statistics has a number
of economists. The head is Mr. Haas, who has appeared before you in
times past. In addition, I have working,primarily with me, Dr. Carl
Shoup, who is professor of economics at Columbia and who was also
head of the Twentieth Century Fund Study on Facing the Tax Prob-
lem, conducted during the past couple 6f years.

Senator KING. He was not in harmony with many of the views
expressed in the reorganization bill.

Mr. MAGILL. I do not know whether he got into that. That prob-
ably was another branch-

'the CHAIRMAN. How long has be been there?
Mr. MAGILL. He came down as a special assistant durin the fall.

He is now on full time, on leave from Columbia.



The CIIAiuiAN. He does, not agree with Dr. Fairchild, professor
of economics at Yale?

Mr. MAGILL. Dr. Fairchild testified yesterday; I donot know what
his views are on that.
' The CHAIRMAN. I hope he will read the testimony of yesterday on
that subject.

Mr. M AOILI. I am sure he will want to.
The CHAIRMAN. Itis rather confusing to a layman, except looking

at it in a. practical way, but every witness who has appeared before
this committee, and I think some men of big standing have been
among thpm, have toli us it would hell) business, and God knows I
think this conunittee wants to hell) business if it can; I think if we
lose a little revenue in order to help business, whfile that loss may be
temporary, we will gain it back next year.

Senator CONNALLY. It seems to me there is a differentiation between
ordinary income an( income from capital gains, because ordinary
income, the taxpayer has to pay it; he has no choice. But in the case
of capital gaiins he has a choice; he does not have to realize unless h
wants to; he can wait and postpone and( get the advantage of 3 or 4
or 5 or 10 years, whereas on ordinary income he has to pay it. We
will get that revenue on ordinary income but we will not get it from
capital gains unless he realizes it, and when lie does realize he brings
about a transaction of some kind, a business transaction, and the
man to whoiu lhe sells it may .turn around and sell it to someone else,
and it seems to me in that way it, stimulatvs business transactions.

-Mr. MAG mL. That is perfectly true. On the other hand, capital
gains may accrue over several years' time, whereas ordinary income
usually accrues over a single year. So soie kind of preferential treat-
nient for capital gains is indicated on that score.

Senator CONNALLY. I think he should pay a tax--
Mr. MAGILL. However, I think the )resent provisions are suffi-

ciently )referential.
The CHAIRMAN. The House bill is much better in that respect than

the present law.
Mr. MIAGILL. More liberal; yes, sir.
The CHAIRMAN. But it does not go far enough.
Mr. MAGILL. Not on capital losses, in particular, but there you

have a loss of revenue starig you right in the face. • 1.
Senator -KiNo. Is it not a fact that Great Britain, after-expleriont-

ing with the tax upon capital gains and losses, reached the conclusion
that those higher rates did not result in increased revenue and were a
detriment to business, and they reduced them very, very much, and
has not our own experielieo demonstrated the wisdom of that policy?

*Mr. MAOILIL. So far as I know Great Britain never had a tax on
capital gains, as we know it. So far as the expert recommendations
are concerned in Great Britain, they have been that Great Britain
impose more capital-gains tax than now. The British tax, profits on
business transactions such as sales of securities, just like any other
kind of income.

Senator KINo. That would not fall into the regular conception of
capital gains and losses for tax purposes? r

Mr. MAGILL. No, we call that business income, As far as I am
aware the British never have taxed capital gains for the reason that
fheiir tax law is made up, rather curiously, of a series of.schedules corn-
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prising the different type of income which are taxable. None of
these schedules include a tax ol isolated transactions for profit, but
the recommendatibns made in 1920 by the Royal Commis-sion wore
that the British should collect iore from capital gains than they are
doing.
Tie CHAIRMAN. It is a little difficult for me to un(lerstand this

exhibit, and I would like to have an explanation; just go ahead with it.
Mr. MAGILL. An explanation is almost essential, I think.
Taking your present law figures, the 1936 figres-
Tie CHAIRMAN. This is on cal)ital gains and losses?
Mr. MAGILL. Capital gains and losses, yes, sir. The 1936 figure is

supposed to represent the actual net, collections from the income tax
on capital gains, $187,000,000. During 1937-that, I take it, is an
estiniate-we take it for 1937 we will collect only $28,700,000, the

reason being we anticipate very large losses taken in the latter part
of 1937 to offset gains taken in the forepart of the year.

In 1938 it is anticipated we will get i(iore money from cal)ital
gains---

Senator KING. Is that because you believe the people are anfticil)at-
ing amelioration in. the present cal)ital gains and losses irovisioni and
therefore there will be an increased volume of sales and hence an
increase in revenue?

Mr. MA(lL. Those considerations ire not taken into account, at
all in hero Senator; they are not considered in these figures. A0 I
un(lerstand( it, as someone puit it the other day, these are Cold figures.
The tax law, as such, is not taken into account as an encouraging or
discouraging factor in working out these figures.

The 01JAIUMAN. In 1938 you anticipate $74,000,000'!
Mr. MAoILL. $74,500,000.
The CIJAnIMAN. That is the calendar year.
Mr. M[AGILL. Yes. Now, for fiscal 1939.--
The CHAIRMAN. Why did you take fiscal 1939 instead of cloulur,

as in the others?
Mr. MAGILL, Simply because fiscal 1939 is the lnxt fiscal year. I

suppose calendar 1939 would look something like calendar 1938.
The CHAIRMAN. Wo will understand it i little hotter if the calendar

year is used.
Mr. MAGILL. I gave fiscal 1939 because that is the one we are work-

ing toward, and the one for which you have Budget estimates.
The CHAIRMAN. All right. Is that $56,000,000 for half the year?
Mr. MAGILL. No; the whole year.
The CHAIRMAN. From July 1, 1939, to June 30, 1940?
Mr. MAGILL. No; from July 1, 1938, to June 30, 1939.
The CHAIRMAN. I see.
Senator BRoWN. That is all based oil the application of the 1936

Revenue Act?
Mr. MAGILL. The present law.
The CHAIRMAN. All right Now take the House bill.
Mr. MNIDinL. The HIoupo bill, you will notice, has certain loss oary-

over provisions which are not contained in tile present law. I think
you understand those in general. They are pretty complicated, but
generally speaking you may have a carry-over of net capital losses to
the following year so far as long-term losses are concernedi, That
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operates to reduce the revenue because it gives' the taxpayer that
additional advantage. So the bill is estimated to yield less on such
business conditions, or such incomes or transactions as you had in
1936.

In the next fiscal year 1938-39, you will notice it is estimated to
yield about the same amount. That is for the reason that in computing
that fiscal year the loss carry-over provisions would not be operative;
the would not be detrimental to revenue in the following fiscal year.

The CHAIRMAN. That is shown by the 57.8?
Mr. MAGILL. Yes.
Senator BULKL Y. I do not follow you. Here is the fiscal year 1939,

and that is half based on 1937 and half on 1938 returns, is it not?
Mr. MAGILL. The first three figures that you have here in the second

line "House revenue bill of 1938" are the estimated yield of the
provisions which you had in the House bill on the actual business
which was done in 1936, what it is estimated it was during 1937 and
will be during 1938.

Senator BULKLEY. Those are returns for those calendar years?
Mr. MAGILL. It is what it is estimated the returns will be, irre-

spective of any encouragement or discouragement to business that might
result from this bill. We take the transactions which we think will
take place during those years as used for the Budget. For fiscal year
1939, that figure is not perfectly comparable with the first three figures
that you have, for the reason that the provisions of this bill, so far as
capital gains and losses are concerned, take effect January 1, 1938.
Now, the loss carry-over provisions are not operable as to past
losses -

Senator BULKLEY. But it is the figure for the fiscal year made on
the receipts estimated during the fiscal year?

Mr. MAGILL. Exactly.
Senator BULKLEY. But those receipts during the fiscal year are

half based on the returns for 1937 and half on the returns for 1938?
Mr. MAGILL. They are about half based on capital gains which

were realized during 1937 under that law, and half from capital gains
which may be realized this year under this law.

Senator BULKLFY. But how could the receipts for that fiscal year
be greater than the returns for either of the years on which they are
based?

Mr. MAGILL. BmcaisA the House bill effects a considerable number
of important changes on the capital gains and losses provisions;
it tightens up in some respects and loosens up in others, and as those
are estimated to operate for the next fiscal year,; the ones tightening
up appear to give more benefit.

Senator BULKLEY. But you state that the returns are estimated
to show for the calendar years 1937 and 1938, and if those returns
are made, how can you possibly collect more than either of them when
your receipts, your estimated receipts for fiscal year 1939 are based
half on one andialf on the other?

° Mr. MAGILL. This would not be the whole st6y, but, irid~i "the
present law, short-term losses, losses on sales 'of securities held for less
thin 1 year, for example, may be used to offset longterin gains, gaias
realized on the sale of property held for 10 y i6ro'for instarlce. Under
the tHoilowbill that is no longer'true.! Colseqtnently."tho 'inrnedit&
effect, as estimated here, will be an increase in revenue for the next
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fiscal year. Now, for following years, when the loss carry-over
provisions come into operation, you will lose as against existing law.

Senator BULKLEY. I still do not-
The CHAIRMAN. We will ask you more questions about that in

executive session.
Mr. MAGILL. I would like to try to answer Senator Bulkley's

question.
Senator BULKLEY. I am assuming your return are all made for

1937 and they show a tax liability of $11,700,000, and then your
returns are all made for 1938, and they show $42,000,000. Now,
how in the world-

Mr. MAGILL. Your assumption is not quite correct.
Senator BULKLEY. That is what I want to find out
Mr. MAGILL. The first line, under the present law, the figure of

$28,700,000 is what we estimate we will get from the not of capital
gains and losses duringthe calendar year 1937 under the present law.

Senator BULKLEY. Returns for operations made in the calendar
year 1937?

Mr. MAGILL. Yes; in 1938, the $74,500 000 figure is what we think
we would get, net, under the present law r the present year. If the
law were changed, as it was in the House bill, we figure we would get
less for 1936, 1937 and 1938, as there indicated. For the next fiscal
year, 1939, we figure we would get a little more.

Senator BULKLEY. But the fiscal year is a different thing; it is what
you estimate to collect and not returns from business done.

Mr. MAGILL. That is right.
Senator BULKLEY. But if you estimate you will collect half of the

$11,700,000 and half of the $42,000,000, how could it be $57,000,000
for 1939?

Mr. MAGILL. Well, you see you have here-I see what you mean.
You have $28,700,000 and $42,200,000 which would have been about
$77,500,000 if the loss carry-over provisions of the House bill were
not effective which is true so far as the fiscal year 1939 estimate is
concerned.

Senator BULKLEY. Where is the $74,500,000?
Mr. MAorL. That is in the present law, as applied to the calendar

year 1938.
Senator BULKLEY. But I am asking about the second line. Suppose

the law is amended as provided in this bill; you estimate that the
operations of 1937 would yield $11,700,000.

Mr. MAGILL. During that calendar year, yes.
Senator BULKLEY. You cannot increase that afterward, and you

are getting half of that and half of the 1938, which, together, repre-
sent 1939.

"Mr. MAGILL. No.
Senator BULKLEY. Why not?
Mr. MAGILL. So far as 1937 is concerned, the present law will be in

effect, as far as the House bill contemplates.
Senator BULKLEY. I see what you mean now. This is not an esti-

mate on what the yield would have been if the law were amended-
Mr. MAGILL. It ig fifty-fifty in effect.
This last column, as I understand, shows what we think you would

actually get during the fiscal year 1938-39 if the House bill were
adopted, effective as of January 1, 1938.
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Senator BUVKLEY. So this estimate of $11,700,000 is not regarded
as being effective?

Mr. MAGILL. Not really; no, because the House bill would not be
effective in connection with 1937.

Senator BULKLEY. I thought this was assuming it were effective.
Mr. MAGILL. I am glad to go into this, because, as I have said, and

you have brought out, this last column is not strictly comparable for
the reasons we have been discussing, and I gave it to you because I
thought you might want to see what you might anticipate getting
into the Treasury in the next fiscal year.

The CHAIRMAN. Now, let us take the third one.
Mr. MAGILL. That requires a little explanation. I have described

it as the 1924-act method, for siniplicity. In that act the substance
of the method for taxing capital gains was, so far as gains were con-
cerned, a taxpayer might apply to them a flat tax rate of 12% percent.
As far as losses were concerned, he was not allowed to reduce his tax
on other income by wore than 122 percent of the loss; in other words,
it limited the deduction on the losses and also limited the tax on the
gains.

Senator VANDENBERG. On your table you are applying 15 percent,
Mr. MAG1ILL. Yes; assining you utilize that scheine, but use the

rate of 15 percent, and assunie there were no loss carry-over provisions
at all-you could deduct the losses in the way I have described, but
you could not carry over any net-loss to the following year-the esti-
mated revenue, under that hypothesis, for such a calendar year as
1936, is $156,000,000; for 1937, you would lose money as there would
be an excess of deductions for losses over gains; for 1938, the estimate
is the receipts would amount to $46,000,000, and so far as the next
fiscal year is concerned, we expect to get $39,000,000 from it.

Senator- BROWN. I (onot see the justification for your low estimates
for 1937, all of the way down, in the various methods of computation.
You said you thought that was duo to the fact tlere would be a good
many sales at losses in tbo last half of 1937. I want to ask whether
you base that on any experience you have so far had in your collections
of income-tax returns for 1937?

Mr. MAGILL. No; they have not been sufficiently examined so that
this represents an actual figure.

Senator BRowN. I (to not particularly remember October and
November, but I think December was one of the lowest months in
the last several years in total amount of sales on the New York Stock
Exchange. I particularly remember in the last week they did prac-
tically no business at all.

Senator VANDENBERG. Compared with other years, it was just the
reverse.

Mr. MAGILL. There were a lot of tax sales at the end of the year.
Senator BROWN. I know in the last week in December the sales on

the exchange were very, very small. So I question whether your
estimates for 1937 are sound or borne out by the facts.

Mr. MAGILL. They may not-be., As I have said before, I did, not
make these, but they are made on the basis of as good available data
as we can get. I know economists from a large number of banks and
brokerage houses in New York were questioned by our people with
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respect to existing tax (luring the fall of 1937, at the time the Budget
estimates were being prepared, and our men that handled this ought
to have been familiar with what conditions actually were.' Whether
they used good judgment in estimating from them, I do not know,
but I hope they (lid.

The CHAIRMAN. All right.
Mr. MAGILL. The next line is the fourth line, which assumes a

method of taxing capital gains and losses like the one used in the 1924
actexcept that the rate 1. made 15 percent instead of 126, as it used
to be, and that rate is applied to the gain and loss on the sale of
assets held over 1 year. Under the system applicable (luring the
twenties, capital gains were gains from sale of property hold more
than 2 years. Consequently if this were applied to sales held more
than 1 year, it would lower the rate applicable to great many capital
gains at present. The next line of figures gives you that.

Senator KING. Was not their experience under capital gains and
losses such as to justify the conclusion that restrictive capital gains
legislation deterred investments and resulted in loss of revenue, so
that we practically abandoned it because we did not obtain any
satisfactory results?

Mr. MAGILL. Well, like most other things in this business, the
figures are available and what conolusion'should be drawn from them
is another question. It is true in such years as 1928, for example,
the amount of revenue from capital gains was almost as much as the
amount of income tax on ordinary income, and that can be interpreted
in either of two ways; one interpretation might be that we profited
by having a 12% percent tax on capital gains; the other interpretation
might be that during the period of the twenties we had tle most
active business conditions and the greatest number of sales in securities
we have ever known; we have not approached it since. Consequently,
we were bound to get more money because the number of transactions
was so great.

Senator KING. It, is obvious that the greater number of transactions
in real estate and in securities, the larger the revenue will be from taxes,
and if you have such high tax rates as to deter transactions you are
going to greatly reduce your volume of revenue derivable from gains
and losses.

Mr. MAoIL. Yes; of course, as you know, we have some regulatory
taxes in our scheme of things, such as the taxes on colored 'oeomar-
garine, which are so high that it is not sold, orhardly at all, and the tax
therefore is not collected, and the same is true on State bank notes.
The actual figures on capital gains and losses appear on page 98 of the
House hearings.

The CHAIRMAN. I would like for that to be included in the record
here.'

Mr. MAGiL. It is table 9 on page 98 of the House hearings.
The figures for 1936,are.those which you haven front of you.
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, (The table referred to is as follows:)

Individual income, s taxes, 1026- ---Taxes on capital gains and losses, taxes on all
other income, and total taxes

[In thousands of dollars)
Estimated ETolmated tal

Calendar year taxesoncapi. taxesonalltol gains and other Income taxes I
losses I

9 ............................................................. .25,485 606. 86 732, 471
19 ............ .............................................. 2 879 33, 760 830,639

............................................................. 76 001 588,253 1, 164.254
1929.-- ..................................................... 420,971 580,967 1,001,938

. ... -...... ....................................... --15.226 401,941 476,715
,3F I ...... .. ........... .....-.............................. -891,001 335,128 24,127

1932 ........................................ ................... - -79,917 499. 879 39, 92
1933 ............................................................. 16187 357.953 374,120
1931 ............................................................. 17,197 494.203 311,400
1935 ............................................................. 85, 257 572, 182 651, 439

Net tax liabilities on profit and loss from the sale of assets irrespective of the period assets were held.
s Individual Income-tax liabilities reported In Statistics of Income.

Source: Treasury Department, Division of Research and Statistics, Nov. 6, 1937.

The CHAIRMAN. What was the amount of capital gains receipts in
1928; it was $300,000,000 odd, was it not?

Mr. MAGILL. It was more than that. In 1928 the estimated tax
from capital gains and net of losses was $576,000,000. The estimated
tax on all other income was $588,000,000.
* Senator TOWNSEND. What was it in 1929?

Mr. MAGILL. $420,900,000 from capital gains and $580,967,000
from ordinary income.

The last one of these computations can be explained, perhaps, for
present purposes, in this way:

The attempt there was to give the individual who would not benefit
from the 15-percent flat rate, another option, which would be approxi-
mately as good for him as the 15-percent rate is for a man of compara-
tively. large income. You will notice essentially he is going to be
taxed on is transactions for over 1 year on one-half of tip net gain
and lie gets a limited deduction for the losses. Since that reduces the
revenue as to taxpayers in tile lower brackets you get a reduced figure
of net revenue from that source. That is the last line on the righthand
side of the page. ,

, Senator KING. It means, does it not, as presented on this sheet,.
that any changes which are recommended in thinHouse bill, in tho
aggregate resultant were very little to the advantage of the holder
of the securities anJ of greater advantage to those Who engage in salefj
Cif capital assets? .

Mr. MAGILL. The House bill does this, if I may difforentiate a little:
The House bill; as fa b gains are :conoerrtd gives the man with
gains. W) excess!of$70,QO0;a etter break. than he gets inow,,. So far tts
the man below that is concerned, it does not do much. So far as
losses are concerned, he gets a liberalized provision with respect to
losses on.long-term transactions, and a somewhat less liberal provision
as to short-term transactions.

Senator KING. By and large do you say, Doctor-and I do not put
it in interogative form by way of questioning your suggestion-that
the provision of this bill will encourage business and induce sales of
capital to the advantage of business generally?
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Mr. MAGILL. Well, if I may-
t ,$enator KING.,It seesto me it is a sort of stalemate and maintains
status quq.
Mr. MAGILL The ftouse bill, as we figure it , will produce a little

more or less than the present law; probably slightly less. There is
noA ay large scale revision which may be anticipated from these taxes.

So far as a taxpayer with income of more than $70,000 who realizes,
capital gains, he gets a decided break under the House bill, and so far
as te,;naIn who realizes losses is concerned, he gets somewhat more
liberal treatment than at the present time.

The CHAIRMAN. You estimate on the 1924 act method, applying a
flat capital gain rate of 15 percent, with no loss provisions in compari-
son with the House bill, that for the year 1938 it would show a 4.2
percent rise.

Mr. MAGIL., $4,200,000 more on 1938 conditions than the House
bil.

The CHAIRMAN. And with those losses, on your estimate at a 15
percent rate, there is a slight decrease from the House bill for 1938,
the House bill being $42,200,00, and this estimate of 15 percent
would be $40,700,000?

Mr. MAOILL. Do you mean plan No. 5?
The CHAIRMAN. That is right.
Mr. MAGILL . Yes sir.
The CHAIRMAN. That is, without taking into consideration the

pick-tip in business due to a shift in that method?
Mr. MAGILL. That is right. This is on the basis of the trans-

actions which we think would take place during that year, irrespective
of the effect of a tax bill.

Senator TOWNSEND. Dr. Magill, will you prepare a table of the
estimated revenue if you broaden the base?

Mr. MAGILL. Yes. You mean if you lower the income tax exemp-
tions?

Senator TOWNSEND. Yes.
Mr. MAGILL. Yes; we have figures on that. What particular

changes would you have in mind?
Senator TOWNSEND. I was just trying to figure out, if you had a

schedule in lowered exemptions, say, from $2,500 down to $2,000, or
$1 500, or whatever your schedule figures it out.

or. MAGILL. I have one here that will give you an idea about it.
This is a combination; this assumes that the exemption for married
persons was reduced from $2,500 to $2,000 and the single person's
exemption were likewise reduced 20 percent, from $1,000 to $800,
that you would get, we estimate, for the calendar year 1937, $70,700,-
000 additional revenue.

Senator TOWNSEND. Seventy million?
Mr'. MAGILL. About seventy-one million dollars additional.
Th6 CO IRMAN. I want to ask you one question before we close.'

You have another exhibit B there and in that I see the House bill for
1937,"youi esti~ifato undet, a, 9 t'te, ',18: percent, instead of,'tho
16-20 you would get $1,515,000,000 instead of $1,429,600,000.

Mr. MAGILL. That is on business conditions for that year.
The CHAIRMAN. What is that?
Mr. MAGILL. On the basis of business conditions for that year.
The CHAIRMAN. And with no. consideration about the helpfulness

of the act to business?
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Mr. MAGILL. That is right.
The CHAIRMAN. And for fiscal year 1939 it would bo'$1,041,000,000

tinder the 16-20 and under the 18-percent flat rate it would be $1,077,-
000,000?

Mr. MAGILL. That is right.
The CHAInRAN. So you think there would be a pick-up in revenue

with the 18-percent flat rate when compared to that?
Mr. MAGILL. Yes. Bear in mind the Revenue Act of 1938-
The CHAIRMAN. Mr. Magill, we will have to adjourn until 10 o'clock

Thursday morning
Senator KING. I want to ask one question before we adjourn.
Mr. Magill, is the difference between plan No. 4 and plan No. 5

due to the disallowance of losses in excess of $2,000; is it not due to
that?

Mr. MAGILL. Not wholly, sir. Plan No. 5 gives a better break to
the man with the smaller income than plan No. 4 does.

I will give the committee an explanation of table B at the next
meeting.

(Exhibits A and B submitted by Mr. Magill are as follows:)

EXIIlBIT A.-Individual income tax-capital gains and losses-Estimated revenue
field from the taxation of capital gains and losses under present law, under the

HJouse revenue bill of 19R8 (H. R. 9682), and under various proposed methods of
taxation

[In millions of dollars]

General method of taxing capital gains Loss carry-over provisions
and losses

1. P resen t law (R even u e A ct o f 193 ). ... N one .............. .. .... ... ... ..
2. House revenue bill of 1931 (H. R. 9rkS2). As provided in the bill .........
3. 1924 act method, except that the flat None ...........................

rate Is 16 percent.
1. 1924 act metlboI, except, that the flat . do.........................

rate Is 15 percent applied to gain or
loss front the sale of assets held over
1 year.

5. Modified 1924 act method:
Short-term gains and losses (from Short-term net losses of the cur-

the sale of assets held 1 year or rent year may be carried for-
les): ward and applied against

Net gais--enter into net In- short-term net gaInq of the fol-
come. lowfilg year.

Net losses--disallowed in the
current year.

Long-term gains and losses (from Long-term net losses disallowed
the sale of assets hold over I in the current year way be
year): carried forward and applied

Net gains-option of (I) a flat against long-term net gains of
15 percent tax rate or (2) enter- the following year.
Ing one-half of net gain Into net
Income.

Net losses-enter Into net in- ..................................
come the smaller of (1) one-half
of the net loss, or (2) $2,000.

Calendar years ' Fiscal
year

1936 1937 1930 1939'

187.1 28. 7 74. 5 5&2
154.0 11.7 42.2 .57.8
116.6 -7.3 46.4 39.3

137.4 -8.4 45.6 38.9

134.8

Treasury Department, Division of Research and 8tatistics. March 19, 1938.
1 Assuming that all provisions are fully reflected In revenueq.
I Assuming that the proposed changes In law become effective for taxable years beginning after Deo. 1,

1937 The major changes in the law are, therefore only partially reflected in fscal year 1939 revenues,
whlfe the loss carry-over provisions are not reflected In revenues until the nfais year 1940.



IIE'WNUR ACT OF 193 711,
EXHIBIT B.-Estitnated corporation income tax liabilities under the Revenue Act of

1936, under the revenue bill of 1988 (II. R. 9882) 1 and under selected flat tax rates
to apply to all corporations [In millions of dollars)

Calendar yearsI
______ -Fiscal year1039 1

1938 1937 1938

Revenue Act of 193 ................................... 1.445 41,641 , 873 1, 0N3
Revenue Bill of 1938 ' .................................. 1,282 1,429 K5 I, 041
Flat rate of 19 percent I ................................ I 437 1, 99 1,000 1,100
Flat rate of 18 percent I ............................... 1,399 1, 657 071 1, SO
Flat rate of 18 percent ' ................................ 1.361 1,515 94 1. 077

Increase (+) ord crease (-) of Revenue Billoftl38over
1936 Act .............................................. -163 -112 -22 -12

Increase (+) or decrease (-) of 19 percent rate over 1936
1936 Act .............................................. -8 +58 +127 +47

Increase (+) or decrease (-) of 1611 percent rate over
1936 Act .............................................. -46 +16 +101 +-30

Increase (W) or decrease (-) of 18 percent rate over 1936
Act ................................................. -841 -26 +75 +21

I As passed In the Htouse of Representatives, Mar. II, 1938.
1 Assuming that all provisions are fully rellected in revenues.
I Assuming that the proposed changes in law become effective for taxable years begimin g after Dec.

31, 1937. The Revenue Act of 1936 figure, therefore, includes only that portion of the Inlividual Income tax
liability which would be lost by repealing the undistribtuted profits tax on corporations. The major changes
in the law are therefore, only partially reflected In liscal year 1939 revenues.

I Includes the Increase in the individual incouse tax as a result of additional dividends force out by the
undistributed profits tax.

3 Reflecting the revenue effect of all provislong affecting corporations In the louse BItl, Includlr.g for all
years the allowance of the deduction of lomes sustained in the sle of depreelable assets and fir calendar years
i936,1937, and 1938 the revenue loss due to the allowance of the relleclaration of capital stock valuation each
3 years.

* Applying to all corporations on the base subject to the normal tax under the 1930 Act.
Source; Treasury Department, Division of Research and Statistics, Mar. 19, 1933.

The CHAIRMAN. I desire to place in the record before the hearings
are closed a brief submitted by Mr. Arthur B. Hyman, counselor at
law, New York City; also a brief submitted by the Operative Buildser
Association of the District of Columbia. This latter brief is a copy
of a memorandum submitted by the National Association of Real
Estate Boards to the Subconni'ttee of the House Ways find Means
Committee. In addition I am placing in the record a letter addressed
to the committee by Hon. Henry F. Long, Commissioner of Corpora-
tions and Taxation, Commonwealth of 'Massachusetts, a stateiiietit
submitted by the Cincinnati Chamber of Commerce, and telegrams
received from George DeForest, of Lord, Lord, )ay & Lord, New
York City, and the American Whaling Co., Inc., of Now York City.

Bmiw SUBMITTiD BY ARTHUR D. HYMAN, CouNsEWOR AT LAW, Nzw YORK CITY

Only a short time ago, we emerged from a world-wide depression which we had
no power to avert and were moving forward rapidly to what promised to be a
higher and wider prosperity than we had ever enjoyed before. With our unlimited
resources and our highly developed and efficient industrial and economic system,
this consummation was to be expected. There was apparently nothing on the
horizon to interrupt our progress. Now we find the forces of recovery in full
retreat, which may turn into a rout if Congress does not act speedily to arrest the
movement and to reverse it.

There. seems to be practical unanimity of opinion that the repeal of the un-
distributed-profits tax and the repeal or drastic modification of the capital-gains
tax would be very powerful factord'for adcomplishing this result.

For many months, a special committee of the House was engaged in the task
of revising the present revenue laws. As a result of it Work, supplemented by
public hearings before the Wayb and Means Commnittee, the House evolved a
bill which, with certain modifications, -is now before this committee for
consideration.

64885-8----40
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My primary purpose in addressing you is not so much to discuss the merits
and demerits of, the various proposals vmbodied in tile bill which is before .the
committee Or to suggest amendments which I have in mind,.but rather tourge
tile committee to postpone consideration of a general revision of the tax bill
and confine its attention to the proposals concerning the undistributed-profits
tax and the capital-gains tax. Action to this end is imperative and we cannot
afford to delay any further the relief and encouragement which the business of
this country sorely needs.

My reason for suggesting this action is that the character of revision needed
will require many months. We have been patching our revenue laws for so many
years that the present tax bill is a veritable crazy quilt. We have built upon old
foundations, showing far too much concern about loopholes and too little about
primary objectives. Every time some ingenious taxpayer has evolved a plsn
for the reduction of his tax liability, the Treasury Department has acted as ir the
Government were being shaken to its very foundations. Every time a few
dollars have been lost as a result of some adverse court decision, the Treasury
has reacted as if such a result must necessarily be inequitable and unendurable.
Amendment has followed amendment, the sole purpose of which was to prevent
the loss of money, the aggregate of which is negligible in relation to the whole.
We have thus made ourselves a nation of penny chasers.

Then, too, we seem to have lost sight of the fact that the primary purpose of
revenue laws is to raise the money necessary for the maintenance and support of.
the Government with the least possible shock to the economic system. Our policy
of profligate spending has made it necessary to find more and more revenue, and
we have been devising ways and means to secure it without regard to the fact that
there is a limit to the amount that can be extracted from the economic system
without bringing about its complete demoralization. Our actions indicated that
we labored under the misconception that the less money the country earns the
more we can take in taxes. We doggedly refused t6 believe what experience seems
to have taught-that beyond a certain point taxation results in diminishing re-
turns and that low rates produce greater revenue than inordinately high ones.

We need a new Vieal in taxation that requires a fresh approach to the subject.
The present tax bill is a monstrous imposition upon the people. It fixes the liabil-
ity of millions who cannot possibly fathom its intricacies. They cannot prepare
any but the simplest returns without the assistance of experts. Endless litigation
is the inevitable price of such complexity. Not the least of its vices is the resent-
snent against their Government which it creates in the minds of our citizens,

The complete revision of our system of taxation is, in my opinion, desperately
needed, but it is not a matter for the moment. The pressing need is for action
that will lift business out of the state of demoralization and inertia into which it
has fallen and Inspire it with confidence. Since income taxes can be collected only.
if and to the extent that there is income, the course indicated is that which will
increase the income and not the rate of taxation.

UNDISTHIBUTED-PROFITS TAX

Discussions of tile undistributed-profits tax have been exhaustive. There is
little to be said on the subject that has not already, been said. , To my mind, It
is a cancer on the economic system and a complete anomaly in tax legislation. It.
is generally considered the greatest single cause of the pivsent depression. Capital
is the life blood of business. This tax has brought about thp flight of capital from,
enterprise; it. has deprived business of the reserves hecessar 'not t$ilyfor expansion'
but even for continous operation by forcinginto the hands of, e stpckholders
mobey desperately needed for pay rols and for thd purchase oF cq f ment., Itihas
created unemployment and thus defeated the primary oD)Cthyp oft-n',a ITnls-
tration. It has utterly destroyed ambition and 1nitativa. a ,
dpged "what's the uso" psychology.. atiy,.. ,' ... pro , .

or the sake of justify ated the tlgia in
ad who have* not thdvouragl to admi, whahtll u*hsqd jud ges cit , perceive,,,
namely, 'that it is utterly' vieidus and without any redeefing tutg Propo~1 ks,

mle to retain it in modifie4foF,,a In the I13.9 A( i6 thePry
tFe the principle of sctAx su , , coc-9 A h tanbi 'in q.thii ef oui n prlnc pli h rolnn
unoasve table reoulf. ' ' .I I ' .'Ast Acatlo"Mtr Itcoi,iq as~o sodu tl,' eap,44n, pe '~od
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cdrtainly f'tt comlinit 11 'to ,an 'It F~ M6 itd' uhi ersally"codne
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Furthermore, it is not easy to reconcile the concern expressed over the loss-of
revenue from this particular source with the lack of concern over a budget that
remains unbalanced, year after year. If it had to. be conceded, for the sake of
argument, what is obviously not so in fact--that there was no other source from
which the loss of revenue arising from the repeal of the undistributed-profts tax
could be recouped-it is nevertheless perfectly apparent that if we can survive
deficits of 2 and 3 billions of dollars a year, we can manage to stagger along with
an additional deficit of 20 or 25, millions. As a, matter of fact, the estimate is
utterly unreliable. We cannot possibly know what effect in dollars and cents
the repeal of the undistributed-profits tax will have. If recession in business
continues at its present rate, the actual revenue and the estimated revenue are
likely to be far apart. . I. .

One proposal which is the embodimentof, the:desire to retain the principle of
the undistributed-profits tax is claimed to have virtue in that it applies and
subjects to tax only 300 to 600 corporations. That very characteristic is pre-
cisely what makes it vicious rather than virtuous. Upon what theory can closely
held corporations be singled out for such punitive taxation? Do not the same
objections which call for its repeal apply in one ease as in the other? In truth,
the small corporation, which is frequently the closely held one, is the one
hardest lilt by the undistributed-surplus tax, It is a waste of time to prolong
such argument further. The proposal has been eliminated by amendienton the
floor of the House, and Law sure the Senate will concur in that action.

When we set over against all the arguments.which have ever been advanced in
support of an undistributed surplus tax in any form, the economic loss to the
country that has resulted and will continue to result,if this impost Is retained, we
shall have little hesitation in reaching the conclusion that it is a luxury that we
cannot afford even to please its sponsors.

C^PITAL-oAINS TAX

The opital-gains tax has been the subjot Of controversy ever since its enact.
mont, Its proponents urge that the profit derivcd from the sale of capital gains
has no just claim to exemption from taxation imposed upon other forms of income.
The fundamental differences between income der Vd from labor or capital and
that derived from the sale of capital assets have been discussed frequently and
exhaustively. They are recognized in the complicated provisions of every act
passed since that of 1921 where the subject was first dealt with. There is very
persuasive evidence that the taxation of profits from such sales was not originally
contemplated'under the sixteenth amendment. However, for a long period of
years it has constituted a part of our system or raising revenue, and it only remains
now to be determined whether its continuance as a part of that system is justified.

Several features of this form of taxation require oxamitation. W%'hat is the
effect of this form of taxation upon our economic system? I know of nothing
more conducive to prosperity than encouragement of free trading. When I say
that, I do not limit its application to the purchase and sale of securities. It applies
as well to the purchase and sale of all kinds of property which fall within the defini-
tion of capital assets. What ever tends to limit or retard this freedom puts the
brakes on business in its broadest sense., It check individual activity, reduces
employment, and curtails the circulation 9f money.

No one doubts that the panic of 1929. resulted in no sniall measure from the
high .taxes Imposed upoi profits derved from the sale. pf capital assets, The
naturalreluctance to ,realize stigh'profits, created by the heavy impost thereon,
resulted in curtailing thp supply which would't 60rwiso have been Availablo to
offset demand. An [nexora ha economic iaw'f9red pr es to heights which had no
regard for actual values, and this conttnved utilthe wbole Atructure toppled over
like a house of cards and biougt diwtkt9  0e, eeetre'ouatry, Ifere again, as
in the case of the uin trlbuted-profits tax, we have a method of raising rev~vo
which is potntiallydaugov jo*ecbnqpgic we'Arq.,. Tl* danger phouj, eitherr
be eliminated, or reduced.. , a

The next qilestiop p be tioy .vIuab16 aLi1s fqr, ta on "'a,
producer of rovenI.. t i M0101hersalld A inlnent Qlithority, it as been a
complete aid gl.astl t fail Wrehitljrpct, . 1 b 'oo 4onltat'jis is, true,
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data on this subject. Those who had taken profits in the early part ofthe year or
still had profits when the market started its decline found in this situation an
opportunity to escape the tax. I have no doubt that much of the selling which
took place toward the end of the year was induced by the opportunity thus pre-
sented. This selling, of course, accelerated and intensified the decline.

Any taxation which is so undependable as a source of revenue is manifestly
unsound. Its instability as a revenue producer seriously affects the orderly ad-
ministration of governmental affairs and creates a situation that should be avoided
at all costs.

In the Revenue -Act of 1932, in order, as it is said, to protect the revenue,
Congress embodied, provisions limiting the right of the taxpayer to equalize the
burden of taxation by deducting from the tax on ordinary income a percentage of
the losses sustained on the sale of capital assets. This action annoyed and embit-
tered thousands of people who properly resented it as evidence of governmental
immorality. It will not do to say that this reaction was confined to those who
were unwilling to bear their just share of the tax burden. It would not be true.
People naturally rebel at being made the victims of a game at which both ends are
played to the middle. They do not readily reconcile themselves to the situation
which arises when, having sold securities at a profit, paid the tax and reinvested
the proceeds in other securities, they are denied the right to take losses resulting
from the reinvestment. '

There are other objections. This form of taxation deprives the Government
of other revenue, for its effect is to greatly retard the volume of trading. The
New York taxing authorities estimate that the loss resulting from the decreased
volume of security trading amounts to $200,000,000 per annum.

Furthermore, the provisions of the various revenue acts dealing with capital
gains and losses have been prolific sources of legal controversy. That they are
complicated to the point of absurdity will be abundantly clear to anyone" who
attempts to wade through their mazes; that they have occasioned grievous
injustices in a multitude of cases cannot be denied. Elimination of this form of
taxation would bring relief not only to those who are called upon to pay, but also
to those whose duty it is to assess and collect the tax. The burden that would be
lifted from the Board of Tax Appeals and from the courts would be incalculable.

If, despite all this, it appears to be desirable to retain this form of taxation, I
suggest that transactions involving the sale of capital assets be segregated from
normal income and taxed separately at a rate low enough to encourage rather than
restrain them, and that where losses exceed gains, the rate be applied to the excess
and allowed as a deduction against the tax on ordinary net income. Obviously,
this is entirely fair to the taxpayer and to the Government alike.

The bill now before the committee perpetuates the present system of taxing
capital gains upon the basis of the length of time during which the assets in ques-
tion are held by the taxpayer. This is nothing more than a compromise of prin-
ciple, and the suggestion that profits earned in capital transactions during the
first 13 months arc speculative profits has no basis in fact. The difference between
speculation and investment cannot be determined by any such standard. Every
investment, in fact, every transaction entered into for profit, is more or less
speculative in character. One invests in sound securities not for the purpose of
holding them indefinitely and not alone for the purpose of stability of ificome.
Inherent in the act of purchase is the hope also of enhancement.

If a substantial enhancement should take place within the year of purchase sound
judgment may dictate the advisability of realizing the profit but that profit is
no more to be placed in the speculative category than if It haa been taken in the
second, third, or tenth year. A low, flat rate of tax applied to all capital tranrac-
tions is sounder and simpler and takes away the incentive, which the bill itself
recognizes, to delay the taking of gains and the stimulation to realize losses. It
encourages trading and It unquestionably thereby increases revenue from that
source.

I do not concur In the argument set out in the proposed bill that there is no
Justifleation for a lower tax on a speculator than on an Individual receiving like
come from salary or business. I think the hazard in the one case makes the

distinction and justifies the lower, rate. One who renders service has a reasonable
certainty of compenation; pe who invests capital In speculative transactions runs
a -serious risk nstbily of making no profit but of losing his investment. How-
ever, as previously pointed out investor and speculator alike are subjected to the
same high rates of taxation and in fact there is no real difference between them.

I understand that the chairman of the committee has asked the Treasury for
estimates of the revenue to be expected from the application of a flat rate of
taxation.
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I cannot see how such estimates can be relied upon. As I have pointed out,

large revenues result in periods of prosperity, whereas large losses must necessarily
follow in periods of depression. No matter what niethod is adopted, the revenue
to be derived will always remain uncertain. It is to be hoped that we will not
again adopt the unconscionable scheme of collecting the tax on profits and limiting
the deduction on losses. My reaction to the chairman's request is that the rates
suggested by him are unnecessarily high and will defeat their purpose. I believe
our greatest revenue was derived from a 12%-percent flat rate. In my opinion,
that was also too high. If I were asked to hazard a guess, I should say that a
5-percent rate would produce greater revenue than a 10-percent rate. I see no
reason why we should not try the experiment. Wecannot know what revenue to
expect from any rate or method. I believe the volume of profit taking would be
tremendously increased by the very low rate and that the revenue from this source
would be much more substantial. It has the added advantage of stimulating
business.

li making the foregoing suggestions in relation to a low, flat rate of tax on all
capital transactions, excluding, of coures, assets used in carrying on a trade or
business (which receive separate treatment in the proposed bill), I (to not wish to
be understood as favoring the capital-gains tax in any form. I believe experience
justifies its elimination and the seeking of other methods of raising revenue that
would be more economic and less shocking in operation.

As a matter of fact, the strongest support to my argument in opposition to beth
the undistributed-surplus tax and the capital-gains tax is to be found in the official
report of the Ways and Means Committee. One cannot read it without a feeling
of resentment. The attempt to retain the principle of the undistributed-sur-
plus tax and the present system of taxing capital galns and the necessity for tying
them in with the various other provisions of the act has resulted in makig the tax
bill so complicated ts to be almost incomprehensible. The proposed bill continues
the policy of patching and makes the crazy quilt which existed before a bit crazier
than it was.

A tax bill which, to be understood at all, requires intensiv;e study of trained
minds and which is almost beyond the ken of the average citizen is an abomination,
and the American people should not be called upon to measure their most serious
obligations b' putting to gather the pieces of a jigsaw puzzle. The greatest step
toward simp)hflcation, which is a consummation devoutly to be wished, would be
the elimination of the capital-gains tax in its entirety. It would at least be help-
ful to return to the flat-rate system.

The House has made up part of the revenue lost by its amendments to the bill by
additional taxes on commodities. The loss of revenue which would result from
the elimination of the capital-gains tax could be made up, as has been suggested,
hy the reduction of personal exemptions, thus broadening the base of ordinary
income taxation and increasing the rates both on personal and corporate incomes.
I do not favor exemption from taxation. I believe it to be utterly unsound in
principle. Every person enjoying the benefit and protection of his Government
should contribute to the expense of its maintenance. The contribution of each
individual might be small but the aggregate would be substantial.

As a practical matter, it may well be that the taxation of incomes below a
certain minimum is uneconomical. I think that figure could be safely placed
well below the present exemption of $1,000 for single persons and $2,500 for mar-
ried persons, and I think the difficulty of collection has been over-emphasized.
Our people are not evaders. They will ordinarily discharge the obligations which
the Government imposes upon them, and considerable assurance of collection
would follow from the broadening of the provision requiring withholding at the
source.

I am not so much concerned with, substitute methods of raising revenue, which
can be dealt with appropriately in a general revision of the revenue act. I am
imore concerned with the fact that every day's delay in ihe adoption of the pro-
posals for repeal of the undistributed profits ahnd capital gains taxes brings' ui
nearer to disaster. The immediate introduction of bills for the repeal of the
undistributed profits tax and either the repeal 61 drastic modification of the capital
gains tax, would revive the drooping.spirits of an haraased.pcople who. are, utterly
discouraged by the failure of their representatives to take prompt and efficient
action to relieve a very distressing situation. I

While on this subject, I desire to call, attention to somq of those so-ealled
loophole-closlng provisions affectingceApital gains.



716 REVENUE ACT 1o 1938

WASH SALIES

The Income Tax Act now ln force as well as others that preceded it, provide
for the exclusion of losses on the sale of securities in all cases where, within a
period of 30 days before or after the sale or disposition of such securities, the
taxpayer has acquired, or has entered into a contract to acquire, substantially
identical stock or securities. I earnestly recommend elimination of this provision.
I can find neither excuse or justification for it. A loss must be definite and
certain in order to be availed of for income-tax purposes. Where one owns scour-
ities in a going concern which are worth less than the basis for determining gain
or loss, one has sustained a loss in theory but this is not a deductible loss until it
has been realized by the sale of the securities,

Before the adoption of this provision, one wishing to establish that loss without
sacrificing his position In the particular security could do so by a simultaneous
repurchase. T his was called a "wash" sale.

I am at a loss to understand why one should not be permitted to take the
ordinary means available and, indeed, required, for the establishment of loss, nor
why, in order to establish it he must of necessity give up his position in a security
in the future value of which he has confidence. Repurohasing it himself merely
places him in a position where, upon a future disposition of the security, ho uses
the lower basis, that is, the repurchase price, as the basis for determining gain
or loss. By this operation, the Government is not actually injured. On the
other hand, the provision is utterly futile as a means to the end apparently
desired for a taxpayer may accomplish the same result by a simultaneous purchase
of. other securities. Thus, all that the Government accomplishes is to drive him
out of his position In the security which he preferred. What possible advantage
tills is to the Government is quite beyond my perception.

PERSONAL HOLDING COMPANIES

The present revenue act contains a provision which, in effect, permits the
dissolution of foreign holding companies and the transfer of the assets to domestic
holding companies without the incidence of a tax. The object of this vas of
course, to bring the assets of foreign personal holding companies into the United
States. It was a very sensible move on the part of Congress. Strangely enough,
however, although domestic personal holding corporations appear to be anathema
to the Government, no provision was made for their dissolution and the distribu-
tion of their assets to the stockholders without the incidence of tax. I respectfully
urge the adoption of legislation to that end. The punitive character of the taxes
imposed upon them indicates that their continued existence is not considered
desirable by the Government. It is clearly unconscionable, therefore, under
such circumstances, not to make their dissolution possible. I have no sympathy
whatever for punitive taxation in any form. When it is indulged in, the whole
purpose of taxation Is distorted.
The house bill, recognizing thoscriousness of the capital-gains tax that would

be imposed upon the stockholders in case of dissolution, proposes that such stock-
holders be permitted, with the consent of the Commissioner of Internal Revenue
to pay the resultant tax over a period of 5 years. This does not reach the root of
the evil. It is the magnitude of thq tax imposed upon the retaking of assets
theretofore transferred by the stockholders to the corporation which imposes
the barrier against liquidation. If the Government desires the dissolution of
personal holding companies, It should make the way easy, If, on the other hand,
it has no such desire, it should cease treating them as if they were outlaws.

Although I hope that the committee will adopt my suggestion to postpone fur-
ther action pending .a compete study for the purpose of revamping our whole
System of taxation, I nevmrt-helqM take the, liberty o( making certain observations
Apd suggetions which I hope will reoqie consideration 4-the committee deter-
maines that the House bill shoud be taken up as a whole at this time.

X8T#,T* ANP, GIF TAXES

Th Congress can ec6ntribtM niternially to th'6 economil''itprevement by a very
dtantio reductionh of both estate and gifttaixes. The' magnitude of the Impost on
I he estates of deceased persons takp lt' out of the charter of taxation and puts
t'in the" catbgor 6f confiscate .* "Th effect of this sort of thing upon th6 dco-
nomic system is too apparent to require' dny extended disousslior.' Potentiality
of death duties as a means of increasing revenue is a constant source of tempta-
tion to Government. Large sums are easily realized and the dead are incapable
of voicing their protests. The subject has been so fully discussed that I shall not
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dilate upon it any further than to say that the more money the Government takes
out of the pockets of its citizens tie less there is left for promotion of public
welfare. Just as no nation can spend Itself Into prosperity, neither can it tax its
citizens into prosperity.

Passing from the general to the specific, I wish to direct attention to the fact
that in 1932 the Congress passed the gift-tax act in which the rates were, roughly
three-quarters of the rates imposed upon' decedents' estates. This was done
for tile purpose, so It was said, of encouraging the making of gifts. The preaching
and practice are at variance. It is almost impossible to incur gift tax liability
except by an outright transfer and delivery of property to the donee. I make the
statement in this forn for the purpose of emphasis.

The imposing provisions of title III of the act of 1932 are as follows:
"(a) For the calendar year 1932 and each calendar year thereafter, a tax

* * * shall be imposed upon the transfer during such calendar year by any
individual, resident or nonresident, of property by gift.

"(b) The tax shall apply whether the transfer is in trust or otherwise, whether
the gift is direct or indirect, and whether the proj)erty is real or personal, tangible
or intangible * * *.

"(c) The tax shall not apply to a transfer of property in trust where the power
to revest in the donor title to such property is vested in the donor, either alone or
in conjunction with any person not having a substantial adverse interest in the
disposition of such property or income therefrom * * *."

Under section 302 of tile estate-tax law, there must be included in the gross
estate of every decedent:

"(o) Any interest of which the decedent has at any time made a transfer, by
trust or otherwise, under which he has retained for his life or for any period not
ascertainable without reference to his death, or for any period which does not in
fact end before his death, (1) tile possession or enjoyment of, or the right to the
income from, the property, or (2) the right, either alone or in conjunction with
any person, to designate the persons who shall possess or enjoy tile property or
the income therefrom.

"(d) Any interest of which the decedent has at any time made a transfer, in
trust or otherwise, where the enjoyment thereof was subject at the date of his
death to any change through the exercise of a power by the decedent alone or by
the decedent in conjunction with any other person (without regard to when or
from what source the decedent acquired such power), to alter, amend, revoke
or terminate, or where any such power is relinquished in contemplation of deced-
ent's death."

These provisions of the Gift Tax Act and the Estate Tax Act show clearly the
inconsistency between the avowed purpose of encouraging the making of gifts
and the consequent enhancement of current revenues and the evident purpose of
subjecting almost every gift that one can make to estate taxation.

This inconsistency is emphasized by the provision authorizing a credit for
a portion of the gift taxes paid if it should happen that the Commissioner of In-
ternal Revenue subsequently decides that the money which he took for gift taxes
was erroneously collected. It is idle to pretend that'this credit was for the benefit
of the taxpayer. Its purpose was to relieve the Commissioner from the responsi-
bility of determining whether the transfer caie under the gift tax provisions or
estate tax provisions of the act, notwithstanding tile statement of the Supreme
Court in Burnet v. Guggenheimer that a choice must be made as to whether the
gift shall be taxed at the time of the'creation of the trust or at the death of the
settler.

I respectfully suggest that in the present need for revenue real encouragement
be given to the transfer of property inter vivos; that every transfer in trust or
otherwise be subjected to the gift tax; that where the property included in the
trust finds its way back to tile donor or to the settler and Is in his hands at the time
of'death, it should be subjected to the estate taxes and a credit given for the amount
of, gift taxes paid. , • f I
IT1e provisions of the Estate Tax Act quoted above were important perhaps
while there was no Gift Tax Act in effect. The two were intended to'be comple-
mentary and they should be made so.

DISCHARO. OF TAX. LIABILITY IN BANKRUPTCY

MY next sug'eation is that liAbility for taxes be made dischargeable in bank-
rpi. Thy. e wankriptoy Aet is designed for the rehabilitation of debtors., Free-

b Vio debt d' aecebrdbd In coheigceration of the surrender by the bankrupt of
is'propetty fot distributlofi to his breditors. The United Stated Is entitled to



o Vrepoo Ooye,all- others In ugh dstruons.. Neverthee, although, he has,.liv lerod , up, all, hip , p"0sse8iops, ho, cannot; free' .hiwselt from the claim of tihe
overeig q whioh lae 4 fient no far as 9ther ppople'4, Uonoy is concerned but

"lggardly where its own Is involved. The very purpose o.f he wairuptcy Act is
thwarted by the failure ot Congress to subject liability for taxes to discharge in
the same manner as all other debts, for discharge in bankruptcy is of :no avail
to a debtor if he must remain subject to the mostonerous debt of all., The right
to preference on distribution is all that the United -States should demand. Ex-
ception, of course, should be made in cases of failure to file returns and in cases
of false and fraudulent returns.

CHARITABLD CONTRIBUTIONS
' 
BY CORPORATIONS

The'Iouse bill proposes that contributions shall not be allowed as deductions
In exces sof 5 percent of pet'income, even though such contributions constitute
b usine~s expenses. In support of this proposal, the Commit4ce says that because
.e limitation is imposed upon the deduction of charitable, contributions by cor-
porations, there is no reason why a larger deductiofh should be allowed merely
because it comes under the head, of business expenses.
I see much reason for the distinction. In the past, charitable contributions

were not deductible by corporations. This restriction was unfair in cases where
corporations felt obliged to make such contributions and where they had a direct
relation to the operation of the business. Too, the restriction was not conducive
to the support of deserving benevolent, charitable and eudeational institutions.
In some cases, the deduction of contributions was sustained as a business expense.
If they were entitled to be classed as a business expense, they were entitled to
be deducted without limitation. Merely because it is now proposed to give to
all corporations the right to deduct contributions up to 5 percent of net Income
affords no justification for applying that limitation in cases where contributions
truly constitute a business expenD.

RULINGS BY THE COMMISSIONER

Revision of our tax laws should include authority to the Commissioner, upon
the request of a taxpayer, to make rulings as to tax liability in connection with
proposed transactions which will be binding upon the Government. This au-
thority Should be'limited and restricted in any manner deemed advisable for the
protection of the Government. Such authority, vested In the Commissioner,
would make it possible to consumate business transactions which are either aban-
doned because of uncertainty on the subject or suspended until such time as the
question is judicially determined.

While t this subject, I think it not amiss to call attention to the further com-
plications which arise from the proposal to change the method of taxing corporate
income. Our present method o-fcomputation seem.i tO6 be reasonably satisfactory.
If there is any advantage in the proposal, that advantage is more than offset by
the debit against simplicity. We have reached the point where apparently we
can no longer think in simple terms. We have adopted tax idioms, explanatory
definitions, and arithmetical and other formulas. It would be ludicrous if It
was not so serious.

Time does not permit specific recommendations on this anq many other subjects
which ought to be considered at a more opportune time.

Respectfully submitted. A IARTHUR 13 HYMAN,
R Rector Street, New York, iv. Y.

MEMORANDUM SUBMITTED BY THE NATIONAL ASSOCIATION OF REAL ESTATE
BOARDS WITH REFERENCE TO CERTAIN PnovIsIoNs OF THE 1937 REVENUz
AcT, APPROVED *OUST 26, 1037, AND CERTAIN PARTS OF SEcrIoN 351 OF
THE REVENUE ACT or,1936

(Submitted by the Operative Builders Assoclation of the District of Columbia)

The National Assoeiation of Real Estate Boards is composed of approximately
500 member boards located in all parts of-the United, States. It is vitally con-
cerned Inpromoting and securing such legislation as will enable home building,land development and other building construction to be resumedon a scale to
meetthe Nation-wide demand for new, and better homes and buildings, as, well
as to aid in national recovery.



,' We stand ready to pay our just share of taxes, We are sure, Iowover , ortain
provisions of the 1937 act here discussed were prepared by the framers o the act
without their fully.',reallaing the paralysing effeot:on, the building industry in
general ,and the home-building compdes in particular, This memorandum is
submitted in pursuance of a resolution adopted at the annual convention of the
National Association of Real Estate Boards at Pittsburgh, Pa., on October 18
to October 22, 1937. r

.. .. . . • SC TILONI °

o bee -i Exemptionlof active bona fide operating companies regularly engaged
In the building, creating, developing, and marketing of their products and prop.r-
ties reasonably necessary 'to the conduct of their business in the manner in which
such business is customarily and usually conducted by others.

Quotation from 1987 ac&-Subsectio'n (b), section. 352 "E, cTioNs.,-The
term 'personal holding company' does not include a Corporation exempt hom
taxation under section 101, a bank as defined in section 104 a life-insurance com-
pany, a surety company, or, except with respect to a taxable year ending on or
before the date of the enactment of the Revenue Act of 1937, a foreign persona)
holding company &i defined in section, 33.1."
I Recommendation.-We recommend that after the words, "a surety company,"'
above, the following be added;
- "An active bona fide operating company, regularly engaged in the building,
creating, developing, and marketing of its products and properties reasonably
necessary to the conduct of Its business in the wanner in which such business is
customarily and usually conducted by others."

ALTERNATIVE PROPOSALS

(Relating to section I only and to be considered only in case above exemption be
not granted)

(a)

Subject.- Exclusion of interest from personal holding company income
Quotation from 1937 act.-Section -353. Personal holding company income:

"For the purposes of this title the term 'personal holding company income' meanA
the portion of the gross income which consists of: (a) Dividends, interest, royalties
(other than mineral, oil, or gas royalties), annuities." I , I

Recommendation.-We submit that interest received on mortgage notes or
contracts obtained in the ordinary operations of an active bona fide operating
real-estate company should not for the purpose of classification as a personal hold-
ing company be used as a part of the 80-percent requirement in the 1937 act with
reference to the type of income. We do not'contend that interest received on
outside investments purchased by the corporation with its undistributed cash
earnings should be so exempted.

(b)
Subject.-Chango of minimum percentage of rents to gross incbnie from 50

percent to 25 percent in definition of personal holding company, income.
Quotation from 1937 act.-Subsection (g), section 353. Revenue Act of 1037.

"Rents.-Rents, unless constituting 50 per centum or more of the gross income.
For the purposes of this subsection the term .'rents' means monper.ation, however
designated for the use of or right to use property; but does not include amounts
constituting personal holding company income under subsection (f)."

Recommendation.-We recommend that the terin "25 per centum" to be sub-
stituted for the term "50 per centum" in the above subsection (g).
* For detailed discussion of section 1, see pages 5 to 8, inclusive.

SECTION II

Subjet.-Permitting corporations to pay debts from earnings without such earn-
ings being subjected to either corporate surtax or personal holding tax when the
debts so paid were contracted in good faith in the usual and ordinary way and in
connection with the company's regular and usual business.

Quotation from 1986 act.-,Paragraph B, subsection (b) (2), section 351;
"Amounts used or set aside to retire Indebtedness Incurred-prior to January-1,

j I,
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1934,if such amounts are reasonable' with eference to the lsie and terms of sich
Indebtedness." . I , : ,, 1 1. .'''

(NoT.-The above applies to personal ;holding companies' only. No Auch
provision or similar provision appears in either the 1936 br 1937 act with reference
to corporations generally.) 1 1' , 1 .

Recommendation.--We submit that earnings of an active b6na fide operating
real estate corporation, after paying the normal income tax, ShOuld be availAble
for the payment of debts contracted in the purchase of the land and subsequent
development, such as the installation of street improvements and utilities to serve
such land, the erection of homes thereon and the 9rectibn of neighborhood 'shops
'to serve such community. When used for the pavement of'Wih debts, such'earn-
ings should be wholly exempt from both the corporate surtax and the personal
holding company tax.

For detailed discussion of section II, see pages 8 to 11 lnelusive.

DETAILED DISCUSSION OF SECTION 'I .

1. We find no valid reason why an active bona fide operating real estate com-
pany engaged in the business of platting, development and sale of smbdivision
property; engaged in the erection and sale of homes; the erection, leasing, and
selling of neighborhood shops or other types of business buildings; and engaged
in the operation of an ordinary real-estate business in usual form and manner,
should under such circumstances be defined 'as a' personal holding corporation-,
regardless of the percentage in value of the stock of such corporations hold by
five individuals or less and regardless of the type of its income when derived
from such sources.

2. We assume that the corporate set-up is in the Usual form in the State where
the company operates andis not designed to avoid taxes

3. We find quite generally throughout the United Stales that the primary
purpose for incorporating companies operating a real-estate business is to avoid
land title complications in case of the death of one of the owners.

4. A vast majority of the building operations of the Nation are carried on by
companies in this bueiniss. They are large employers of labor. They consume
a vast amount of durable goods. They have need for extensive lines of credit.
Their ability to carry this business on successfully will be seriously and adversely
affected with the continuous threat and probability of being classified as a personal
holding company.

DETAILED DISCUSSION OF ALTERNATIVE PROPOSALS A AND B OF SECTION I

(a)

1. To help finance their operations, home builders generally obtain or require
their purchasers to obtain as large a first mortgage loan as it Is possible to get at
a reasonable rate of interest.

2. A typical example of terms on a $10,000 home purchase would be for the
purchaser to borrow $6,500 secured by a first mortgage on the property, amortized
over a period of 20 years; pay $1,000 cash of his own (10 percent down payment
being customary in many sections) and give the builder a second mortgage of
$2,500 amortized over a period of from 5 to 10 years.

3. In any given volume of sales today, the cumulative volume of second mort-
gages held by the builder under the long-time payments now in effect is substan-
tially greater than would have been the case a few years ago when shorter terms
of payment were customary. This increases the relative amount of interest
income over what it was a few years ago and it all comes as a result of the ordinary
normal operations of the land developer and home builder from the sale of lots
on which the purchaser builds and the sale of the home erected by the builder.
This increases substantially the probability of classifleation as a personal holding
corporation, not contemplated by the act of 1937.

4. DurinR periods 6f active sales, the volume of interest-bearing paper mounts
rapidly. The percentage of principal reductions per year has decreased with the
longer time payments which all agree offers a much sounder basis for home owner-
ship than short-time mortgages.

6. During periods of depression, when the volume of sales is small, or when the
margin of profit on sales is small or entirely wiped out, then the interest incolne
added to the rental income, if any would In many cases be the sole factor in teak-
Ing that company a personal holding company and taxable as such. Frequently,
when the developer has completed the sale of one tract and is preparing and de-
veloping another tract in preparation for sale, there is in that case a period when
no sales are made, even though there be an active market. Here, too, interest
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alone from sales in prior years might again put: the company into a personal
holding classification. '

6. During the depression the great majority of our home builders carried many
of their customers over long periods of time with no payments other thatl interest.
To have done otherwise would have deprived many deserving families of their
homes. (b)

1. Many developers and home builders throughout the United States recognize
the need of building such necessary neighborhood shops as will serve the ordinary
needs of their community. They believe it is better to have them well located
well designed in keeping with the neighborhood restrictions,'and carefully operated
than to permit their being built along the borders of the surrounding land with no
tie-up to the community as to location, design and operation. Under such condi-
tions they might be more injurious than beneficial to the neighborhood as a whole.
These shops the developer usually rents, at least during the years required to
complete the residential development.

2. Many home builders have been obliged to repossess houses and to take
houses in trade which they rent temporarily pending the opportunity to sell them.
In other cases they have rented new houses temporarily when unable to sell them.
Others have rented land temporarily, awaiting the ti when it may be developed
and sold.
. 3. This type of rent from neighborhood shops, from homes, new and old ones,
temporarily rented, from land temporarily rented together with its interest income
would in many cases put an active bona fide operating real estate company into a
personal holding classification not contemplated by the 1937 act.

(c)

SubjecLt-Schedule of taxes and rates on certap amounts of income.
In case of an active bona fide real estate company and which from its stock

ownership and type of income, such as interest rents, and dividends would be
classified as a personal holding company, it would with the taxable earnings shown
below be taxed to extent shown in such schedule. I I

It is assumed that its earnings were represented by second mortgages, unsold
homes, improved lots, or other types of its usual stock in trade or inventory and
the earnings not being in cash, no dividends could be paid.

The schedule is as follows:

Combined
Amount of

normal Minimum Maximum Average
Not wholly taxable Income of- surtax and rate of tax rate of tax rate of tar

personal on portion on portion on whole
holding of income of income income

company
' tax

Petcet Pereea* Premz*
1000 ................................................ 7, 820. 50 8 108 78. 20
15,000 ............................................ 11,952.00 8 113 79.08

$20.000 ............................................ ":'" 16,108.50 8 115 80.64

0:0 ................................................ 20i2 .18 8 115 81.08
......................................... 24,423.38 8 11 8L 41
: ..0.0...................................... 32 ,737.75 115 81.04

0..........................4 1. ODD. 87 8 117 82.18
%i00'000::........... .......... 2887 117i 82.87

The above schedule of taxes is shown merely as a matter of information and
for guidance in considering the matters herein discussed. Detailed computation
shown on pages 11 to 22, inclusive.

DETAILED DISCUSSION OF SECTION II

1. Real estate subdivision' and home building developments are generally
long-time projects with very slow turnover. I _

2. It is an ordinary and usual custom for the developer to purchase the land
for development purposes with deferred payments extending over a term of
from 10 to 15 years with required principal reductions annually.
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3. It, is also :custoz~mry for the developer" to borrow a part or;all of the money
to grade the land and install the street improvements and utilities to 'erve such
land.' ' I I I, . .

.4A In the case of sales with typical terms,, as outlined 'In paragraph 2, page 6,
the builder, after-paying the sales expense, has a part of his borrowed capital and
all of his profit, if any, tied up in his second-mortgage paper inasmuch as th6
75 percent cash received on such a sale is insufficient to pay for the cost of the
house, the lot, the cost of the street improvements and utilities, and the expense
of the sale.,. 5. Many developers and home builders today operate outside of city limits.
This generally necessitates complete financing of grading, street improvements, and
utilities to serve those properties. This is frequently true inside city limits as well
as outside. Such street and other improvements cannot be limited only to the lot
or lots sold., Frequently the whole tract must be largely improved before any lots
.can be sold or homes built and sold. The percentage of sales for all cash is rela-
tively small.

6. Public authorities and private developers are in complete accord in the desira&
bility of developing units of land of sufficient size to afford suitable protection to
home buyers by use of restrictions over large areas and thereby stabilize and make
permanent neighborhood values. This prolongs the period of time within which
the project may be completed.

7. The sources of capital and credit for development and building of this char-
acter are extremely limited. Capital is not readily available by sale of stock on the
open market. No stock of an active bona fide operating real eWa te company is
listed on the New York Stock Exchange or any other stock exchange.

8. To convert second mortgages on houses or first mortgages on lots, repre-
senting deferred purchase money, into cash in order to pay dividends or taxes
requires an even greater discount now than ever before, due to the extended term
over which the payments mature.

9. Almost all other commodities have a wide market at some price. An unsold
house and an unsold improved lot can be usually marketed only in the place they
are located. Lack of liquidity of assets of this character makes financing by open
market sales of stock a practical impossibility. Neither taxes nor dividends can
be paid from earnings in theform of such assets.

10. Land-development and home-building companies, in fact all bona fide oper-
ating real-estate companies, engaged in long-range projects of this kind should be
permitted to use earnings to pay debts. These debts are frequently contracted
for land purchases several years in advance of the sale of the lot or the house or
business structure from which the earning is derived. Without privilege of debt
payment, credit is unobtainable, and without credit few, if any, housing or general
building projects could ever be carried on successfully.

11. The depression demonstrated the extreme difficulty to sell real estate of all
kinds; it also demonstrated the inability to obtain outside financing under those
conditions, particularly in cases of nonproductive home and home-site develop-
ment projects; and as a result, many home builders and land developers became
bankrupt as land-purchase payments, taxes, and interest became due and they
were unable to meet them.

12. Operating real estate companies do not object to any reasonable require-
ment to distribute earnings over and above debt requirements when those earnings
can be converted into cash and thereby be available for distribution.

13. Our problems present difficulties peculiar to our type of business alone.
The Federal Government is desirous of encouraging the durable goods industry to
further hasten business recovery. We are seeking the means of doing our part in
providing the several million new and better homes necessary throughout the
United States to bring the Nation's housing requirements to thedesired level.

14. To retain the provisions of the 1937 act and of the 1936 act as herein set
forth, insbfar as all bona fide operating real estate companies are concerned, and
to exact surtaxes and personal holding company taxes on earnings required for
debt retirement and on earnings not available in cash for distribution to stock-
holders will seriously retard all building operations. Cessation of building in turn
retards consumption of durable goods and the employment of labor in such build-
ing operations and in land development, as well as in the production of the ma-
terials used therein. The problem of employment and consumption of durable
goods in this respect and the effect thereof is Nation-wide.
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Detailed ctmptdation of taxes on.a6,whoUy taxable et ipromsof $1OjO00 in the hands

of a personal holding corporation and with no dividends paid

Normal tax computation:
$2,000 at 8 percent... ----------------------------------- $160. 00
$8,000 at 11 percent .--------------------- --------------- 880. 00

Total normal tax -------------------------------.. 1, 040. 00

Surtax computation:
$10, 000 minus $1,040 (being adjusted net income before ip-.

plication of specific credit) -----------------------
5, 000 minus $896 (amount of specific credit) --------------
8, 960 minus $4,104 (amount subject to surtax) ------------

4, 850
806 at 7 percent ................ ! ...................

3, 060
8906 at 12 percent .---------------------------------

3,064
1, 792 at 17 percent .................................

1, 272 at 22 percent .---------------------------------
4, 104 at 7 percent (specific credit). _._- ..................

Total surtax ---------------------------- ---------

Total normal tax ------ -;.----------------------------------
T otal surtax --------------------------------------------------

8, 960. 00
4,104. 00
4, 856. 00

62. 72

107. 52

304. 64
279. 84
287. 28

1,042. 00

1,040.00
1,042. 00

Sum total of both normal and surtax ------------------- 2, 082. 00
Personal holding tax computation:

$10,000 minus $2,082 (amount subject to personal holding tax). 7, 91a 00

7, 918
2, 000, at 65 percent ------- --------------------------- 1,300. 00

5, 918, at 75 percent ----------------------- - -------- 4, 43 50

Total personal holding company tax .--------------------- 5, 73& 50

Summary:
Normal tax ------------------------ .... 1,040.00
Surtax ------------------------------------------------ 1,042. 00
Personal holding company tax ------------------- --------- 5, 738. 60

Total tax on $10,000 income ---------------------------- 7, 820. 50
Average rate ----------------------------------- percent.. 78. 20

o-2

Computation on same type of income of $16,000 is as follows

Normal-tax computation:
$2,000 at 8 percent ------------------------------------- $160. 00
$13,000 at 11 percent ---------------------------------. 1,430. 00

Total, normal tax -------------------------------...... 1,590. 00
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Computation on same type of income of $15,000i8 a8 foi/owe--Continued

Surtax computation:
$15, 000 minus $1,590 (adjusted net income before application of

speciflo credit) -------------------------------- $13, 410. 00
5, 000 minus $1,341 (amount of specific credit) .-------------- 3, 659. 00

18, 410 minus $8,659 (amount subject to surtax) .------------- 9, 751.00

9,751
1, 341 at 7 percent -------- -----------------------------. 93.87

8, 410
1, 341 at 12 percent ------------------------------------ 160. P2

7, 069
2, 682 at 17 percent ----------------------------------- 45& 94

4, 387
2, 682 at 22 percent ------------------------------------ 5 90. 04

1, 705 at 27 percent ------------------------------------ 460. 35
3, 659 (specific credit) at 7 percent ----------------------- 256. 13

Total, surtax ----------------------------------------- 2, 017. 25
Total, i,, mal tax ------------------------------------------ 1,590. 00

Total, normal and surtax ------------------------------- 3, 607. 25
Personal holding company tax computation:

$15, 000. 00 minus 3,607.25 (subject to personal holding tax).. 11, 302. 75.
11,392. 75

2, 000. 00 at 65 percent -------------------------------- 1,300. 00

9, 392. 85 at 75 percent -------------------------------- 7, 044. 75

Total personal holding company tax ------- ------------- 8 344. 75
Total, normal and surtax ----------------------------------- 3, 607. 25

Total tax on $15,000 income -------------------------- 11, 952. 00
Average rate percent ---------------------------------------- 79. 68

0-3

Computation on same type of income of $0,000 is as follows

Normal tax computation:
$2, 000 at 8 percent ------------------------------------ $160. 00
13, 000 at 11 percent ----------------------------------- 1,430. 00
5, 000 at 13 percent ------------------------------------- 650. 00

Total normal tax ------------------------------------- 2, 240. 00
Surtax computation:

$20, 000 minus $2 240, (adjusted net income before application
of specific credit) ----------------------------- 17, 760. 00

5, 000 minus $1,776 (specific credit) ---------------------- 3, 224. 00

17, 760 minus'$3,224 (subject to surtax) ------------------- 14,536. 00

14, 536
1, 776 at 7 percent ------------------------------.. ----- 122. 32

12, 760
1, 776 at 12 percent ------------------------------------ 213. 12

10, 984
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Computation on sare type of income of $0,000 is as follows--Continued

Surtax computation-Continued.
8, 552 at 17 percent ------------------------------------ $603. 84

7,l432
3, 552 at 22 percent ------------------------------------ 781.44

3, 880 at 27 percent ----------------------------------- 1, 047. 60
3, 224 (specific credit) at 7 percent ----------------------- 225. 68

Total surtax ----------------------------------------- 2, 094. 00
Total normal tax ------------------------------------------- 2, 240. 00

Total, normal and surtax ------------------------------- 5, 234. 00

Personal holding company tax computation:
$20, 000 minus $5,234 --------------------------------- 14, 766. 00

14, 766
2, 000 at 65 percent ----------------------------------- 1, 300. 00

12, 766 at 75 percent ----------------------------------- 9, 574. 50

Total personal holding company tax --------------------- 10, 874. 50

Normal tax ------------------------------------------------ 2, 240. 00
Surtax --------------------------------------------------- 2,094.00
Personal holding company tax -------------------------------- 1 0, 874. 50

Total tax ----------------------------------------- 16, 108. 50
Average rate percent ----------------------------------- 80. 54

o-4

Computation oa same type of income of $25,000 is as follows

Normal tax computation:
$2,000 at 8 percent ------------------------------------- $160. 00
13, 000 at 11 percent ----------------------------------- 1, 430. 00
10, 000 at 13 percent ------------------------------------ 1, 300. 00

Total normal tax ------------------------------------- 2, 890. 00

Surtax computation:
$25, 000 minus $2,890 (adjusted net income before application

of specific credit) ------------------------------ 22,110.00
5, 000 minus $2,211 (amount of specific credit) ------------ 2, 789. 00

22, 110 minus $2,789 (subject to surtax) .------------------ 1, 321.00

19, 321
2, 211, at 7 percent ------------------------------------ 154. 77

17, 110
2,211, at 12 percent ----------------------------------- 265. 32

14, 899
4, 422, at 17 percent ----------------------------------- 751.74

10,477
4, 422, at 22 percent ----------------------------------- 972. 84

6, 055, at 27 percent ----------------------------------- 1, 634. 85
2, 789 (specific credit), at 7 percent ---------------------- 195. 23
Total surtax ----------------------------------------- 3, 974. 75

Total normal tax ------------------------------------------- 2, 890. 00
Total, normal and surtax ------------------------------- 6, 864. 75
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Computaiion on eame type of 'ifnicme of $85,000 is as follows-Continued

Personal holding company tax computation: -
$25, 000. 00 minus $0,864.75 (subject to personal holding com-

pany tax) --------------------------------- $18, 135. 25

18,135. 25
2, 000. 00, at 65 percent -------------------------------- 1, 300. 00

16, 135. 25, at 75 percent ----------------------------- 12, 101.43

Total personal holding company tax --- _-------------- 13, 401.43

Summary:
Normal tax ------------------- ------------------------ 2, 890. 00
Surtax --------.--------------------------------------- 3, 974. 75
Personal-holding tax ------------------------------------ 13, 401.43

Total tax -------------------------------------------- 20,266. 18
Average rate percent ---------------------------------- 81.06

Computation on same type of income of $30,000 is as follows .

Normal-tax computation:
$2,000 at 8 percent --------------------------------------
$13,000 at 11.percent ...................................
$15,000 at 13 percent ....................................

Total norm al tax --------------------------------------
Surtax computation:

$30,000 minus $3,540 (adjusted net income before deduction of
specific credit) ----------------------------------------

$5,000 minus $2,646 (amount of specific credit) --------------
$26,460 minus $2,354 (amount subject to surtax)
$24, 106

2, 646 at 7 percent ........................... ....

21,460
2, 646 at 12 percent..................................

18, 814 .
5, 292 at 17 percent ...................................

13, 522
5, 292 at 22 percent ...............................

8,230 at 27 percent ------------------------------------
2, 354 at 7 percent (specific credit) -----------------------

$160. 00
1,430.00
1,950. 00

3, 540. 00

26, 460. 00
2, 354. 00

24, 106. 00

185. 22

317. 52

899. 64

1,164. 24

2, 222. 10
164. 78

Total surtax ----------------------------------------- 4, 953. 50
Total normal tax --------------- ---------------------------- 3, 540. 00

Total normal and surtax ------------------------------- 8, 49& 50
Personal holding company tax computation:

$30,000.00 minus $8,493.50 (subject to personal holding coM-
pany tax) -------------------------------------------- 21,506. 50

21,500. 50
2, 000. 00 at 65 percent ---------.---------------------- 1, 300. 00

19, 500. 50 at 75 percent -------------------------------- 14, 629. 88

.Total personal holding company tax --------------------- 15, 929. 88
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Computation on same type of income of $30,000 is as follows-Continued

Summary: - . 'i $3,640.00
Normal tax -------------------------- --------------- 3, 540. 00
Surtax ------------------------------------------------ 4, 953. 50
Personal holding company tax-------------------------- 15, 929. 88

Total tax ------------------------------ ----------- 24, 423. 38
Average rate percent ------ ------------------------------- 81.41

c-0

Computation on same type of income of $40,000 is as follows

Normal tax computation:
$2,000 at 8 percent ---------------------------------------
13,000 at 11 percent -------------------------------------
25,000 at .13 percent -------------------------------------

Total norm al tax --------------------------------------
Surtax computation:

$40, 000 minus $4,840 (adjusted net income before deducting

$169.001,430. 00
3, 250. 00

4, 840. 00

specific credit) --------------------------------- 35, 160. CU
5, 000 minus $3,516 (specific credit) ---------------------- 1, 484. 00

35, 160 minus $1,484 (subject to surtax) ------------------- 33, 676. 00

33, 676
3, 510 at 7 percent ------------------------------------- 246. 12

30, 610
3, 516 at 12 percent .----------------------------------- 421.92

20, 644 0
7, 032 at 17 percent ----------------------------------- 1, 195. 44

19, 612
7, 032 at 22 percent ----------------------------------- 1, 547. 04

12, 580 at 27 percent ---------------------------------- 3, 396. 60
Specific credit 1,484 at 7 percent ------------------------------ 103. 88

Total surtax ----------------------------------------- 0, 011. 00
Total normal tax -------------------------------------------- 4, 840. 00

Total normal and surtax ------------------------------- 11,750. 00
Personal holding company tax comjutation:

$40, 000 minus $11,751 (subject to personal holding company
tax) ----------------------------------------- 28, 249. 00

$28, 249
$2, 000 at 05 percent --------------------... ...------- 1,300. 00

$26, 249 at 75 percent ----------------------------------- 19, 686. 75

Total personal holding company tax -------------------- 20, 980. 75

Summary:
Normal tax -------------------------------------------- 4, 840. 00
Surtax ----------------------------------------------- 6, 911.00
Personal holding company tax ---------------------------- 20, 080. 75

Total tax -------------------------------------------- 32, 737. 75
Average rate percent ------------------------------------- 81.84

54885-38----47
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0-7

Computation on same type of income of $50,000 is as follows

Normal tax computation:
$2,000 at 8 percent -------------------------------------- $160. 00

$13,000 at 11 percent ------------------------------------- 1, 430. 00
$25,000 at 13 percent ------------------------------------- 3,250. 00
$10,000 at 15 percent ---------------------------------- 1, 500. 00

Total normal tax --------------------------------------- 6, 340. 00

Surtax computation:
$50, 000 minus $6,340 (adjusted net income before application

of specific credit) ----------------------------- 43, 660. 00
5, 000 minus $4,366 (specific credit) ....---------------- 634. 00

43, 660 minus $634 (amount subject to tax) .-------------. 43, 026. 00

43, 026
4, 366 at 7 percent ------------------------------------- 305. 62

38, 660
4, 366 at 12 percent ------------------------------------ 523. 92

34, 294
8, 732 at 17 percent ----------------------------------- 1,484. 44

25, 562
8, 732 at 22 percent ----------------------------------- 1, 921. 04

16, 830 at 27 percent ----------------------------------- 4, 544. 10
Specific credit $634 at 7 percent .------------------------------- 44. 38

Total surtax - 8, 823. 50
Total normal tax ------------------------------------------- 6, 340. 00

Total normal and surtax ------------------------------- 15, 163. 50
Personal holding company tax computation:

$50,000.00 minus $15,163.50 (subject to personal holding com-
pany tax) -------------------------------- 34, 836. 50

$34, 836. 50
2, 000. 00 at 65 percent --------------------------------- 1,300. 00

32, 836. 50 at 75 percent -------------------------------- 24, 627. 37

Total personal holding company tax --------------------- 25, 027. 37

Summary:
Normal tax -------------------------------------------- 6, 340. 00
Surtax ------------------------------------------------ 8, 823. 50
Personal holding company tax ---------------------------- 25, 027. 37

Total tax -------------------------------------------- 41,090. 87
Average percent --------------------------------------------- 82. 18

c-8

Computlation on same type of income of $100,000 is as follows

Normal tax computation:
$2,000 at 8 percent -------------------------------------- $160. 00
$13,000 at 11 percent ------------------------------------ 1,430. 00
$25,000 at 13 percent ----------------------------------- 3, 250. 00
$60,000 at 15 percent ----------------------------------- 9, 000. 00

Total normal tax ------------------------------------- 13, 840. 00
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Computation on same type of income of $100,000 is a. folowe-Continued

'Surtax computation:
$100, 000 minus $13,840 (subject to surtax) ---------------- $86, 160. 00

8, 616 at 7 percent ----------------------------------- 603. 12

77 544
8, 610 at 12 percent ------------------------.. --------- 1 1, 033. 92

68, 928
17, 232 at 17 percent ---------------------------------- 2, 929. 44
51,696
17, 232 at 22 percent ---------------------------------- 3, 791. 04

34, 464 at 27 percent ---------------------------------- 9, 305. 28

Total surtax ----------------------------- m--------- 17, 062. 80
Total normal tax ------------ w------- ---------------------- 13, 840. 00

Total surtax and normal tax ----------------------- 31, 502. 80
Personal holding company tax computation:

$100, 000 minus $31,502.80 (subject to personal holding com-
pany tax ---------------------------------- 68, 497. 20$68, 497. 20

2, 000. 00 at 65 percent --------------------------------- 1, 300. 00

66, 497. 20 at 75 percent ------.------------------------ 49, 872. 90

Personal holding company tax ------------------------ 51, 172. 90
Summary:

Personal holding company tax ----------------------- 51, 172. 90
Normal tax ---------.---------------------------------- 13, 840. 00
Surtax ---------------------------.------------------- 17, 662. 80

Total tax -------------------------------------------- 82, 675. 70
Average percent -------------------------------------------- 82. 67

Respectfully submitted.
NATHAN WILLIAM MACCHESNEY,

General Counsel, National Association of Real Estate Boards.
Approved and authorized by National Association of Real Estate Boards:

By PAUL E. STARK,
President.

By HERBERT U. NELSON,
Executive Vice President.

By J. C. NICHOLS,
Vice President.

THE COMMONWEALTH OF MASSACHUSETTS,
DEPARTMENT OF CORPORATIONS AND TAXATION,Boston, March 19, 1938.

SENATE FINANCE COMMITTEE,

Washington, D. 6,.
GENTLEMEN: The proposed 1938 revenue act has the appearance of a bill which

will very seriously encroach upon revenue sources to which the States are entitled.
If the proposal becomes law, Massachusetts will lose a very substantial amount
of money, and it Is my thought that being unable to appear before your committee
I can best present my point of view through Mr. Mark Graves of the State of
New York who has been given the courtesy of a hearing before your committee.

It seems to me to be particularly unfortunate that the States are not given at
some stage of the proceedings a definite time in which they can advance through
their taxing instrumentalities their views in respect to a Federal revenue act
insofar as the act itself seizes revenue which should go to the States. The Federal
Government, having the advantage of no restrictions, may in a revenue act seri-
ously affect such States as New York and Massachusetts and that kind of a State
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without perhaps Intending to do it a Is actually being accomplished in this Federal
revenue act. It was my hope thatfi this act there would be an attempt to adjust
its provisions in regard to the requirements of the States whoafter all by the very
force of circumstances see their revenue sources narrowing more and more each
year, as the Federal Government demanding more takes those sources which in
thepast have been the greenest pastures for the State revenue creatures for grazing.

Ifthe Senate Finance Committee will accede to Mr. Graves' request, at least
so far as that part of the Federal Revenue Act is concerned, Maesaehusetts will be
protected.

Respectfully submitted. HENRY F. Lone,
Commissioner of Corporations and Taxation.

STATEMENT BY THE CINCINNATI CHAMBER OF COMMERCE MARCH 21, 1038.-
THE 1938 REVENUE BILL

For some months it has been rather generally agreed that the current low
level of business volume and' employment is caused, at least partly, by the taxa-
tion policies of the United States Government.

Heavy taxes on all business enterprises, plus the penalty tax on undistributed
profits, plus a virtually paralyzing tax on capital gains, have had the combined
effect of stripping businesses of needed working capital, discouraging overdue
expansion and improvement of plants and equipment, and makingboth present
and prospective enterprises unattractive from an investment standpoint.

As directors of the Cincinnati Chamber of Commerce, acquainted with the
affairs of both large and small business enterprises in this vicinity, we believe the
foregoing is a fair statement of the effects of existing Federal taxes upon the
business life and employment of the Cincinnati area. This belief, coupled with a
desire to support any constructive step looking toward early Improvement of
business and employment, prompts us to submit the comments which follow
with respect to the 1938 revenue bill (H. R. 9082) now being considered by the
Finance Committee of the United States Seante.

We are frank to say that the growing willingness of Congress to scrutinize the
Federal tax structure in the light of seeing what can be done to facilitate an up-
turn of business is distinctly heartening. Before passing the bill, the House
narrowed the scope of the undistributed profits tax and removed some of its more
harmful features, even though retaining the tax in modified form. It opened the
way for relaxation of the present harsh treatment of capital gains and losses, and
for fairer application of the capital stock tax. Finally, it rejected the proposal
for.'a penalty surtax on closely held corporations, a plan fraught with serious
jeopardy for Cincinnati, with its large number of family businesses of moderate
size.

In urging the Senate to amend important provisions of the bill, we do not wish
to pass over lightly the substantial contribution made by the House to the cause
of economic improvement. In several respects, the House bill is less harassing
to business than the present law. Only in its increase of rate on corporations
with small earnings does it heighten the hurdle which business must take in its effort
to activate trade and make employment more abundant.

If the purpose were simply to extend to business a gesture of friendly solicitude
for its serious tax plight, the House bill doubtless would serve well enough. But
we do not understand that such is the intent of the Congress. We assume that
thq objective is to correct grave shortcomings in the present revenue law which
must be corrected before enduring economic recovery can be more than a pious
hope. If that is the case, we respectfully urge the Senate to broaden and deepen
the relatively mild relief afforded by the'llouse bill.

Within the past week the chairman of the Senate Finance Committee has
aptly stated the case as we see it. Senator Harrison suggests abandonment of
te ndistributed profits tax. We consider that to be a first essential of restoring
business confidence. Nor would that appear Imprudent from the standpoint of
Government revenue. Any fractional revenue loss resulting from repeal would,
in our opinion, be not only offset but exceeded by the greater revenue gained from
the larger volume of trade to which restored business confidence naturally would
lead.

Into the same process would fit Senator Harrison's companion suggestion
for placing corporation taxes once more on a flat-rate basis, as distinguished
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from a series of arbitrarily graduated rates. Such action would restore powerful
incentives to both large and small businesses. It would give the businessman
a certain rather than a contingent or changing tax liability upon which to base
his plans. It would eliminate once and for all the numerous instances of palpable
unfairness arising in those cases which fall in the twilight zones between arbitrary
brackets. It would remove the creeping paralysis inherent in a sharply graduated
tax under which those firms able to generate the largest employment, to activate
the largest volume of trade and to produce the largest revenues for a needy
Federal Treasury would be the ones most severely discouraged from undertaking
the normal enterprises from which the entire Nation benefits.

If Senate action giving effect to Senator Harrison's third suggestion of treating
capital gains and losses on a moderate, fiat-rate basis could be added to repeal of
the undistributed profits tax and reinstatement of flat-rate taxation of corpora-
tions, the country s business life would be given a further stimulus now sorely
needed. We believe that such action would thaw the frozen investment market
appreciably, and once more would permit the free flow of capital seeking profitable
investment in commerce and industry. Capital aga'n could move from one in-
vestment to another without risking tax confiscation in the transition, and busi-
ness activity and employment would benefit proportionately.

No thoughtful citizen desirous of buttressing the solvency of the United States
Treasury and of making any possible step toward the balanced Budget which ulti-
mately must be sought can differ seriously with the suggestion made not only by
Senator Harrison but also by many other public men of substance and experience,
namely, that the base of the Federal income tax should be materially broadened.
Wider tax consciousness is a prime essential in the development of any effective
restraint upon reckless public spending. There are millions of incomes which can
make their modest contribution to the expenses of government without ally risk
of taxation invading adequate standards of living or cutting below the subsistence
level. Government financed by the many rather than tihe few is a first require-
ment of government controlled by the democratic many rather than a privileged
few.

Accordingly, it is our best judgment that if the final form of the 1938 Revenue
Act were to reflect such a realistic approach to the tax problems of business, and
were to carry into practical effect such recommendations as those already made by
the chairman of the Senate Finance Committee, it might assist materially to re-
lease a broad onrush of sound business activity and to generate widespread em-
ployment of our citizens in gainful occupations, as distinguished from idleness or
made-work jobs on uneconomic pump-priming projects. This could be accom-
plished without loss of revenue to the Treasury, since the Government's experience
repeatedly has proved that moderate tax rates applied on a fair tax base produce
larger and more stal-.e revenues than do discriminatory or unduly high rates
which undermine confidence and destroy taxable profits.

Particularly would realistic tax revision have value in reviving business if it
could be accompanied by a reduction of Federal expenditures. We are convinced
that no revenue system not ruinous to business can be devised to sustain, year in
and year out, Federal spending at current high levels.

NEw YORK, N. Y.
Hon. PAT H TAUsON,

Chairman, Senate Finance Committee, Senate Office Building
Testimony A. M. LoomiR on behalf Association of American Producers of

Domestic Inedible Fats on March 21 before your committee in attacking American
whaling companies incorrect as applied Western Operating Corporation, operators
of United States ship Uly.sqse which we represent. Permission American registry
Ul/sses granted by Bureau of Navigation on basis complete disclosure of all facts
appertaining to ownership of stock. Respectfully request your committee to
consider testimony of inns J. Isbrandtscn, president of Western Operating Cor-
poration and myself before Committee Merchant Marine and Fisheries, House of
Representatives on T1. I. 8906 and 8595 for facts relating to disclosure and to
formation of company and the testimony of John B. Gordon on those hearings
for the position of whale oil in the domestic fat and oil economy in this country.
I have sufficient confidence Dn the fairness of your committee to hope that no
action will be taken to jeopardize our company in which 35 Americans have
invested money on the basis of rulings of Bureau of Navigationm and Treasury
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Department without hearing our Side of the case. Will you kindly make this
telegram a part of the record of the hearings on the tax bill.

GEORGE DE FOREST LORD,
LORD, DAY, & LORD,

25 Broadway, New York, N. Y.

NEw YORK, N. Y., March 22, 1938.
Hon. PAT HARRISON,

Chairman, Senate Finance Committee,
Washington, D. C.:

Our attention has been brought to purposely misleading and inaccurate testi-
mony of A. M. Loomis on behalf American producers domestic inedible fats be-
fore your committee, and attacking American whaling industry. Our company,
having 80 percent American ownership, has operated since 1930 under specific
rulings of Treasury and Commerce Departments and has cooperated to the fullc-.t
extent with all Government authorities concerned. Believe evidence submitted
by us, together with testimony of John B. Gordon, covering the position of whale
oil in the domestic market at recent hearings on H. R. 8906 and 8595 before
House Committee on Merchant Marine and Fisheries very relevant in dis-

roving statements made by Loomis, and trust in all fairness that testimony can
e made available to your committee to avoid possibly hasty and unjust action

by your committee due to not having available all the facts in the matter. The
proposed amendment to subparagraph on page 337, suggested by Loomis, would
eliminate the operation of our small factory ship under competition with Nor-
wegian, Japanese, German, and British whaling industries, all of whom take ad-
vantage of using skilled and experienced Norwegians in the crews of the killer
boats furnishing whales to their factory ships. We would gladly answer any
questions your committee may require and will appreciate your including this
telegram in the record of the hearings on the tax bill. This matter properly one
for Treasury Department consideration. Tna AMERICAN WHALING CO., INC.

The CHAIRMAN. The committee will now adjourn and we will meet
in executive session, Thursday morning, at 10 o'clock.

(Whereupon, at 12:05 p. m., the hearings were closed and the com-
mittee adjourned until Thursday, March 24, 1938, at 10 a. m.)

(Subsequently the following briefs and letter were submitted and
ordered placed in the record.)

STATEMENT OF HERBERT MOORE, PRESIDENT OF TRANSHADIO PRESS SERVICE
INC., NEW YORK CITY, FOR TIlE SENATE FINANCE COMMITTEE

The radio broadcast of daily news is everywhere regarded as the finest public
service which radio can render to the public. In the brief space of 4 years the
broadcast of news has increased steadily in all sections of the country despite the
fact that publishing interests have done their utmost to impede it. Independent
news organizations created to serve radio with fresh and honest news have had to
withstand the competition of the newspaper-dominated press associations, which
are seeking to preserve the newspaper monopoly of news.

Without realizing it, the Congress of the United States is hampering the develop-
ment of independent newsgathering organizations which gather and distribute
news primarily for radio broadcast. The Federal Government continues to enforce
the tax upon teletype and telegraph facilities because the authors of the Revenue
Act of 1932 did not foresee the development of news publication by means of radio
broadcast. Press associations which gather and distribute news primarily for
newspaper publications, are thus being indirectly favored by an oversight on the
part of the lawmakerS. As a result of this oversight, private interests are being
served, not the public interest. The Federal Treasury by a rigid interpretation
of the letter rather than the spirit of the law, enforces this discretionary tax and
is unwittingly aiding the publishing I.iterests in their fight to control the broad-
casting of fresh daily news.

The injustice of this tax, as far as radio-news broadcasting is concerned, hinges
upon the word "publication." The authors of the legislation itself, when the
tax bill was drafted in 1932, perpetuated obsolete concepts of the daily press by
defining the term "public press" to mean newspapers. No provision whatsoever
was made for publication of daily news by radio or any other instrumentalities.
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In those days radio stations did very little news broadcasting and only then by
the sufferance of newspapers. In consequence, radio's right to equal treatment,
was overlooked by the lawmakers.

Since that time, Transradio Press Service, of which I am president, has estab-
lished itself in the news field. Privately-owned by American citizens, entirely
independent of publisher or broadcaster control, Transradio is today serving
worldwide news to approximately 275 radio stations and 40 newspapers through-
out the United States and Canada. Transradio news broadcasts are heard
daily by an audience of many millions in the 48 States.

Before proceeding further with the reasons vhy my organization is petitioning
this committee to remove the discriminatory tax, I would like to read the text
of the pertinent clauses and thn comment briefly upon them.

Tile Revenue Act of 1932 in subdivision B in section 701, reads as follows:
"No tax shall he imposed tinder this section upon any payment received for

service or facilities furnished to the United States or to any State or Territory or
political subdivision thereof or the District of Columbia, nior upon any payment
received from an y person for services or facilities utilized in the collection of
news for the public press, if the charge for such service or facilities is billed in
writing to such person. "ie right to exemption under this subsection shall be
evidenced in such manner as the Commissioner with the approval of the Secretary
may by regulation prescribe."

lie tax in question is at the rate of 5 percent upon teletype, telegraph, and
telephone facilities. Exemption is clearly provided for the "public press."

Jn St. 744, Cumulative Bulletin XIII-I, it is provided that "the exemption is
applicable only to payments made by newspapers or press associations for mes-
sages from one newspaper or press association to another or to or from bona fide
correspondents which deal exclusively with the collection of news for the public
press or the dissemination of news through the public press."

The phrase "public press" is broad enough, if liberally interpreted, to include
the broadcast of news by radio. However, permanent and sure relief to inde-
pendent news organizations can only be brought about and guaranteed against
narrow interpretation by an amendment to the revenue bill itself or by some
direct legislative act of Congress. The letter of the law itself should and must
be modified to remove the penalty upon scientific progress in the dissemination of
news.

It is our contention that the broadcast of news is publication, as much as is
the reproduction by printed methods of news material for public consumption.
In its purest meaning, the word publication means the act of making public.

In law, there is no real distinction between a radio broadcast station and a
newspaper. In the few cases that have come before them, the courts have taken
the position that a radio station is virtually identical with a newspaper and that
the legal consequences pertaining to the one, apply equally and fully to the
other.

Funk & Wagnalls' dictionary in its definition of publication further establishes
the reasonableness of our claim in the following language:

"Publication: The act of publishing or offering to public notice; a making
known publicly, or to certain persons regarded as constituting a public; notifi-
cation to people at large orally, ,- by writing or print; promulgation; proc-
lamation." * * *

The imposition of a tax upon news organization primarily engaged in gather-
ing and distributing news for radio broadcast is an obvious discrimination. It is
universally agreed that no tax statute can be applied with discrimination. This
statute in question has exempted from its operative effect news-gathering organ-
izations. Organizations responding to such classifications as the United Press,
International News Service, and others, are within tile exemption. Transradio
Press Service, as has been indicated, is engaged in direct competition with such
major press services. These press services and Transradio render tihe same type
of service. The only difference is that Transradio serves more radio stations and
fewer newspapers, whereas the other press services have more newspaper clients
than radio-station clients.

This discrimination, therefore, works to the advantage of our competitors, who
are able to quote lower rates to the extent that they do not, have to pay the 5 per-
cent tax on their news-gathering and the major portion of their news-distributing
facilities.

The difference of 5 percent in delivery costs is a very serious matter where price
is the determining factor. The cost of private teletype and telegraph facilities is
approximately 75 percent of the gross revenue received from the sale of such news
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service to radio stations. Thus, the 5 percent tax when applied against the
amount received above actual delivery costs becomes a 20 percent factor in rate
making and creates a damaging differential favorable to our competitors. Their
favorable differential is further increased by reasons of our competitors being tax
exempt on the telegraph and teletype facilities which they use in gathering their
news.

The revision of the discriminatory section of the Revenue Act of 1932 would
hurt no one. The direct loss to the Treasury of the United States would be nomi-
nal and it is reasonable to believe that it would be more than compensated for by
increased revenue which might flow into the Treasury from an enlargement of the
taxable business of the independent news organizations. At the present time, we
estimate that this discriminatory tax, so far as'our organization is concerned
amounts to approximately $750 a month. The release of those funds would
enable Transradio to expand and improve its news-gathering facilities to that
extent and thereby render a still greater service to the public.

Radio stations are entitled to the same equality and privileges as are newspapers.
'he President of the United States on numerous occasions has declared that

radio shall enjoy the same freedom and opportunity as the daily press enjoys.
To bring about this equality, the Revenue Act of 1932, as it applies to public press
exemption, must be amended to include phraseology broad enough to embrace
radio broadcast of news to the public.

The elimination of this tax assessment will do more than end the discrimination
against independent news-gathering organizations. It will assure the freedom of
the press of the air and safeguard the right of the American people to receive
accurate and fresh information in oral radio broadcast form, as well as in printed
form.

BnLmu SUBMITTDn BY M. LEp, MArISHALL, Naw YORK CITY

My name is M. Lee Marshall. I am chairman of the board and president of
Continental Baking Co. I live in New York City. Our company has manu-
facturing plants baking bread and cake in 68 cities, small, medium and large,
in 28 States, widely scattered over the United States from coast to coast. The
nature of our business is such as to quickly apprize us of economic changes in
each community and surrounding territory where we have bakeries. In other
words, we consider our business a particularly good daily barometer of industrial
conditions.

I am firmly convinced that the tax on undistributed corporate income imposed
in the Revenue Act of 1936 should be repealed and I respectfully submit my
thoughts and reasons supporting this conviction.

Probably one of the outstanding characteristics of the American people is
their willingness to try almost anything once, and this characteristic often finds
expression in its governmental actions. The tax in question was proposed to the
Congress in 1936 and the Congress decided to try it out, although there were
many a parently in Congress at the time who had serious misgivings as to how
it wouldwork out.

It has been tried now for a period of 2 years and everybody who has taken the
trouble to follow it at all has seen how it works particularly businessmen who
have had to operate under it and make vital business decisions under its constant
pressure. Its record in those 2 years is a dismal one and, in my opinion, it has
been a complete failure. It apparently has not produced the revenue expected,
but even if it had it would stilt be a bad tax measure because of the effects it has
had on business, and particularly on employment. Many in and out of Congress
at the time the experiment was tried were fearful of just this result; and it has now
occurred. Conditions have now reached an alarming point and each day that is
wasted will make it more difficult to halt the recession. Every week shows higher
figures of unemployment and resultant lowering of business which is spreading all
over the country. I believe relief should be given fully, freely, and ungrudgingly
and at the earliest possible moment. Only a few months ago, in November of
last year, I favored merely modification of the tax because I thought we could as a
country still stand the experiment in a modified form, but underlying business
conditions have become so much worse since that time, and in such a short time,
that I now believe there should be no hesitancy about completely repealing this tax
and doing it quickly. Even if it is only a possibility and not a probability that
this tax is a very serious threat to business and one of the chief causes of the
present business slump, it should be repealed on the chance that repeal will
assist in bringing an upturn; and there seems to be a great body of respectable
opinion in the country at this time that this Is more than a possibility.
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Therefore, why not apply now another one of the outsanding characteristics of

the American people, namely, its shrewd native common sense by giving up this
experiment at once and completely? In business, if we have an interesting
experiment proposed to us and we try it for a couple of years and find that it just
does not work, we do not continue trying it but we abandon it. What values are
to be preserved in maintaining the 'principle of this tax," particularly in a time
of economic crisis? I have read in tie last few weeks a great deal of literature
about the tax, including the simnmary' of the majority report of the House Ways
and Means Committee published this morning in the New York Times, and in
many places I see expressions somewhat to this effect: "If the principle of the
bill is to be retained, substantial modifications must be made " etc., and in the
summary of the majority committee's report, they state that they are in favor of
"retaining the undistributed-profits tax principle for all corporations earning more
than $25,000." I am rather impatient about these expressions concerning the"principle of the tax" because I (1o not find many statements of what the "princi-
ple" is or any defense of it. From what I call gather it is essentially not a tax
measure but is an attempt through taxation to produce some economic reform or
economic object, namely, to accelerate the distribution and flow of capital by
forcing the distribution of earnings. This seems to be the theory of such a tax
as described in the writings of Mr. Berle and Mr. Tugwell.

Senator King, in a radio colloquy with Representative Celler November 27,
1937, stated that "the avowed purpose of the tax was to force corporations
regardless of their condition and welfare to pay out their earnings in dividends
upon the theory that large stockholders would then pay income taxes." This
seems closer to actual facts. Whichever of these conceptions is correct, there
is the common factor in both, i. e.: Force imposed on corporate management
to (1o something under penalty of paying a very substantial tax for failure to
do a thing which does extreme violence to the ideas of businessmen as to what
constitutes sound, prudent b" iness practice. For the first time we are faced
with a tax measure which says to us that if you want to keep your taxes at a
minimum (and who doesn't?) you had better distribute all of your earnings to
your stockholders and forget about necessary replacement of equipment or
plant, or about paying your debts or setting aside part of yQur earnings against
the certainty of less favorable business conditions in the future. That seems to
me to be the real and only principle of this tax, a severe penalty upon sound,
sensible, and prudent management.

I can see no defense for such a principle and certainly if substantial and needed
modifications to the law are granted, which practically all business,* big and small,
and many persons in Congress demand, there will be no "principle" left. A
properly modified law would certainly not produce a great deal of revenue,
because after management has done the things which it should be permitted to
do without penalty, the balance of earnings will be distributed, In the vast ma-
jority of cases, to stockholders. The simplest, clearest, and cleanest wayout is
to repeal the law forthwith, and thereby eliminate all the evils and at the same
time avoid increasing the complexities of our country's already extremely com-
plicated Federal tax system by adding numerous amendments, modifications, and
changes to the measure as it is now written.

Another reason I have for outright repeal lies in the majority report of the
house Ways and Means Committee just published. It apparently has reached
the conclusion that the undistributed profits tax principle, whatever it may be,
is a bad thing for corporations earning less than $25,000 a year and is a good thing
for those earning more than that. If it is a burden on 88 percent of the corpora-
tions which have earnings, it is certainly a burden on the other 12 percent; and
it so happens that its burdensome and ruinous effect is retained on the 12 percent
of corporations which probably give employment to many, many times the num-

.her of men that are employed by the 88 percent. I confess comlete inability to
follow the reasoning which admiits that a Federal taxing principle is bad for a
corporation whose earnings are $24,900 and good for a corporation whose earnings
are $25 100, and both in thec same line of business.

Anlother rather unexpected and unfortunate result of this tax measure has also
Impressed me considerably. One of the main objectives of the Administration
and one with which I have entire sympathy is to eliminate insofar as possible the
peaks and valleys in the business cycle and level them off so that there are not
such violent booms and depressions. Naturally, there is a great diversity of
opinion as to how this can best be accomplished, but it is certain that the tax on
undistributed corporate income is a very sure way to accelerate the tempo and
increase the differences between the peaks and valleys. The reason for this is
very simple and has been well illustrated in the 2 years that the tax has been in
effect. In 1936 many corporations, with reasonably adequate surpluses and no
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ressing need for expansion or replacements at that time and no debts to repay
distributed all of their earnings to their stockholders.
It probably seemed to those who were not aware of these motives that a really

substantial and high degree of prosperity had returned to the country. The
recipient of these extra and unusual distributions that were made, particularly
toward the end of 1936, undoubtedly in turn spent the money more freely and
created in turn the feeling on the part of retailers and other suppliers that large
stocks of goods should be acquired for the coming and increasing business boom.
The prices of many securities and commodities rose rapidly and then in 1937 when
business slowed down and earnings were not as good as in 1936, there was a dis-
tribution of earnings on a much lower scale, with the opposite economic and
psychological effect. Some corporations which paid their regular and substantial
extra dividends in 1936, paid considerably less or nothing at all in 1937. Htow
can there be any approach to stability in the prices for corporate equities when
the dividend-paying policy of corporations is bound to be seriously affected by
the impact of this tax and really becomes a matter of guesswork. Tlis, obviously,
is the very opposite of stability and of a leveling of the peaks and valleys.

Our company so far has not yet been seriously hurt by the direct impact of this
tax, because it has been in a position to distribute all of its earnings for the 2
years but it obviously cannot continue to do so indefinitely. We have seen very
clearly, however, its indirect effect on our own business caused by the effect it
has had on other lines of industry which have greatly curtailed their activities
and, therefore, have laid off employees, which, in turn, has affected the sale of
bread in the communities where this occurred, and thus, the interests of our own
employees and stockholders. I am, therefore, vitally interested in the removal
immediately of a factor which I consider the most important cause of the present
business recession and its accompanying unemployment, because if things continue
as they are we would be forced to curtail our activities to some extent because of
the slackening demand, thus in turn creating widening circles of unemployment.

A further reason which just occurs to me for the repeal of this tax (a reason
which perhaps is somewhat frivolous and has no foundatioi in logic or economics)
is this: There seems to be no dispute that business, both large and small, is
almost unanimously opposed to the measure and would favor its repeal because
they think it is wrong all the way through. Now, the mere fact that most
businessmen are agreed on a proposition does not mean that it is right by any
means, because, they apparently have been wrong unanimously many times. in
the past, but it seems to me that possibly this time they may be right; at least by
the law of averages they should be right some time and possibly this is it. Why
not give their point of view a trial in 1938, inasmuch as the ideas of the pro-
ponents of the tax were given a trial in 1036?.

I do not want to burden this memorandum with a restatement of all of the many
reasons and recommendations for modification or repeal which have already been
presented to you in far better form, but I do want to point out one specific result
of the existence of this tax as applied to our company. During the year 1937 we
would have spent approximately half a million dollars which we did not spend at
all, on additional equipment and improvements in our l)lants; and of this half
million dollars, nearly one-half would have been spent with one company making
bakery machinery. The plant of this company is in a small-sized middle western
town and gives employment to approximately 1,000 people and is naturally an
important factor in the business life of that community. We (lid not place these
large orders with that firm and we know that it substantially curtailed its opera-
tions during late 1937 and the early part of 1938, and laid off a substantial number
of its employees.

Even looking at this tax as its proponents would have us do, not strictly as a
revenue-producing measure, but as an attempt to accomplish an economic result,
and bearing in mind examples of its economic effect such as the one I have just told,
experiences which must have been repeated hundreds and hundreds of times in
other businesses and industries during the past 2 years, is not the conclusion
inescapable that the harmful economic effects far outweigh the advantages
claimed for the tax as a measure of economic reform?

In closing I want to say this to you, that if I could adequately describe In words
toyou the feeling of confusion and uncertainty and bewilderment in my mind
and in the minds of my associates when we were first faced with the concrete
preposition that we would be unable to keep our taxes at a minimum if we were
to set aside a part of our earnings to surplus against the contingencies of the
future or if we were to spend money necessary for rehabilitation and expansion
of plants and equipment, you would favor the repeal of this tax without hesitancy.
Any of you who have been in business will know our feelings without my attempt-
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ing to describe them, but all of you must know that American business cannot
continue to maintain the high standard of accomplishment, employment, and
prosperity for which it has been outstanding above the rest of the world, if the
men who are actually managing business enterprises day in and day out are to
be kept in such a frame of mind.

BRIEF RELATING TO THE ATTITUDE OF SOUTHERN MANUFACTURERS TOWARD
TIE UNDISTRIBUTED-PROFIT3 TAX AND THE CAPITAL-GAINS TAX PRESENTED TO
TEE SENATE FINANCE COMMITTEE MARcH 24, 1938

The Southern States Industrial Council representing approximately 15,000
southern manufacturers, representative of all manufacturing enterprises in 15
Southern States, outlines briefly below, for the consideration of the committee,
the chief objections of southern industry to the undistributed-profits tax and the
capital-gains tax, and makes the following recommendation: That the undistrib-
uted-profits tax and the capital-gains tax be repealed.
Because the South is a section in which small business enterprises predomi-

nate, with 85 percent of its manufacturing plants employing less than 50 workers,
this section has felt and reacted to the effects of both of these provisions of the 1936
tax law more than other sections of the country. The reason for this is that the
South as no other section has suffered from the lack of reserves, for it has been
faced with the necessity of developing plant and securing working capital out of
earnings; in other words, "plowing back profits." Thus, the smaller firms, if they
are to continue to do business profitably, cannot distribute as large a percentage
of their net earnings as can the larger corporations, and under the undistributed-

rofits tax, as more of the earnings are retained, not only is the tax base enlarged
but the rate of the tax also increases. This point is illustrated in an analysis of
Income-tax returns through August 31, 1937, which clearly indicates that the un-
distributed-profits tax rate averaged higher for corporations in the lower net-
income brackets than for those in the higher brackets, resulting in an unequal
burden of taxation upon business in sections where small business predominates.

An analysis of the tax rate as referred to above reveals that the effective tax rate
ranged from 3.85 percent for corporations with earnings of less than $5,000 to
0.83 percent for corporations with earnings of $5,000,000 and over. The rate
ranged from 3.85 percent indicated above to 2.78 percent for corporations with
earnings up to $250,000, then broke sharply to: 2.41 percent for corporations with
earnings of from $250,000 to $500,000; 2.10 percent for corporations with earnings
of from $500,000 to $1;000,000; 1.62 percent for corporations with earnings of
from $1,000,000 to $5,000,000; 0.83 percent for corporations with earnings of
from $5,000,000 and over.

The recommendation of the House Ways and Means Committee to exempt
from the undistributed-profits tax, corporations with net incomes below $25,000
will not ease the situation to any great extent. While it will eliminate payment
of this tax by about 90 percent of those filing returns, nevertheless, such an
exemption will discriminate against, and place an unequal burden of taxation
upon, those corporations which, though in the minority in number, are responsible
for a large percentage of the total income reported. Such an exemption would
serve to unbalance competition and would definitely restrict and penalize the
expansion and development of those corporations most able to undertake expan-
sion programs, and would tend to put off necessary development in favor of divi-
dend distribution with the hope of ultimate revision and repeal of the principle
of taxing undistributed profits. A study entitled "The Undistributed Profits
Tax," published by the Brookings Institute, points out with regard to the undis-
tributed-profits tax, that:

"Its fundamental weakness is that it limits the possibility of prompt and
flexible capital development and handicaps with particular severity a multitude
of small and medium-sized business enterprises."

To determine the extent of mechanization and expansion of industry in the
South in 1937, the council made a study of returns from 400 representative southern
manufacturing plants. It was found that 74.8 percent had made no improvement
or expansion whatever and did not contemplate making any for the year 1938;
18.2 percent indicated that they were in need of such development but did not
expect to make it during 1938 because of depressed business conditions, uncer-
tainty as to what the tax policy of the Federal Government will be and unwilling-
ness to pay a penalty on earnings expended for improvement or expansion. Only



738 REVENUE ACT OF 1938

7 percent indicated that they were contemplating a program of expansion In 1938.
Below are quoted some of the reasons for not expanding during 1938:

"Too much Government interference in business.
"Business uncertainty and threats of Government regulation.
"No expansion on account of tax on undistributed surplus.
"Business uncertainty.
"Lack of capital and stable market.
"No expansion for fear of what Government will do.
"No expansion because of very little incentive.
"No expansion on account of high cost and governmental interference with

business.
"No expansion because of undistributed-profits tax.
"Excessive building-labor costs-labor agitation-unsettled Government con-

dition.
"Outlook is too uncertain to make investment.
"Prices too low and taxes too high-takes more than we can make to pay social

security tax, unemployment tax-want to get out of business if we can.
"Depends on attitude of administration-expansion would have been made in

1937 but for that fact.
"DQ not feel safe in investhig additional capital under present uncertainty

rcarding what Congress may do and dangerous labor conditions.
'Fear of adverse legislation.

"Just not able-pay roll and undistributed profits taxes have just about got
us to where we cannot do anything to improve.

"The undivided-profits tax on the necessary funds to purchase additional or
new equipment has forced us to prolong the purchase of additional equipment as
long as possible.

"Taxes have not left enough money.
"Depends entirely upon administration attitude on taxes and labor conditions.
"Too much rumor about control of business arid higher taxes.
"Will expand if undivided-profits tax is repealed.
"Do not know what is coming next in the way of taxes and regulations.
"Conditions too uncertain-taxes increasing to point of absorption of profits-

administration attitude too changeable to insure stability.
"Conditions are too unfavorable-too much possible administration in Wash-

ington.
'Uncertainty in Government policies.
"Excess-profits tax structure prohibits such expansion.
"Having to pay out all profits in dividends, we have nothing left for expansion-

also our taxes are too high.
"Not until we know what Washington will do in the way of tax relief.
"We need more warehouse space, but hesitate to build because of excess-profits

tax."
PROPOSED REVENUE BILL INCREASES TAX ON SMALL CORPORATIONS

Analysis of income-tax returns for previous years by income-size classes reveals
that the South's proportion of earnings of $25,000 and above is less than for the
rest of the country. Thus, for the years 1936 and 1937, the South has paid pro-
portionately higher rates on total earnings than have other sections where cor-
porations with large earnings are concentrated. The proposed revenue bill for
1938, while exempting a great many corporations from the undistributed-profits
tax, nevertheless, will increase the normal tax rate on small corporations. Under
the proposed bill, the normal tax on corporations with net incomes of $25,000 or
less will be increased as follows:

Present Tax un- Amount Present Tax tin- Amount
Net Income normal der new of in- Net income normal der new of In-

tax bill crease tax bill crease

1'ereenl Percent
E:8------- 160 $250 511 $8,000 ....... ...... $820 $1,045 27

00 --------------- 270 375 39 $10,000 ............ 1,010 1,325 27~000-------------- 380 600 31 $i6,000------------.1,590 2,025 27
V,00- ---...... -490 62-5 27 $20,000 ............ 2,240 ,725 21
$6,000 .............. 600 765 27 $25,000 ............ 2,810 3,525 22
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The proposed bill also increases drastically the total tax for corporations with

earnings in excess of $25,000. It is found that total taxes would be increased 20
percent for not income of $40,000. Following is a detailed analysis of how the
increase would occur:

1930 revenue law:
Net income ---------------------------------- $40, 000. 00

Normal tax ------------------------------ 4, 840. 00 $4, 840. 00
Adjusted net income -------------------------- 35, 160. 00

Dividend credit ------------------------- 26, 370. 00
Undistributed profits ------------------------- 8, 790. 00
Undistributed-profits tax ----------------------- 818. 50

Total tax --------------------------------------------- 5, 058. 50
Proposed 1938 revenue bill:

Net income ---------------------------------- $40, 000. 00
20 percent normal tax ------------------------- 8, 000. 00
4 percent dividend credit ---------------------- 1, 054. 80

Total tax ---------------------------------------------- 0, 945. 20

Increase ---------------------------------------------- 1, R86. 70

CAPITAL-GAINS TAX

The capital-gains tax should be drastically modified especially with a view to
giving equal treatment to capital gains and losses. Under the present law,
capital gains are taxed in full, but capital losses are deductible only to the extent
of $2,000 of not capital losses. More lenient provisions should be made for dis-
tributing losses over a period of years. However, the council is of the opinion
that outright repeal of this tax, which after all is a poor revenue producer, would
result in a renewed flow of capital transactions, thus creating increased revenue
from profits realized on accelerated capital transactions. The tendency now is
for capital to lie idle and for great amounts of money to be invested in tax-exempt
securities.

An analysis of the rate of capital gains to total net income shows that in every
income class, high tax on capital gains after 1929 has discouraged the employment
of resources for capital invested.

Ratio of capital gains to total net income

Year: Pecnt Year-Continued Percent
1926 -------------------- 10. 8 1929 --------------------- 18. 9
1927 -------------------- 12. 8 1934 --------------------- 2. 4
1928 --------------------- 19. 0 1935 --------------------- 4. 9

The experience of the State of New York with a State capital-gains tax is
revealed in the statement of Mark Graves, president of the New York State Tax
Commission, who urged the following:

First. That capital gains and losses be segregated and taxed at an exceedingly
low rate, or-

Second. In lieu, thereof, absolute repeal.
The effect of this tax creates a particular hardship upon sections where indus-

trial growth and development is in its infancy, discouraging and retarding the
beginning of new industries and penalizing those that are brave enough to venture
forth. Thus, employment opportunities are lost, purchasing power reduced and
vast resources of raw materials are not put to use.

Speaking for southern manufacturing industries, the council respectfully re-
quests that the Undistributed Profits Tax and the Capital Gains Tax be repealed
immediately, and that this tax might be decided as quickly as possible in order
to release business from the fears aroused by uncertainty and instability in
Government policies.

Under the present depressed business conditions total taxes should not be
increased as is proposed by the Revenue Bill of 1938.

SOUTHERN STATES INDUSTRIAL COUNCIL,

By Pns Nrlss M. TERRY,
Executive Vice President.
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GANSE-KING ESTATE SERVICE,
Bo8ton, Mass., Afarch 23, 1.938.Hon. PAT HARRsON,

Chairman, Committee on.Finance,
United States Senate, Washington, D. C.

DEAR SENATOR HARRISON: In addition to the enclosed statemen6 regarding
gift and estate-tax exemptions and exclusions, for the opportunity of filing which
Iam much obliged, I take the liberty to make an entirely independent suggestion
in reference to section 117 (f) which appears on page 134 of the pending revenue
bill as reported to the House. This I do at the request of the National Association
of Life Underwriters who feel that the proceeds of a life-insurance policy paid to a
"transferee for value" should get the same income-tax exemptions on their so-
called profit treated as a capital gain as are now allowed under this paragraph to
holders of matured bonds.

The provision for an income tax upon the proceeds of a policy owned by a
transferee. for value is contained in section 22 (2), printed on page 23 of the same
report.

Life underwriters claim that such policy proceeds should receive as favorAble
treatment in this respect as matured bonds and the other evidences of indebted-
ness mentioned in section 117 (f).

Matured bonds used to be treated as these life-insurance proceeds are at present,
but in 1934 subdivision (f) was enacted so as to correct what is an obvious un-
fairness.

For this purpose they request that after the word "form" in the next to the last
line of said paragraph there be added the following words: "or upon a life insurance,
endowment, or annuity contract held by a transferee for value by assignment or
otherwise," making section 117 (f) read as follows: "For the'purpose of this title,
amounts received by the holder upon the retirement of bonds, debentures, notes,
or certificates or other evidences of indebtedness issued by any corporation (in-
cluding those Issued by a Government or political subdivision thereof) with
interest coupons or in registered form or upon a life insurance, endowment, or
annuity contract held by a transferee for value by assignment or otherwise, shall
be considered as amounts received in exchange therefor."

Yours sincerely,
FRANKLIN W. GANSE.

STATEMENT IN REFERENCE TO THE PROPOSED CHANGES IN ESTATE-TAX AND
GIFT-TAX EXEMPTIONS AND EXCLUSIONS, SECTIONS 500, 507, AND 510, SUB-
MITTED BY F. W. GANSE

Sections 506 and 507 diminish the specific estate-tax exemption by the amount
of the specific gift-tax exemptions, thus allowing no estate-tax exemption If
$40,000 in gift-tax exemptions is taken.

The merger of the two exemptions is confusing to the taxpayer and prevents his
planning his estate with some degree of definiteness. The great majority of
estate owners honestly try to keep the law and plan to meet their taxes and also to
distribute their net estates as carefully as possible. To do this they must estimate
their estate shrinkage in advance, while they are alive. Such plans for paying
estate taxes and yet leaving solvent estates should be encouraged.

Many estate owners are deterred by the idea that it is practically hopeless to
plan these vital matters because one has no sooner done so than the Government
makes changes that upset the whole plan.

As a result many factories and other going concerns owned by such estates are
forced on the market. This causes severe loss to their communities. If the
Government does not care about the vast losses which come from forcing sales of
securities and real estate to raise estate tax money, it must care when employees
are thrown out of work.

To plan these matters in advance, and provide for tax money in advance,
usually out of the residue of the estate or by life insurance, requires that deductions
and exemptions renlain as constant as possible. It seems not too much to hope
that the estate-tax rates will not go higher, since we already lead the world in that
field. The great advances in rates made in 1935 were proportionately much larger
on small and moderate-sized estates. To cut out the $40,000 estate tax exemption
indirectly, bears most heavily on such estates.

Again, while the gift and estate taxes are related, there is no reason why an
exemption should not be allowed in each, as in other tax fields, so that the tax-
payer can use each independently; one when he is making gifts and the other when
ie is figuring upon his net estate.
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The Government will gain less by this change than by leaving the exemptions,

as it leaves other gift- and estate-tax matters, unchanged and thus encouraging the
taxpayer to continue plans which will provide for the payment of estate taxes
with a minimum of loss to business activity.

Again, many who make gifts up to the exemption limit will leave very small
estates, even too small to administer. These the present estate-tax exemption
would eliminate, but under the proposed change they would all have to be taxed.
What one has given away in good faith is not a part of his estate, yet this change
makes it such, and thus penalizes his estate because he has taken action fully
approved by law. Suppose he does not claim the exemption when making gifts,
thinking it may better be used by his estate, and then fails to leave an estate, the
exemption is entirely lost.

These exemptions belong asunder and should not be joined together. These
reasons apply with special force against the proposed decrease in the annual indi-
vidual gift-tax "exclusion" from $5,000 to $3,000. A family of four children
was used in the Ways and Means Committee's argument for this change, but the
average number of children in these families is nearer two.

From the President down, the Idea has been stressed by the Government that
our estate and gift taxes should lead to the wider "distribution of wealth." This
may certainly be said to be a principle strongly favored by our Government. To
bring this about gifts intervivos must be encouraged.

Bat, having planned a gift-tax system which has been in effect several years,
the 'Treasury Department seems inclined to favor possible increases in gift taxes
ratbr than a policy which will bring in a lower revenue from this source but also
On Z-rage the distribution of wealth. Two horses cannot be ridden in this arena
aiy more successfully than in any other; and the estate taxes having been made so
onerous should wisely be accompanied by gift-tax rates and exemptions which
encourage the habit not only of making gffts in advance of death, but of making
them periodically and to as many beneficiaries as possible.

The Senate changed this exclsion originally from $3,000 to $5,000 when gift
taxes and estate taxes were both much lower and a strong argument could he
made for its increase rather than its decrease. However, the real question is
whether those who are trying to plan the distribution of their estates honestly and
wisely in accordance with the laws of the land ought not to be permitted to carry
out their plans without frequent changes which discourage any careful planning.

Our estate taxes are so high that to raise them would seem absurd. The gift
tax is high enough unless the Government really wants to discourage gifts and
estate distribution. The exemption in each of these fields is smaller than hereto-
fore and was carefully worked out in connection with the raising of the rates In
1935.

Personal and business income taxes, and many other taxes which are figured
and paid annually, are necessarily subject to annual review, and changes in these
may at least be dealt with periodically, but taxes which affect one's whole estate,
and the future of his dependents, should be kept as stable as possible.

I submit that the Government will in the long run get more in taxes from gifts
and estates if it will encourage advance planning to provide for estate taxes and
prevent the disruption of business, by leaving these exemptions as they are.

LETTER SUBMITTED BY THE CLUB MANAGERS ABsocIATION OF AMERICA

Re: Repeal of club dues tax.

FINANCE COMMITTEE,
United States Senate, Washington, D. C.

GENTLEMEN: In behalf of the 750,000 club members representing 2,500 clubs in
the United States, it is respectfully requested that you eliminate in the revenue
bill now being drawn section 413 of the Revenue Act of 1938.'

This section provides for the collection of a 10 percent tax on the dues and fees
of social, athletic, or sporting clubs or organizations if the dues or fees of an active
resident member are in excess of $25 per annum.

As you all know, clubs provide for a community athletic, social, recreational,
and cultural activities. Members in a club bind "themselves together in a non-
profit organization and the expense of operation of the club is prorated among
the members of the organization in the form of payment of dues. In fact in a
great many instances, the club serves as the home of members.

During the recent depression approximately three-fourths of the clubs in this
country were in serious financial condition because members were unable to con-
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tinue the payment of dues. Membership dropped off on an average of 50 percent
with the result there were not sufficient members left to meet payments on mort-
ga es and taxes.

C' 1935 and 1930 it is estimated clubs recovered approximately 20 percent of
this loss of membership, but in the last 6 months as a result of the recent recession
in business clubs are again experiencing not only a falling off in revenue, but a loss
of members.

The bulk of the membership of a club is made up of average citizens who have
but a limited amount to spend upon the participation in club activities. It is
therefore hoped that clubs may be benefited to the extent of not requiring the con-
tinued payment of the tax of 10 percent on club dues.

The annual report of the Commissioner of Internal Revenue of the United
States Treasury Department for the fiscal year ending June 30, 1936, reports
that this tax contributed but $6,090,923.21, and that for the fiscal year ending
June 30, 1935, the total amount derived was but $5 784,494.99.

In conclusion, therefore, members of clubs throughout the United States feel:
1. The proceeds of this tax are small in comparison with the work involved in

its collection. Originally called a luxury tax, it actually is a nuisance tax.
2. Clubs being nonprofit organizations are limited in membership. They can-

not advertise or increase their revenue as a commercial enterprise would do, with
the result that the falling off of membership results in serious depreciation of
property values used for club purposes.

3. As the home of individuals and one of the institutions which in communities
provides the athletic, social, recreational, and cultural activities for so many
citizens, clubs should be encouraged and not penalized, for as semicivic institu-
tions they provide facilities that improve our community life.Respectfully submitted.

CLUB MANAGERS ASSOCIATION OF AMERICA.

Committee:
Darwin Meisnest, Washington Athletic Club, Seattle, Wash., chair-

man; Fred H. Crawford, Pendennis Club, Louisville, Ky.; J. G.
Wetzel, Detroit Club of Detroit, Mich.; Edw. F. Anger, City
Athletic Club, New York City; F. E. Bergerson, Beverly Country
Club, Chicago, Ill.; R. F. Biirke, Arizona Club, Phoenix, Ariz.;
Richard Owen, Downtown Club, Newark, N. J.; M. D. Stauffer,
Akron City Club, Akron, Ohio; Wayne Miller, Cincinnati
Country Club, Cincinnati, Ohio; Win. F. Roulo, University Club,
Detroit, Mich.; John J. Ferguson, Jonathan Clubs, Los Angeles,
Calif.; E. Park Akin, Columbia Club, Indianapolis, Ind.; Thos.
P. Jones, Harvard Club, Boston, Mass.; Frank H1. Murray,
Ravisloe Country Club, Ilomewood, Ill . J. Fred Smith, Uni-
versity Club, Columbus, Ohio; Fred L. Wood, Denver Athletic
Club, Denver, Colo.; Win. Noreross, Essex Country Club, West
Orange, N. J.; P J. Cannon, Tulsa Club, Tulsa, Okla.; Chas.
McKeown, Wisconsin Club, Milwaukee, Wis.; E. M. Ries,
Colonial Country Club, Memphis, Tenn.; James Richardson,
Multnomah Club, Portland, Oreg.; Verney L. Johnson, St. Paul,
Athletic Club, St. Paul; Frank W. Davies, University Club,
Washington, D. C.

THE UNDER SECRETARY OF TIHE TREASURY,
Washington, March 28, 1988.

My DEAR SENATOR: I have read, in the record of hearings of the pending
revenue bill, the letter from Governor Lehman urging the Federal Government
to increase to 50 percent the credit given in the bill against Federal estate tax for
state death taxes paid, and to introduce a similar credit for the Federal gift tax.

Since the letter affrms certain propositions that seem to me to be open t(
question, and does not present other propositions and certain specific tax data
that seem to me necessary to a full understanding, I offer the following com-
ments:

1. Governor Lehman in effect asks the Federal Government to give up more
than $100,000,000 of the annual revenue from estate and gift taxes that it would
receive under the present law or the pending bill. The Federal Government,
like the States, wishes to lessen tax conflict and increase fiscal coordination, but
notable advance in this direction is not likely to be achieved simply by unilateral
action when such large revenue aggregates are involved.
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2. Governor Lehman says that the Federal Government is "virtually monopoliz-

Ing" the fields of income taxation (personal and corporate) and estate taxation.
An examination of specific instances, however, indicates that this phrasing inuy be
somewhat too vigorous.

As to the income tax, a single person with no dependents, with a net income of
$5,000 in salary, pays $140 in Federal income tax-2.8 percent of his income. If
he lives in a State like New York that has an income tax, he pays even less Federal
tax, since the Federal Government allows him to deduct, in computing net income,
the State income tax paid. (New York, on the contrary, does not allow him to
deduct Federal tax paid.) If the $5,000 taxpayer is married, with three depend-
ents,,he pays $32 in Federal income tax-six-tenths of 1 percent of his income. If
he has $10,000 net income from salary he pays 5.6 percent of it in Federal tax if
he is single and 3.1 percent if he is married, with three dependents. If lie has
$20,000 net income, half of which is salary and half of which is his share in corporate
net taxable income, his Federal income tax, including his share in the corporation
income tax, is about 15 percent of his net income if he is single, and about 13 per-
cent if lie is married, with three dependents. These figures suggest that the
Federal Government is not "virtually monopolizin " the field of income taxation
at these levels. These are the levels in which the States are in any case the most
interested, since at high-income levels the taxpayers are often free to move from
one State to another and the States therefore find it difficult to tax them at high
rates, regardless of the Federal tax.

The income tax now levied by New York State is heavier than the Federal
income tax on the $5,000 man and is almost as heavy when the $10,000 level is
reached. Even at the $20,000 level New York State's individual income tax is
more than two-thirds of the Federal individual income tax.

As to the estate tax, a net estate (before deducting the specific exemption) of
$40,000 is entirely exempt from Federal estate tax; at $60,000 the present Federal
tax is 1 percent of the estate; at, $100,000 it is 4.2 percent. At $250,000 it is 10.5
percent, after allowing for the credit for State death taxes paid. These figures,
too, suggest that there is no Federal monopoly of this field.

3. The Governor states a belief that it is "unthinkable" that the States will
superimpose upon the Federal tax still higher death duties. But it is doubtful
whether many authorities would agree that it would be "unthinkable" to take
more than 4.2 percent of a $100,000 estate, for instance. Even if we consider tile
combined burden (Federal plus State) at this level, the statement still seems too
strong, since the added burden now imposed by States on the $100,000 estate is
commonly less than 3 percent. Moreover, as I indicate below, the pending bill
reduces, at this level, the Federal tax by allowing a credit for State tax, where
none is now allowed.

4. The pending bill allows the Federal taxpayer to deduct, from his Federal
estate tax otherwise due, the death taxes that he pays to the States, up to 16%
percent of the Federal tax otherwise due. Thus if the Federal tax otherwise due
is $100,000 and the estate has paid $10,000 in State death taxes, its actual Federal
tax is only $90,000. If the State death taxes total $16,500 instead, the actual
Federal tax is only $83,500. But if the State death taxes total $20,000, the actual
Federal tax is still $83,500. Therefore up to $16,500, in this case the taxpayer
suffers nothing from the State tax. Beyond that level he does. governor Leh-
man concludes, therefore that no State will dare to put its death taxes higher
than 16% percent of the Federal rates. He says, "for every practical purpose the
rates of State estate taxes will be limited to one-sixth of the Federal rates in the
various brackets," and adds that "The proposed law assumes the States have
but a one-sixth right to tax estates." Two observations are necessary here:

(a) With respect to all but very wealthy taxpayers, experience has shown that
the States have in fact dared to go beyond, and considerably beyond, thle credit
allowed by the Federal Government-that is, they have dared to ut a real addi-
tional burden onthe estates under their Jurisdiction. Since 1026the maximum
credit has been 80 e cent of the Federal tax that would be due under the rates
and exemptions of le old Federal law of 1926. Computations for a hypothetical
estate that is fairly typical in the composition of its assets and In distribution
among beneficiaries shows that at the present time, for an estate of $300,000, all
but 4 of- the 48 States impose a death tax or death taxes greater in amount than
the maximum credit allowed against the Federal tax. For an estate of this size,
the maximum credit amounts to slightly less than 1 percent of the estate (0.90
percent).' Under Governor Lehman's reasoning, then, we should expect to find

I Under the pending bill it will be greater, but, still, Iess than 2 percent.
'4885-38-48
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that no State is imposing a death tax of more than 1 percent. But, to cite a few
typical examples, Illinois taxes this estate at 2.76 percent, Massachusetts at 3.34
percent, New York at 1.42 percent, and Ohio at 2.23 percent. Utah takes 8.15
percent. These figures were obtained by replies to questionnaires sent to State
officials. The Treasury is of course ready to supply exact details of computation
and assumptions as to composition and distribution of estate if they are desired.

At the $100,000 level under the present law no credit at all is allowed; never-
theless 32 States take between 1 and 4 percent of such an estate in tax.

At the $500,000 level, the present Federal credit equals 1.74 of this hypothetical
estate, hut Illinois takes 3.52 percent, Massachusetts takes 4 percent, New York
takes 2.29 percent, and Ohio takes 2.58 percent. Utah takes 8.89 percent.

The Federal tax credit has therefore not fixed "the ceiling" for State death
taxes on such estates in the past; there seems no reason to expect that it will in
the future.

(b) With respect to very wealthy taxpayers, the Federal tax credit fixes a base-
ment rather than a ceiling. Without any credit at these levels, interstate com-
petition for wealthy persons would probably drive state death tax rates down,
p ossilly to zero in some cases, as occurred in the well-known instance of Florida.
Readers of the Governor's letter might Infer that there was something restrictive
about the Federal credit. Actually, the credit keeps State death tax rates on
those wealthy taxpayers higher than they otherwise would be. The Governor
therefore wants the basement level hoisted. His letter does not, of course,
request the Federal Government to repeal coml)letely its estate tax law.

6. The Governor's letter says that in the pending bill, "Federal [estate] taxes
[are] increased, credit for State taxes decreased." This is true only for large
estates. The letter (loes not point out that for all estates (before specific exemp-
tion) below $1,100,000 2 the exact reverse is the case--the Federal taxes are
decreased and the credit for State taxes increased, compared with the present
law. Thus the bill raises the "ceiling," to use the Governor's term for these
estates. On the average, for the country as a whole, the change in the form of
the crediting provision will slightly increase the credit for State taxes, and will
cause a decrease of about $1,000,000 a year in Federal estate tax revenue, on the
basis of most recent statistics available.

6. The Governor says that the result of the Federal use of the income and
estate tax fields is that "the bulk of State and local revenue is shouldered on real
property." But there is no evidence that the bulk would not still be on realProperty even If the Federal Government levied no income or estate taxes at all;
adee d,the relative magnitudes involved are evidence the other way.

7. Governor Lehman advocates a 50-percent credit against the gift tax. The
gift tax is in part a preventive tax, to lessen the flow of inter vivos gifts compared
with what it would be with no gift tax at all, and thus preserve the income tax
and estate tax revenue. A crediting provision would in no way increase its effec-
tiveness in this function. To encourage States to levy gift taxes (as a crediting
device would do) would further increase duplication of ad ministration. The rev-
enue amounts involved are at present slight. A credit of 50 percent of the Fed-
eral gift tax, if fully taken up by the States, would vield them, on the basis of
Federal collections during the fiscal year 1937, a total of some $12,000,000. With-
out taking a definite position that no such credit should ever be t-d, one can
at least disagree with Governor Lehman's conclusion that it is "perfectly obvious"
that this should be done.

Federal-State fiscal coordination is so important that, at the risk of comment-
ing at undue length, it has seemed desirable in this instance to specify certain
facts that may serve as a basis for further exchange of views and proposals for
betterment of Federal-State tax relations.

Sincerely yours, ROswELL MAGILL,

Under Secretary of the Treasury.en. PAT HAfR150O~,
United States Senate.

INot $700,000, as might be Inferred fromithe letter.
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PIPER, CAREY & HALL,

Baltimore, March 28,1938.Hon. PAT HlARRItSON,

Chairman, Senate Finance Comtnittee,
Senate Office Building, ItWashington, D. C.

DEAR Sin: I desire to suggest certain amendments to the proposed tAtx bill
I. i. 9682 now being considered by your committee. The purpose of these

amendments is to encourage the simplification of holding companies. One
relates to holding companies generally and the other is confined to public utility
holding company systems as defined in the Public Utility Holding Company Act
of 1935.

The proposed'amendments to section 112 of H. R. 0682 which would cover all
holding companies are as follows:

Section 112(g) of H. R. 9682 is hereby amended to read in part as follows:
"(g) Definition of reorganization.-As stated in this section and section 113

except subsection (k) of section 112 * * *"
Section 112 of H. It. 9682 is hereby amended by adding thereto the following

subsection:
"(k) Reorganization of holding company systems.-No gain or loss shall be rec-

ognized upo the consuiiimationl of, or upon any transaction incident to, a reor-
ganization of any corporation or corporations constituting or forming a part of a
holding company system (as herein defined) if such reorganization results in the
simplification of, or the elimination of complexities in, the corporate structure or
structures of, or the fair and equital)le distribution of voting power among the
holders of securities of, such corporation or corporations or of any such holding
company system of which it or they are members, or in the elimination of, or
reduction in the number of tile, corporations comprising any such system. Tie
term 'reorganization', as used in this subsection (k), means any merger, consoli-
dation, reincorl)oration, rea(Ijustment of debt or capitalization or )oth, sale or
exchange of assets, liquidation or dissolution of any corporation or corporations
constituting or forming a part of any such holding company system. A 'holdingcompany system', as used in thi subsectmn (k) means any company wih
directly or indirectly owns, holds, or controls with power to vote at least a majority
of the outstanding securities of one or more corporations which are at all times
entitled to vote for the election of directors, together with all such corporations
whose voting securities are so owned, held, or controlled by such company."

In connection with the suggestions relating to public utility holding companies,
in the report of Senator Wheeler front the Committee on Iiterstate Commerce,
which accompanied the Public Utility Act of 1935, Report No. 621 of the'

Seventy-fourth,, Congress, first session, appears the following:
"file committee is of the opinion that careful consideration should be given

to the advisability of amending the revenue acts to encourage voluntary cor-
porate reorganization for the purposes of simplifying holding company structures,
eliminating unnecessary complexities therein, and otherwise complying with the
policies underlying holding company legislation. Such amendments should be
considered not only ill relation to tile stamp and transfer taxes but to tile income
taxes as well. Naturally, any exeml)tions )rovided for these purposes should
be limited to the needs of such purposes. 11 he committee has taken no definite
action on this matter because of the parliamentary l)rocedure which may be
construed to require such an amendment of tile revenue act to originate iii the
House, but it definitely recommends concurrence by the Senate in any such
amendment originating in the House."

There can be no question but that the taxes referred to have prevented many
simplifications which would otherwise have been made had it not been for the
tax burdens incident thereto.

The Public Utility Act of 1935 itself, and particularly title I thereof, was de-
signed to insure tile simplification of public utility holding company systems.
The complexity of most of such systems is the necessary result of the method by
which they were built up. Nearly every large system is the result of the pur-
chase of other systems or of individual operating companies. Thus, in tile
building of a large system niany useless holding companies are acquired. Wher-
ever possible, these useless companies are eliminated. However, there are any
obstacles to such elimination. .Sometimes financing is required to retire out-
standing securities, sometimes minority interest obstruct the proposed elimina-
tion, sometimes simplification is prevented by State laws and their application.

In many cases, however, siml)lification would be possible were it not lir the tax
burdens incident thereto. These burdens generally take the form of taxes upon
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profits, resulting from exchanges of securities or properties in connection with the
process of simplification. Taxes on transfers and original issues of securities in
connection therewith impose an added burden.

Therefore, in order to lighten these tax burdens and in line with the statement
above quoted from the report of the Interstate Commerce Committee, it is sug-
gested that section 112 of H. R. 9682, dealing with tax free exchanges of securities
or other property, be amended by adding thereto a new subsection which will
provide for the nonrecognition of gain or loss in connection with reorganizations,

owever effected, which result In the simplification of holding company systems.
This amendment is a necessary addition to section 112, which at the present time
is so limited in scope that it substantially restricts the formulation of plans of
reorganization and simplification which are exempt from tax.

In the event that the first suggested amendment covering all types of holding
companies does not meet with the approval of the committee, and the committee
would only be interested in promoting simplifications of public utility holding
company systems as provided in section 11 of the Public Utility Holding Company
Act, the following amendments are suggested:

Section 112 (g) of LI. R. 0682 is hereby amended to read in part as follows:
"(g) Definition of reorganization.-As used in this section and section 113,

except subsection (k) of section 112 * * *"
Section 112 of H. R. 0682 is hereby amended by adding thereto the following

subsection:
(k) Reorganization of public utility holding company systems.-No gain or loss

shall be recognized upon the consummation of, or upon any transaction incident
to, a reorganization of any corporation or corporations constituting or forming a
part of a holding company system (as defined in sexton 2 (a) (9) of the Public
Utility Holding Company Act of 1935) if such reorganization results in the
simplification of, or the elimination of complexities in, the corporate structure
or structures of, or the fair and equitable distribution of voting power among the
holders of securities of, or the confining to those necessary or appropriate to the
orations of an integrated public-utility system (as defined in section 2 (a) (29)
of the Public Utility Holding Company Act of 1935) of the properties and busi-
ness of, such corporation or corporations or of any such holding company system
of which it or they are members, or in the elimination of or reduction in the
number of the corporations comprising any such system. The term "reorganiz a-
tion," as used in this subsection (k) means any merger, consolidation, rein-
corporation, readjustment of debt or capitalization or both, sale or exchange of
assets, liquidation or dissolution of any corporation or corporations constituting
or forming a part of any such holding-company system."

In order further to promote simplification of holding company structures
through reorganizations or otherwise, it is suggested that the applicable stamp tax
provisions relating to original issues of bonds and other securities including the
transfer of stocks be amended so that no such stamp taxes shall be imposed in
connection with the reorganization of holding company systems as to which gain
or loss is not recognized under the provisions of section 112. To accomplish this
purpose, the following amendments of H. R. 9682 are proposed:

Schedule A-1 of Title VIII of the Revenue Act of 1926 as amended by section
721 (a) of the Revenue Act of 1932 is hereby amended by adding thereto after the
second proviso contained therein the following additional proviso:

"Provided further, That the tax shall not be imposed on issues of the instru-
ments referred to herein in connection with a reorganization as defined in section
112 (g) or section 112'(k) of the Revenue Act of (1936 as amended) If any of the
gain or loss f om the exchange or distribution involved in such reorganization is
not recognized under the income tax law applicable to the year in which such
reorganization is consummated."

Schedule A-2 of Title VIII of the Revenue Act of 1926 as amended by section
722 of the Revenue Act of 1932 is hereby amended by adding thereto after the
proviso contained therein the following additional proviso:

"Provided further, That the tax shall not be imposed on original issues of shares
or certificates or similar interests in connection with a reorganization (as defined
in section 112 (g) or section 112 (k) of the Revenue Act of 1936 as amended) if
any of the gain or loss from the exchange or distribution involved in such reor-
ganization is not recognized tinder the income *tax law applicable to the year
in which such reorganization is consummated."

Schedule A-3 of Title VIII of the Revenue Act of 1926 as amended by section
723 of the Revenue Act of 1932 and Public, No. 842, Seventy-fourth Congress
approved June 29, 1936, is hereby amended by adding thereto after the second
proviso contained therein the following additional proviso:
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"Provided further, That the tax shall not be imposed on deliveries or transfers of

shares or certificates or similar interests in connection with a reorganization (as
defined in section 112 (g) or section 112 (k) of the Revenue Act of 1936 as amend-
ed) if any of the gain or loss from the exchange or distribution involved in the
delivery or transfer is not recognized under the income tax law applicable to the
year in which the delivery or transfer is made: * * Vo

I believe the suggestions I am offering In this letter are helpful and constructive
and I hope that you will give them your careful consideration and bring them to
the attention of your committee, and also Include them In the report of the
hearings.

Very truly yours,
JAMES PIPE..
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